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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 tum Japan into a different marketplace? 

This book argues that rather 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 

xi 
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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 MarkEl­

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 our introductory chapter. Joseph A. Grimes provided useful comments 
on Chapters 1, 2, 3, and 10. 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 forewarned 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 W.W.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 (o, u) indicate long 

vowels in Japanese terms, except for Americanized phrases and well­
known cities (Tokyo). 
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Introduction 

The Emergence of Permeable Insulation 

Ulrike Schaede and William W. Grimes 

Circumstances have changed dramatically between the early 1990s, 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
national rules 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, Dare 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). 

In contrast 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 
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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. 1 

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. 2 

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

stty from a position of comparative weakness. With technological 
ca

.
tch-up accomplished in the manufacturing sectors, Japan is strug­

�Im� to adopt new models of industrial policy and business organiza­
tion man 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.3 While the state's guidance of business strate­

gies has never been one-directional or absolute, it is now I_OOr� than 

ever dependent on industry cooperation. Finally, the combmat10n 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 

it introduces 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 international 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.4 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).5 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 
[METIJ). Moreover, a fundamentally bilateral approach to solving trade 
disputes with the United States has largely been replaced with multilat-
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era! 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 facto 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 international 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

ernment 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. 
W illiam 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 international 
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. 

THE EMERGENCE OF PERMEABLE INSULATION II 

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 international agreements and 
conflict resolution mechanisms. This has allowed the continuation of 

protectionist policies without directly violating international rules­
indeed, Japan has claimed that it has been stricter than some of its trad­

ing partners in adhering to official international 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 Solfs (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. Solfs 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-1980s, 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 government'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 internationally 
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 international 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 relations, 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 

METI 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 

METI'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-led 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 

1. 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 to help each 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 wem important in 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 
a!. 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 prices in 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 
in demand (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 
do not 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) (Shindo 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, an internal 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 return to power in 
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 Sa!O 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 
(RinchO) 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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(LDP) 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 

1995, 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 facto 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 international 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 zoku, 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; Sato and Matsuzaki 1986).1 Critiques of policy failures start­
i�g in the early 1990s built on this apparent truth, and reformist politi­
Cians as well called for a reassertion of political control over bureaucracies 
that were no longer responsive to the national interest (Kato 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 

�ertinent information was able to make decisions quickly and effec­
�Ively, without the endless negotiations and adjudication of a variety of 

�nterests that characterize legislative activity. While this way of look­
mg at bureaucratic decision making has come under considerable at­
tack

. 
from those

_ 
who argue t

_
hat bureaucracies are either utterly 

self-mterested, 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 LOP one-party dominance in 1993.2 
While the immediate policy implications were only short-lived, with 
the LOP 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 
LOP 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.3 By the Upper House election of 2001, none of the parties that 
were viable players in Japanese politics-including pre-eminently the 
LOP, the Democratic Party, K6meit6, 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 concern for 
Diet members, and concrete policy measures had become the center of 
political debate. The new ideological interchangeability of many mem­
bers of the LOP 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 LOP 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 turn 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 LOP's decision to cater to tra­
ditional farming and public works constituencies led to the loss of many 
urban seats, threatening to turn the LOP 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'ichiro Koizumi, a 
self-proclaimed anti-pork barrel reformer, as the party's leader in an un­
precedented internal election in the spring of 200 l .  On the back of 
Koizumi's extraordinary personal popularity and an allegedly radically 
different reform agenda, the LOP scored an important victory in the 
2001 Upper House election. Even so, the remaining strength of tradi­
tional constituencies within the LOP 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; Woodalll 996). 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 
�or 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 an? 
Yoshir6 Mori, was challenged by "reformers" such as Taku Yamasakl, 
Jun'ichir6 Koizumi, and K6ichi Kat6 (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. Whil� co�pensatio� 
was likely to remain one tool of governing, the fiscal sttuatton made tt 
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 wa� former Minister of Health and Welfare

. 
Na�to 

Kan's revelation of a cover-up regarding HIV-tainted blood by h1s mm­
istry in 1996. Likewise, Foreign Minister Makiko Tanaka's hig?ly 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 (MOP) by politicians across the entire spectrum led to the re­
moval of the MOP'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). I n  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, Shindo 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 5). 

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 turn­

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 (Shindo 

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.4 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 

showed little change over previous years. Over time, the system may 

well become less rigid and institutionalized, but its benefits in terms 

of expertise, information flows, and regulatory insulation were suffi­
ciently large to make a complete abolition unlikely. 

Government and Society 

Issues of legalism also speak to the relationship between state and society. 

One aspect of this relationship was the problem of nontransparency caused 

by informal regulation. In the 1990s, the issue of transparency was forced 
onto the bureaucracy through both incremental process reforms and the 

effects of the already mentioned Administrative Procedures Law. A po­
tentially more important breakthrough in the legal relationship between 

the government and citizens was the 1999 passage of the Information 

Disclosure Law, implemented in April 200 I. As of 2001, the actual ef­

fects of this new law were unclear, but local examples in Japan sug­

gested that it would considerably increase the transparency of state 

behavior (MacLachlan 2000). At the same time, however, the law con­

tained a number of loopholes and escape clauses that allowed the gov­

ernment to protect information where that was deemed to be in the public 

interest. Thus, while the new law allowed for more permeable access to 

information, it also maintained bureaucrats' power to avoid full disclo­
sure of information . 

More broadly, the role of noneconomic interest groups in Japanese 
policy making remained marginal. In particular, there was still little 

pressure from consumer groups to change the political economy in any 
fundamental way (Vogel 1999). In the absence of such pressure, policy 

was likely to continue to be made by subgovernments, albeit within the 

constraints of high deficits and international rules and global competi­
tion, thus only perpetuating the dynamics of permeable insulation. 

Economic Constraints 

The 1990s saw a culmination of the various economic and structural 
challenges faced by Japan's government and firms. As of 2002, Japan's 
economy had been stagnant for a decade, and this had affected all eco­
nomic actors. Outgrowths of the recession included a large-scale gov-
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ernment deficit, deflation in spite of extremely low interest rates, an 
urgent need for financial system reform, a credit crunch, rising unem­
ployment, and corporate bankruptcies, especially (but not exclusively) 
among small firms. Directly or indirectly, these phenomena combined 
into a powerful challenge to some of the distinctive pillars of Japan's 
economic system, such as keiretsu organization, the main bank system, 
lifetime employment, and corporate governance. 

Government Finance 

Starting in 1992, Japan began to experience the second great wave of 
fiscal deterioration since the immediate postwar years, following that of 
the post oil shock years in the 1970s. After maintaining essentially bal­
anced budgets for over 20 years, Japan's central government budget 
deficit had risen to nearly 35 percent of expenditures (6 percent of the 

gross national product [GNP]) from 1973 to 1979. Following great ef­
forts to reduce deficits and increase revenues by partially privatizing 
government-owned corporations, by 1991 deficits had been brought 
below 10 percent of annual expenditures, and debt relative to the gross 
domestic product (GDP) was declining slowly (Suzuki 2000). Yet, in 
spite of these successes, total outstanding government debt in 1991 stood 

at nearly 40 percent of GDP. 5 

In the 1990s, the fiscal situation deteriorated sharply, reflecting the 
stagnation first of asset prices (e.g., stocks and real estate), and then of 
economic growth. By far the most important factor in rapidly rising 
deficits was declining tax revenue. Some of the decline was policy­
induced, including income tax cuts in 1994 and 1998. But mostly it 
was the result of dwindling economic activity: Corporate tax revenues 
plummeted with reductions in firm profits and increases in bankrupt­

cies; income tax revenues fell due to a decrease in both job creation 
and overtime pay; and capital gains tax revenues evaporated with the 
decline in asset prices (Posen 1998; Grimes 2001).6 

Annual central government deficits peaked in fiscal year 1998 at 
10.4 percent of GDP, while total outstanding general government debt 
in 2001 was approximately 140 percent of GDP and growing (MOP 
2001 b). In comparison, the U.S. budget deficit peaked in 1992 at under 
6 percent of GDP. and total debt outstanding peaked at 76 percent of 
GDP in 1993 (Council of Economic Advisers 2001). To make matters 
worse, prospects for rapid improvement in the Japanese economy re-
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mained dim. The long-term forecast for government spending was 
alarming, given the rapid aging of the Japanese population in the face 
of low (and declining) birth rates and high life expectancy. Many ana­
lysts questioned the adequacy of Japan's national pension and health 

insurance systems and, with a decline in the number of workers per 
retired citizen, government finances would only become increasingly 

difficult to handle (Smithers and Asher 1998). With no relief in sight, 
the general public-and with it the policy makers-became ever more 

aware of the long-term dangers associated with these high deficits.? 

Clearly, as Japan entered the twenty-first century, large-scale new 
spending programs or tax reductions to reinvigorate certain industries 
became less likely. High deficits thus began to crack the core pillar of 
compensation-based policies: Whereas previously, politicians had 

been able to "pay off' injured interest groups simply by launching 
government-financed programs, the new fiscal constraints placed se­
vere limits on this approach. 

Fiscal and Investment Loan Program 

The story of Japan's government finances and of the decline of compen­
sation as an important policy tool remains incomplete without an analy­
sis of what is often referred to as Japan's "second budget," the Fiscal 
Investment and Loan Program (FILP). 8 The FILP is a government lend­
ing program set up to mobilize trust funds and certain non-tax revenues 
for special financing purposes (Johnson 1978). For example, in the 1950s, 
the government-owned Japan Development Bank used FILP funds to 
offer subsidized loans to support long-term investment by Japan's capital­

intensive industries, such as steel, shipbuilding, and chemicals. Over time, 
FILP was financed increasingly through Japan's postal saving system: 
Households deposited part of their savings in the time deposits and life 
insurance offered through the postal system, and a large portion of these 
deposits (along with national pension contributions) were channeled 
through the program to "FILP agencies." These included special-purpose 
banks like the Japan Development Bank and public corporations in charge 
of infrastructure projects and special public works, such as the Japan 
Highway Public Corporation. 

In the course of the postwar period, a number of developments coin­
cided to make the FILP ever more important. First, the high propensity 
to save among Japanese households made the postal savings system 
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the world's largest financial institution, and in tum made the FILP a 
fiscal policy tool of extraordinary dimensions. As of April 2000, out­
standing funds available to the FILP account totaled ¥433 trillion, or 
roughly $3.5 trillion. Not all these "trust funds" were cycled through 
FILP agencies; much of the total was invested in government bonds 
and elsewhere. Yet, the FILP lending program was still very large: 
planned FY2000 disbursements through FILP were ¥52.9 trillion 
(about $423 billion), roughly equivalent to 60 percent of the general 
account budget (MOF 2000a). 

However, by the tum of the century, what had once been an efficient 
way to finance public works programs had turned into a pork-barrel 
system for providing post-retirement employment for bureaucrats, and 
a highly inefficient way to provide compensation policies to the con­
struction sector. Prime Minister Koizumi therefore made the reorgani­
zation of the entire FILP program and a privatization of the 
FILP-financed agencies a core feature of his political platform in 2001. 

As of 2001, it was too early to foresee just how this reform would 
work out. One likely scenario was for the solution to be very much in 
the context of permeable insulation: The system would be reformed to 
weed out rigidities and institutionalized allotments of funds, but some 
of the core features that had traditionally afforded the Japanese gov­
ernment discretionary funds for specific domestic policy purposes 
were likely to be maintained. Regardless of the specific outcomes, 
however, the FILP reforms were clearly going to affect many of the 
mechanisms with which Japan's government had previously disbursed 
deals and compensation. Thus, FILP reform further undermined state 
power at a time when the general budget deficit had already curtailed 
the government's reach in public works. 

Banking and Finance 

Government spending and loans were increasingly important to strug­
gling firms in the late 1990s and the early twenty-first century because 
private sector financing was drying up for many firms that needed capital, 
either to improve competitiveness or just to survive. Poor lending deci­
sions by commercial banks throughout the 1980s and 1990s had tied up 
many funds in unproductive investments. some of which continued purely 
on the basis of loan rollovers. While Japan's multinationals had less trouble 
gaining access to funding at home or abroad, small and medium-size firms 
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that provided the bulk of employment in Japan were at a severe disadvan­
tage, even if they proposed and operated viable businesses. 

The problems of the financial system stemmed from early over­
regulation, regulatory failures, and uneven deregulation across bank­
ing groups in the 1990s. For much of the postwar period, Japan's 
financial system was characterized by three outstanding features. First, 
it was highly segmented-specific categories of financial institutions 
(e.g., city banks, long-term credit banks, savings banks) had narrowly 
defined, specialized tasks and business areas. Second, until the early 
1980s, all major interest rates were regulated by law. Thus, there was 
little price competition among banks, which earned a stable and pre­
dictable spread between deposit rates and lending rates. Third, strict 
government regulation of bond and stock markets meant that most cor­
porate finance occurred through bank loans. The restricted nature of 
competition in finance gave regulators important tools with which to 
pursue informal regulation through administrative guidance: They 
used formal control over licenses and permits to encourage financial 
institutions to change their behavior in a variety of ways. Informal 
regulation also extended to bank inspections and decisions on whether 
and how to bail out failing companies (Schaede 2000b; Hoshi and 
Kashyap 2001; Horiuchi 1998). 

In the late 1980s, Japan experienced a run-up in asset prices (i.e., the 
values of equity and real estate) known as the "bubble" economy. With 
many investors apparently believing that Japanese asset prices would 
never go down, financial speculation was rampant-and often based 
on

. 
bank lending that was collateralized with other overpriced assets. 

WIth the burst of the bubble in 1990-92, the face value of many of 
these bank loans far exceeded the market value of the collateral lead­
ing in tum to widespread defaults and withheld payments. The

' 
result 

was a banking crisis that lasted through the 1990s and into the twenty­
first century. 

In addition to the forces of the bubble, financial liberalization 
gradually changed the traditional features of Japan's banking system. 
Interest rates had been fully liberalized by the early 1990s, and bond 
and stock markets were opened up step by step. The 1994 Financial 
Ref�rm Act and a 1998 revision of related laws finally abolished the 
previOus segmentation of the banking system. A revision of the Anti­

�onopoly Law in 1997 made possible the creation of financial hold­
mg companies that combined commercial and investment banking, 
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as well as insurance and other financial services by one company. 
Beginning in 2001, this caused a merger frenzy that changed the 
landscape of Japan's banking industry. Reforms were further pushed 

by the 1998-2001 "Big Bang" program of financial liberalization. 
Yet, three problems continued to pose severe challenges for 

Japan's financial system: the continuing existence of anachronistic 
small banks (such as credit unions), the persistence of informal regu­
lation, and the accumulation of large stocks of nonperforming loans 
(NPLs) in the banking system. In the period of strict interest rate regu­
lation through the 1980s, small banks could profitably fill market 
niches (e.g., small rural markets). Deregulation introduced price com­
petition to the banking system, just as large banks were extending their 
business fields (e.g., commercial banks moving into loans to small 
firms and households). Small banks lost their niches, and responded by 
enticing customers with higher interest rates-a process that eventu­
ally contributed to a series of small bank failures in the early 1990s. 
At the same time, actual supervision of small and large banks did not 
always keep pace with formal changes in regulation. The persistence 
of informal regulation encouraged a variety of management abuses· 
that contributed to a serious deterioration of the banks' balance 
sheets, bankruptcies, and a rise in systemic risk throughout the Japa­

nese financial system (Schaede 2000b). 
As early as 1992, the first signs of serious problems began to sur­

face with NPLs. However, because of informal bank monitoring and 
lenient disclosure rules, banks found many ways to hide their prob­
lem loans. Still, no one would have forecast the eventual scope of the 
problem In 1995 alone, more than 15 small and medium-size banks 

went bankrupt. In 1998, the crisis forced the government to provide 
¥60 trillion in public funds to recapitalize major banks and to shore 
up the Deposit Insurance Corporation-at the time, nonperforming 
loans were conservatively (and unrealistically) estimated to total ¥35 
trillion.9 Despite the capital infusion, two major banks were closed 
down in October 1998. As of the end of fiscal year 2000 (March 31, 

2001 ), the total NPL burden was officially estimated to have risen to 
¥43 trillion ($368 billion); despite ¥11.6 trillion ($100 billion) in 
write-offs over the previous three years (FSA 200 1 a, 2001 b). 

Two factors are important when considering these numbers. First, 
the total extent of the bad loan problem becomes clear only when ad­
justing figures for bad loans already written off by banks throughout 
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the 1990s, a number which may never become fully known. Second, 
the definition of what constitutes an NPL, while revised several times 
throughout the 1990s, remained much more forgiving and lenient than 

in the United States. Roughly, whereas U.S. banks have to report all 
loans as "nonperforming" that are not current on interest and principal, 

in Japan a "risk management loan" was one where no interest pay­
ments had been made for more than three months (Schaede 2000b ). 10 

The bad loan problem was proving to be a sinkhole both for gov­
ernment funds and for private savings, and was likely to constrain 
both public and private action for years to come. It also reflected a 
regulatory struggle that occupied the attention of all players in the 
political economy, with deeply entrenched interests in both the pub­

lic and private sectors. What compounded the problem even further 
was a large number of small finance, leasing, and real estate firms 
that were subsidiaries of banks and continued to provide pockets in 

which to hide loan positions, in the hope that the borrower could turn 
itself around. Finally, the problems of banking were mirrored in the 
securities firms and in the life insurance companies, which had suc­
cumbed to the bubble frenzy just as much as the banks. 

In addition to the enormous cost and ramifications for the real 
economy in cleaning up the banking problem, the banking crisis was 
further fueled by concerns about the banks' ability to meet the BIS 
capital-asset ratio of 8 percent required for banks engaging in interna­
tional finance.11 The stock market slump of the late 1990s and early 
2000s had significantly reduced the value of the stocks held by banks, 

forcing banks to cut their lending, regardless of the creditworthiness of 
the company or quality of the business proposal. In combination with 
the economic downturn and slowed demand for products, this led to a 
credit crunch, in which companies were unable to secure loans from 
banks, simply because banks would not lend. Unable to obtain funds, 
many small or weak companies looked to the state for help--but, as we 
have seen, the government's ability to protect and compensate was 
dwindling. 

Challenges of Monetary Policy 

The issues of stimulatory policy, stagnant growth, and the weak finan­
cial sector converged into serious challenges for monetary policy. The 
single biggest problem was deflation: As of summer 2001, wholesale 
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and land prices had been in decline for about a decade, while con­
sumer prices had been more or less stagnant, creating a clear case for 
loosening monetary policy.12 Yet, by 1995, nominal interest rates were 
so close to zero that it was impossible to lower them any further. 

From 1995 onward, short-term interest rates had stayed consistently 
below 0.5 percent, and in February 1999, the Bank of Japan (BOJ) 
(Japan's central bank) decided to guide the overnight call rate (an in­
terbank lending rate that was the main vehicle of monetary policy op­
erations) down to about 0.01 percent, or essentially zero, in a desperate 
attempt to reverse a worsening economic situation. By the fall of 2001, 
this "Zero Interest-Rate Policy" had been in effect for more than two 
years (with the exception of a 0.25 percentage point increase between 
August 2000 and March 2001 ). Still, real interest rates remained too 
high to produce a meaningful stimulus to the economy, prompting 
some economists to call for "quantitative easing"-flooding ma�kets 
with more money to try to push down long-term rates.13 In March and 
August 2001, the BOJ made important concessions toward quantitative 
easing, but the effects were still unclear as of fall 2001. 

The difficulties of stimulating the Japanese economy through mon..: 
etary policy made economic recovery much more difficult. Under the 
circumstances, fiscal stimulus would have been the obvious choice, had 
it not been for the huge fiscal constraints. Faced with massive budget 
deficits, Prime Minister Koizumi focused his attention on regulatory and 
administrative reform in 2001, despite the likelihood that these would 
have negative short-term effects on employment and economic growth. 
Corporations, along with the bureaucrats and politicians, had little 
choice but to turn to innovative new policies of permeable insulation in 
order to protect their livelihoods. In the face of seemingly incurable eco­
nomic stagnation, each firm or sector was forced to explore avenues that 
would be best for it, if not for the Japanese economy. 

Changes in the Corporate System 

For most of the postwar period, the Japanese corporate system had proven 
remarkably flexible in dealing with change. Ironically, some of this flex­
ibility was in fact rooted in rather rigid, long-term relationships of firms 
with owners, creditors, suppliers, customers, and labor (Dore 1986). 
These relationships insulated large firms from cyclical downturns and 
allowed them to pursue long-term investment objectives, at least at a 
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time when imports of new technologies and mass production of high­
quality manufacturing goods were key to economic success. 

However, by the 1990s the major pillars of the Japanese corporate 
system were being challenged by globalization. In finance, the main 
bank system came under pressure with the deregulation of capital mar­
kets in the 1980s, which afforded large firms alternative means of ex­
ternal finance in the form of stocks, bonds, or commercial paper. 
Combined with rising retained earnings, this meant that large corpora­
tions were less dependent on bank loans. Banks therefore increasingly 
turned to other clients, including real estate companies, which exposed 
them to the speculative bubble of the late 1980s. With the depressed 
stock market and the banks' need to boost their capital-asset ratios, in 
the 1990s some banks began a partial and quiet sell-off of what used to 
be stable "relationship" shareholdings (Hoshi and Kashyap 1999). 

At the same time, as the long-term relationship between firms and 
banks generally became less fixed, cross-shareholdings with corporate 
groups also came to look less stable. Among the most distinctive fea­
tures of the Japanese private sector in the postwar period have been the 
corporate keiretsu groups, in which major companies were linked by 
multiple, overlapping relationships that included cross-shareholding, 
preferential trading, and lending (Gerlach 1992). Keiretsu, once hailed 
as the backbone of Japan's closed trading system, changed in nature as 
cross-shareholdings among keiretsu firms seemed to decline and, per­
haps more importantly, some of the formerly competing main banks­
such as Sumitomo and Sakura (a descendant of Mitsui Bank)­
merged. While data on keiretsu shareholdings were often ambiguous, 
according to Toyo Keizai in 1986 the six largest horizontal keiretsu 

groups (Mitsui, Mitsubishi, Sumitomo, Fuyo, Sanwa, and Dai-lchi 
Kangyo) held on average 19.15 percent of outstanding group shares in 
mutual relations within the group. In other words, group firms owned 
19.15 percent of all outstanding group shares in a stable, friendly ar­
rangement. By 1997, this ratio had dropped to an average of 17.9 per­
cent, indicating that some firms had sold their group stakes (Toyo 
Keizai 1988, 1999). Although this still seemed to be a ratio indicative 
of extensive cross-shareholdings, some analysts predicted that the 
keiretsu model of the postwar period had come to an end, and would be 
replaced by more open, arm's-length financial relationships (Hoshi 
and Kashyap 200 1). 14 

Lifetime employment, long considered a valuable source of 



I I 

I' I 

36 INTRODUCTION 

Japan's manufacturing prowess, also came under pressure. True, 
only 25 to 30 percent of the labor force ever enjoyed lifetime em­
ployment, which was not contractually guaranteed, but rather as­
sured by custom. The practice of keeping the core workforce within 
the company for a whole career had helped Japan's economic de­
velopment, in that companies could invest in employee training, of­
ten including at universities abroad, without having to fear losing 
these employees to competitors. Overall, lifetime employment re­
sulted in a well-trained, loyal workforce (Aoki 1988). After the 
prolonged recession of the 1990s, however, firms came increas­
ingly under pressure to "restructure"-in other words, to lay off 
workers. Throughout 2001, firms in the electronics, information 
technology, and construction industries, among others, announced 
the need for large-scale layoffs. More important than the actual 
numbers of layoffs during that time, however, was the fact that at 
the turn of the century a profound revision of the lifetime employ­
ment system was widely discussed, undermining the previous gen­
eral sense of job security and challenging one of the core features 
of Japanese business practices. 

The combination of recession and globalization left few aspects of 
Japanese industrial organization untouched. Large companies felt pres­
sure to adapt to global financial rules, while small firms struggled to 
attract loans domestically. Deregulation had brought new accounting 
and disclosure rules that put many companies under pressure. The 
stock market slack forced firms to engage in a debate over corporate 
governance reform (see Chapter 9). Y et, just how decisive changes in 
these areas would eventually be seemed to depend importantly on how 
long economic stagnation was to continue. While few firms had indeed 
changed their practices as of 2001, it was unclear just how long they 
could continue the traditional management patterns. 

Bringing Competition Back Home 

In addition to domestic pressures for change caused by the recession, 
Japan's companies also feared increasing global pressure in the form of 
more foreign participation in their domestic marketplace. Until the 1980s, 
foreign direct investment into Japan had been negligible, due to strict 
legal limitations on joint ventures and foreign investment in Japanese 
firms. The formal restrictions were compounded by existing "business 
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practices" that often made it prohibitively expensive for a foreign firm 
to engage in full-scale business operations in Japan. The distribution 
system added further obstacles in almost all intermediate and end prod­
uct markets. Beginning in the 1980s, foreign trade pressure (gaiatsu), 
especially as exerted by the U.S. government, had opened access for 
foreign firms to a number of industries, including in finance and semi­
conductors. Sectoral negotiations continued, especially in the early 1990s, 
with agreements regarding automobiles and auto parts, construction, 
insurance, and others. Yet, while the trade negotiators celebrated partial 
success in a few product markets, gaiatsu-induced changes generally 
left the underlying structures within Japan intact. 

This situation began to change somewhat in the late 1990s. A series 
of revisions, beginning in 1980, of the Foreign Exchange Law eventu­
ally allowed fundamentally free inflows and outflows of foreign ex­
change. The decline in Japanese stock prices after 1990 invited 
acquisitions by and mergers with foreign firms. To be sure, most for­
eign takeovers in the late 1990s occurred where the Japanese target 
firm was either beyond salvation or in such bad shape that no "white 
knight" could be found within Japan. Prominent examples included the 
1998 joint venture between GE Capital and Nippon Lease, the effec­
tive purchase of Mitsui Trust by Prudential in 1998, and the absorption 
of the Long-Term Credit Bank of Japan, a former flagship bank, by a 
U.S. financial consortium after the Japanese government allowed a 
partial write-off of the bank's major debts. As of 2001, it remained 
unclear whether foreign acquisitions of major healthy companies 
would ever be accepted by the Japanese business community. Never­
theless, the foreign firms had arrived, and Japan's financial industry 
had most certainly turned international in the 1990s. 

The one truly global manufacturing sector, automobiles, was also af­
fected by this trend. By 2001, the Ford Motor Company had increased its 
previous, smaller stake in Mazda to a controlling 33.4 percent, and had 
assumed management leadership of the failing automobile maker. In an 
even more surprising move, in 1999 French automaker Renault saved 
Nissan, Japan's former flagship auto company, from certain bankruptcy 
by purchasing a controlling stake of 36.8 percent and launching a re­
markable turnaround. Finally, in 2001, DairnlerChrysler acquired a 34 
percent controlling stake in Mitsubishi Motors. As a result of these de­
velopments, only two major Japanese car companies-Toyota and 
Honda-were still domestically controlled in 200 1.1s 
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Foreign penetration not only meant more domestic competition and 

challenges to informal regulation and deal making; it also provided al­

ternative models of corporate management and governance (see Chap­

ter 9). Moreover, the increasing foreign role in finance-particularly in 
the securities markets-meant that old-style relationship management 

was increasingly under attack. Nevertheless, when looking at all Japa­
nese industries, as of the late 1990s Japan's import ratio (the market 
share of foreign products) continued to be below 5 percent in most 

intermediate and end-product markets. Manufactured goods' import 

penetration was less than half that of any other industrialized nation, 
even in 1998 (Lincoln 2000, p. 1 0). In spite of the new sales venues of 
Internet sales, mail order, and the advance of foreign retail stores into 
Japan, the overall data indicated that many of Japan's product markets 
remained difficult to crack. As of 2001 there was still little evidence of 
a fundamental, comprehensive opening of the Japanese economy. 
Thus, globalization and insulation coexisted in striking, and sometimes 

uneasy, patterns. 

Conclusions: Reluctant Globalization 

In the face of globalization pressures and economic stagnation, Japa­
nese firms and policy makers were forced to pursue innovative new 

strategies that aimed concurrently at both growth and insulation. While 
this was not a completely new fact of life, the new multilateral, global­
ized environment had joined with a shifting domestic political scene to 

limit the choices and tools at their disposal. 
Possibly most affected by these new constraints were the bu­

reaucrats. A growing atmosphere of legalism at the international 
level reduced the policy tools available to promote the interests of 
increasingly diverse domestic firms versus foreign firms. Mean­

while, heightened legalism at home, coupled with reduced leverage 
as firms became less dependent, made informal regulation ever 
more contingent on the cooperation of the regulated firms. While this 

could sometimes be induced by providing resources, resources were in­
creasingly difficult to come by, given Japan's stagnant economy and 
alarming fiscal deficits. Both past successes and recent failures in­
creased the level of public scrutiny on bureaucrats. Success in fostering 
strong firms and markets over the postwar period meant that firms were 
less dependent on the state. Meanwhile, the policy failures of the 1990s 
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triggered calls for heightened oversight over bureaucrats' decisions. 
Perhaps most importantly, the notion of the "public interest" equal­

ing "economic national interest" had finally become untenable.16 Cor­

porate interests differed between the competitive multinationals and 
the unproductive domestic firms dependent on protection. This bifur­

cation caused fissures in party politics as well, especially in the ruling 
LDP. Perhaps for the first time, politicians were seriously confronted 

with a choice between forcing reform that would hurt some traditional 
backers, and maintaining compensation politics that would hurt other 

key current and future constituencies. Election results and rhetoric in 
2000 and 2001 suggested that the long-predicted rift between rural and 
urban interests was finally becoming decisive in Japanese politics. 
While the long-term impact on party politics was still unclear in 2001, the 
persistence of this basic cleavage within and among parties was bound to 

make Japanese politics and policy making more complicated and more 
multi-faceted than they had been in most of the postwar period. 

In the face of declining competitiveness, expanded global networks, 
and weak government finances, both firms and policy makers were be­
ing forced to design innovative, low-cost strategies either to promote 
meaningful change for firm or country, or to gain protection from the 

ravages of the outside world. Naturally, policy makers sought to do so 

in a way that would serve most interests-but the environment had 
changed. Not only were there deep divisions between those industries 

that were competitive on the global stage and those that were not, the 
Japanese government had no choice but to appear to be a responsible 
participant in multilateral economic organizations. Sectorally differen­
tiated pem1eable insulation was the result. 

Notes 

l. The term zoku describes politicians who have special expertise in a certain 
policy area and are able to influence the bureaucracy toward their preferred policy 
directions. Before the early 1980s, politicians had often been characterized as a 
rubber stamp for policies formulated by the bureaucracy. 

2. On the long period of Liberal Domestic Party (LDP) rule, see, for example, 
Curtis ( 1988, 1999) and Calder ( 1988). 

3. The electoral system revision of 1994 mandated 200 (reduced to 180 in 2000) 
proportional representation seats, in addition to 300 single-member districts. Suc­
cess in proportional representation voting depended on strong party identity, but it 
was difficult for small, niche-oriented parties to win majorities in single-member 
districts. See Christensen (1996) for details on the new system. 
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4. The particular structure of Japan's bureaucracy, which forced high-powered 
bureaucrats to retire around the age of 58 (and less-powerful ones much earlier), 
created a need for a second career where their skills could be put to further use; 
given very limited pension provisions, bureaucrats were keenly interested in such 
further employment. In the amakudari (descent from heaven) system, post-retire­
ment jobs for bureaucrats were ranked in a strict hierarchy, with the top former 
civil servants occupying a series of highly prestigious positions until final retire­
ment. For example, retired Ministry of Finance (MOF) officials often became 
leaders of such key institutions the Fair Trade Commission, the Tokyo Stock Ex­
change, and the Bank of Japan (BOJ). The private sector also offered many post­
retirement options. While firms hired former bureaucrats for various reasons, one 
important effect of the amakudari system was to smooth out the flow of informa­
tion between government and business (Schaede 1995; Tsutsumi 1997). 

5. Although annual deficits had been declining throughout the 1980s, they still 
required new government borrowing. Thus, debt had continued to grow despite 
declining deficits. Since debt grew slightly faster than the gross domestic product 
(GDP), on average, the ratio of debt to GDP also increased. 

6. W hile much has been made of the effects of fiscal stimulus packages, such 
packages contributed only marginally to deficits prior to 1998, as shown in Posen 
(1998) and Grimes (2001). 

7. In the short to medium term, high deficits helped provide the needed eco­
nomic boost in the face of depressed demand in the face of economic stagnation. 
The long-term dangers of high deficits were (a) that future growth would be blunted 
by the need to repay large amounts of debt, and (b) the more remote possibility 
that large-scale borrowing would someday become difficult to repay fully. The 
main short-term policy problem posed by high deficits in 2001 was that Japanese 
citizens might reduce their current spending in order to save for the future tax in­
creases necessary for the state to pay off the debt, thus wiping out the intended 
economic stimulus. Short-term sustainability of deficits is seldom a problem for 
major economies, as seen also in the lack of serious side effects from the high 
U.S. deficits of the Reagan era. 

8. For details, see Calder (1990), Miyawaki (1993), Grimes (2001), Lincoln 
(2001), and Solfs (chapter 5, this volume). 

9. FSA (1998). An MOF estimate from earlier that year had put the number at 
¥76 trillion, or nearly 15 percent of all loans outstanding. For the sake of consis­
tency, we use only the FSA numbers here. 

10. The bankruptcy of the large retailer My Cal in September 200 I was instruc­
tive in this regard. Not one of MyCal's major lenders had classified its loans as 
problematic up to the day it went bankrupt. 

11. In calculating this ratio, "capital" consists of the banks' equity and subordi­
nated debt, whereas "assets" consist of loans; the latter have to be evaluated by 
their risk level, and all corporate loans fall in the highest risk category. 

12. Figures from the BOJ and National Land Agency databases. There were 
some minor blips of positive inflation in the price indexes-most notably in 1989-
90 in the wholesale price index-but the long-term trend was downward. 

13. Quantitative easing is actually rather difficult. With zero interest rates, the 
securities the BOJ might try to sell in exchange for cash carried essentially no 
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interest-making them functionally equivalent to the money for which they would 

be sold. The central bank also tried to leave large amounts of credit available in 
interbank markets, but with limited effects. Two other possibilities were often 
mentioned. One was large-scale unsterilized intervention in currency markets (in 

other words, trying to lower the value of the yen by selling large quantities of yen 
for dollars, without simultaneously reducing the amount of yen outstanding in 
domestic financial markets). The other was that the BOJ could purchase large 
amounts of long-term government bonds--essentially acting as a credit line (or 
printing press) to the government. The purpose of the latter strategy would be to 
lower long-term interest rates, rather than just the short-term ones with which 
monetary policy usually deals. See, for example, Ito, et a!. (2001). 

14. Different types of stable shareholders faced varying incentives in decid­
ing whether or not to sell off holdings in affiliated companies. Insurance compa­
nies, which depended the most on current earnings, were often willing to sell off 
first. Banks were generally next, but were hesitant to sell off shares of firms to 
which they also had loans outstanding. Distributors and suppliers were typically 
most hesitant to sell off shares that supported long-term business relationships 
with buyers. 

15. Daihatsu and Hino were controlled by Toyota. Mitsubishi, Nissan, Isuzu, 
and Mazda were all controlled by foreign firms, while Fuji Heavy (Subaru) and 
Suzuki both had a foreign firm as their largest shareholder. 

16. See Schaede (2000a, chap. 3) for a discussion on how this equation guided 
industrial policies in the immediate postwar years. 
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Internationalization as Insulation 

Dilemmas of the Yen 

William W. Grimes 

The Asian financial crisis of 1997-98 was a shock to Japan and the 

world. The rapidity with which fast-growing economies were hit by cur­
rency attacks and then economic chaos, the spread of the crisis first 

among disparate regional economies and then as far as Brazil and Rus­
sia, and the seeming inability (or perhaps unwillingness) of the United 

States and the International Monetary Fund (IMF) to fix the problem 
left a huge impression around the globe. The size and rapidity of the 

capital movements appeared to make for a qualitatively different kind 
of currency crisis from those of previous decades, and presented global 
finance with a serious new challenge. Unlike those in most other coun­

tries, however, policy makers in Japan saw themselves as being in a 
position to reduce about the possibility of a repeat performance-par­
ticularly a repeat performance that would have a direct effect upon Ja­
pan itself. 

The Asian financial crisis brought home to Japan both the desirabil­
ity of insulation from external financial shocks. and the essential 
permeability of all national financial systems in the face of economic 
globalization-including its own. In searching for a viable strategy of 
permeable insulation, one of the responses to the new problem of the 
"capital-account crisis" (Yoshitomi and Ohno 1999) was the resurrec­
tion of an older policy prescription: the internationalization, or 
regionalization, of the yen. Despite the name, the basic motivation was 
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to insulate Japan from the perceived dangers of globalization, includ­

ing severe currency fluctuations (Grimes 2003). Internationalization of 

the yen means increasing its use outside of Japan and, in particular, 

expanding its weight in the currency management of its Asian trading 
partners; by promoting internationalization, policy makers hoped to 

make Japan and the rest of Asia less vulnerable to the effects of fluc­

tuations in global financial markets. But the strategy of insulation 

through internationalization of the yen contains interesting internal 

contradictions. As Japan seeks to maintain stability in its external envi­

ronment, it is forced to face the constraints posed by globalization and 

its own severe government debt problems. The result, as of 2001, was 

an unresolved tension between the goals and side-effects of the poli­

cies of yen internationalization. 

The problems and process of internationalizing the yen reflect the 

broader problem of change in Japan's political economy in response 

to pressures of globalization, and toward structural reform. As in 

other areas, and as seen particularly in Chapters 5 and 6, the goal of 

insulating Japan or Japanese firms in the face of rapid economic 

change coexists uncomfortably with the need for structural change. 

And also, as in other areas, the policy tools or "scripts" of the Japa­

nese government in promoting change tend toward control, even as 

control becomes more difficult. 

In the issue of yen internationalization, we see clearly the dy­

namic-and difficulties-of permeable insulation. This is a funda­

mentally different kind of insulation than traditional forms of 

protection in which specific sectors are insulated from foreign compe­

tition, or even from the sort of trade protection that Pekkanen (Chapter 

4) and Schaede (Chapter 8) argue persists, despite adherence to World 

Trade Organization (WTO) rules. Rather, policies in this case have 

sought to insulate the entire Japanese economic system from the per­
ceived dangers of financial globalization by stabilizing Japan's exter­

nal economic environment. The difficulties are best exemplified in a 
series of dilemmas that are the main focus of this chapter, and that 

derived from the problem of permeability. The basic problem for Ja­
pan was that insulation from global financial fluctuations could not 
practically be accomplished through restrictive regulations, as in the 
early postwar years; not only was there already considerable open­
ness or permeability in Japanese finance at the turn of the century, 
but increasing the attractiveness of the yen as an international cur-
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rency actually called for greater permeability. Whether or not yen 

internationalization would succeed (in terms of either increasing in­

ternational use of the yen or actually stabilizing Japan's economic 

environment), it was a new way of trying to guide the Japanese 

economy through a potentially dangerous world. 

While currency usage may be viewed as an economic issue, in this 
story politics looms large. At the international level, Japan's economic 

stagnation and financial crises from 1992 to 2001 meant that it no 

longer faced global finance from a position of power, so its choices 

were fundamentally constrained. Not only did the debates over yen in­
ternationalization derive from differing ideas of how Japan should be 

positioned in the international system, but they necessarily also engaged 
important domestic values and interests-in particular, with respect to 

seemingly technical economic questions of financial regulation and 

means of taxation. Key structural changes within Japan, including the 

growth of government deficits and the increased autonomy of the Bank 

of Japan (BOJ), also shaped the payoffs and possibilities available to 

policy makers. In the end, the political dynamics appeared likely to be 

as important as economic variables in determining whether this ambi­

tious project could succeed. 

Internationalization as Insulation 

Discussion of internationalization of the yen dates back to the mid-
1970s in Japan, but it was only in the 1980s that the term emerged as a 

centerpiece of a meaningful policy debate. The dimensions of that de­
bate changed considerably over time, in particular tracking the per­

ception (and self-perception) of Japan first as a rising power in global 

finance, and then a declining power. In the aftermath of the Asian cri­
sis, despite the relatively modest economic effects on Japan, recogni­

tion of declining strength shifted to a heightened perception of 

vulnerability, and increased the urgency of the debate over yen inter­
nationalization. 

Starting as early as the late 1970s, it was becoming clear that excess 
savings in the Japanese economy, reflected in growing trade and current 
account surpluses, needed to be invested outside the country. However, 
funds remained subject to development-era rules that obstructed easy 
movement of capital across Japan's borders. In negotiations such as the 
1983 Yen-Dollar talks, and in policy initiatives such as the 1986 estab-
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Figure 3.1 Yen Denomination of Japanese Trade 
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lishment of a Tokyo offshore banking facility, the pent-up pressures for 

a degree of opening were evident (Rosenbluth 1989). 

At that time, the catchphrase "internationalization of the yen" 

pointed to the apparent desire for a rising Japan to take a larger role in 

international finance, just as it had already done in world trade. During 

most of the 1980s, internationalization of the yen was seen to be pri­

marily an issue of internationalization of Japanese finance, rather than 

increased international use of the yen per se. In practice, this meant 

rapid expansion of the activities of Japanese financial firms (especially 

banks and securities firms) outside the country, but a much more lim­
ited exposure of the domestic financial system to outside influences. 

The Tokyo offshore market exemplified the latter focus of policy mak­

ers, by trying to provide international outlets for regional Japanese 

banks without opening up international competition in the provision of 

domestic Japanese banking services. Despite the rapid increase in 
Japanese financial firms' international activities, however, interna­

tionalization of the yen itself advanced only slightly (see Figure 3.1 
and Table 3.1). Even the burgeoning euro-yen market (trade in yen­

denominated bonds located outside Japan, and thus outside the reach 
of Japanese regulators) was accessed primarily by Japanese firms as 
both buyers and sellers-in other words, it was primarily domestic 
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Table 3.1 

Currency Denomination of Japanese Banks' International Loans 

Total ($billion) Share(%) 
End of Yen Other Yen Other 
1985 35.2 134.4 20.8 79.2 

1986 57.2 169.1 25.3 74.7 

1987 80.4 218.2 26.9 73.1 

1988 99.7 275.5 26.6 73.4 

1989 108.3 337.3 24.3 75.7 

1990 93.8 392.8 19.3 80.7 

1991 101.5 399.7 20.3 79.7 

1992 93.8 403.9 18.8 81.2 

1993 96.5 384.6 20.1 79.9 

1994 105.8 386.8 21.5 78.5 

1995 131.9 418.6 24.0 76.0 

1996 108.1 426.2 20.2 79.8 

1997 94.4 398.8 19.1 80.9 

Japanese finance conducted in a market with fewer restrictions, rather 

than an actual increase in the international use of the yen (Oka 1996, 

chap. 2). 

The yen itself came back into focus in the mid-1980s as the Group 

of Five, and later the Group of Seven (G-7), countries sought to reduce 

payments problems by altering currency values (Funabashi 1989; 

Volcker and Gyohten 1992; Gyohten 1986). The rapid rise of the yen 
after 1985 meant that Japan's massive amounts of surplus capital were 

all the more massive in foreign currency terms-and soon, Japanese 

banks and securities firms became dominant in world markets, at least 
in size. The apparent retreat of the dollar raised both economic and 
political issues. Economically, would decreased confidence in the dol­
lar increase international use of the yen as a vehicle currency and store 
of value? And politically, would international use of the yen increase 
Japan's power in setting and maintaining the world economic system? 
If the answers to either or both of these questions were "yes," then it 
was time for Japan-as a rising power-to step up to the plate and 
seek to move from internationalization of financial institutions, to in­
ternationalization of the yen itself. 
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Whatever the goals of policy makers, however, use of the yen out­

side of Japan's own borders did not grow as rapidly as had other as­

pects of Japan's international economic role. Internationalization of 

the yen did progress in the 1980s, but via channels other than the off­
shore market, on which yen internationalizers had concentrated so 

much of their energy. As Table 3.2 suggests, these channels included 

the rapidly increasing investment and trade activities of Japanese firms 

in East and Southeast Asia (Oka 1996, pp. 73-74; Kohsaka 1996), in 

addition to the burgeoning euro-yen markets. In any event, interna­

tional use of the yen soon leveled off and, in a number of measures, 

began to decline after the mid-1990s (FEC 1999). Moreover, a survey 

released in 2000 by an organization of top Japanese executives found 

little interest among firms in expanding the yen denomination of their 

international activities (Keizai Doyiikai 2000). 

Meanwhile, the liberalization of Japan's financial markets also pro­

ceeded slowly; unlike the internationalization of the yen, however, that 

progress continued through the 1990s, culminating in the Big Bang of 

1998-2001. Even though Japanese finance was substantially "free, fair, 

and open" by the beginning of the twenty-first century, Japan's interna� 

tional transactions were ironically still primarily conducted in dollars. 

The Asian Financial Crisis 

The Asian financial crisis that started in 1997 substantially changed the 

parameters of the debate. In the wake of the crisis, a number of studies 

sponsored by leaders of the Japanese economic policy establishment as­

serted that the worst effects of the crisis might have been averted had 
countries in the Asian region made greater use of the yen in setting their 

currency values (FEC 1999; liMA 1999; Nihon keizai chosakai 1998; 

Kwan 1997). Most regional currencies, including those of the hardest-hit 

countries such as Thailand and South Korea, had maintained a high de­
gree of correlation with the U.S. dollar-in other words, they were fol­

lowing a de facto nominal dollar peg, despite official lip service to the 
notion of managing their currencies based on more balanced currency 
baskets (see Table 3.3). Note that non-Japanese East and Southeast Asian 

extra-regional trade has been divided approximately evenly among the 
world's three major currency areas-Europe, North America, and Japan 
(IMF [various years]). Thus, when the yen depreciated rapidly against the 
dollar, starting in 1995-96, those countries' currencies experienced an 
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Table 3.3 

Currency Composition of Official Foreign Reserve Holdings 
(percentages of total identified official holdings) 

Developed Developing 
World countries countries 

End of year Yen U.S.$ Yen U.S.$ Yen U.S.$ 

1976 2.0 76.5 1.8 87.0 2.2 68.8 

1980 4.4 68.6 3.3 77.2 5.4 59.9 

1985 7.3 55.3 7.6 50.1 6.8 62.5 

1990 8.0 50.6 8.8 45.5 6.4 61.1 

1991 8.5 51.1 9.7 43.6 6.6 62.8 

1992 7.5 55.1 7.6 48.8 7.5 63.9 

1993 7.6 56.4 7.8 50.2 7.4 63.8 

1994 7.8 56.4 8.2 50.8 7.5 62.7 

1995 6.8 56.8 6.6 51.8 6.9 61.9 

1996 6.0 60.1 5.6 56.1 6.5 64.0 

1997 5.3 62.1 5.8 57.9 4.9 65.8 

1998 5.3 65.7 6.6 66.7 4.3 65.0 

1999 5.1 66.2 5.8 68.3 4.5 64.6 

Source: Study Group for the Promotion of the Internationalization of the Yen 2001, 

overall appreciation, making their goods more expensive relative to Japa­

nese products, and causing deterioration of their trade and current ac­

counts. Given their high degree of openness to capital flows, the argument 

went, the economies were sitting ducks when enough international inves­

tors decided that those current accounts were unsustainable. 
This interpretation is actually not entirely convincing. It ignores the 

effects of Japan's own economic stagnation (and thus lack of demand 

for imports from Asia), as well as the fact that relatively high inflation 

in Thailand and other Southeast Asian economies meant real apprecia­
tion against the dollar, even though the nominal value of the local cur­
rency did not change. Moreover, Thailand's trade and current account 
deficits were actually widening during the period of yen appreciation. 
Thus, it is probably most accurate to describe yen appreciation in 
1994-95 as acting only partially to shield Thailand from the real ap­
preciation caused by maintaining a nominal peg at the same time as 
relatively high domestic inflation. Still, it was a commonly held belief 
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among Japan's top economic policy makers that greater use of the yen 

in managing regional exchange rates might have prevented the crisis 

(author's interviews 1999, 2000, 2001). 
In any event, if broader use of the yen in Asian exchange rate man­

agement was to be seen as an essential pillar of regional stability, then 
there was a clear rationale for more actual use of the yen in invoicing, 

in settling accounts, and as a store of value-in other words, interna­

tionalization of the yen. In particular, the latter two functions are es­

sential. The primary public use of a foreign currency as a store of value 

is in foreign exchange reserves management-holding foreign cur­

rency assets that can be drawn upon in order to defend the value of the 

home currency. In practice, these assets are held almost entirely in ma­

jor currency-denominated short-term government securities in major 

financial centers. The reason is that currency attacks can happen in a 

very short time-frame, and it is essential to have highly liquid assets 

with highly stable values in order to ensure the ability to respond effec­

tively. Thus, an increase in the emphasis on yen in exchange rate man­

agement would call for East and Southeast Asian central banks to hold 

substantial amounts of short-term Japanese government securities. 

As for settling accounts, the main question is how easy it is to trans­

fer funds from yen to the home currency. As of 2001, most such for­

eign exchange transactions in Asia went from yen to dollar, and then 
from dollar to home currency, rather than directly from yen to home 

currency. This process naturally meant greater transaction costs (since 

each trade incurs costs) and lower liquidity, and correspondingly fewer 
incentives to use yen for safety reserves. 

The Japanese argument carried within it a ca11 for broader regional 

use of the yen, not only for Japan's benefit, but also for the benefit of 
East and Southeast Asia generally. It argued that internationalization 
of the yen would contribute at the regional level to insulation from 

international market threats. Japanese firms' vast regional production 

networks in East and Southeast Asia presumably raised Japan's inter­
ests in regional stability and well-being as well (see Chapter 6; Hatch 

and Yamamura 1996; Pempel 1997; Ernst 1994). 

"Crisis of Global Capitalism" and Fears of Globalization 

At least for some observers, the Asian financial crisis was not just an 
important regional issue, but also what a former Japanese vice-minister 
of finance for international affairs, Eisuke Sakakibara, called the first 
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major "crisis of global capitalism" (Sakakibara 1998; Shinohara 1999). 
In this interpretation, it was not the specific circumstances of the af­
fected countries that led to the extraordinary extent of the crisis, but 

rather the ability of money to move rapidly, in massive quantities and 
without limits. Given the resources at the disposal of international specu­
lators, as well as their tendency toward herd behavior, virtually no de­

veloping country could possibly hold enough reserves to defend its 
currency from concerted attack-no matter how misinformed or irratio­
nal the reason for the attack in the first place. 

This analysis implied that international financial rules and institu­
tions should be redesigned to allow for much larger and more rapid 
rescue efforts for currencies under attack, as well as perhaps some re­
strictions on the activities of hedge funds and the mobility of capital.1 

But it also created additional impetus for Japan to try to expand use of 
the yen, both regionally and globally. Among the many risks high­

lighted in Sakakibara's analysis of global finance were the likelihood 
of large swings in exchange rates even for major currencies, and the 
possibility of a return of the "Japan premium."2 Internationalization of 

the yen sought to address both these fears. 

Greater use of the yen in invoicing and lending could reduce cur­
rency risks for Japanese firms that are directly involved in interna­

tional transactions; if nothing else, it should reduce the costs of 
hedging against currency fluctuations. Moreover, as long as global 
product markets are invoiced mostly in dollars, there is a risk to Japa­
nese firms of large price swings; if more products are invoiced at least 
partly in yen, yen price swings might be less abrupt, and thus may cre­
ate fewer painful distortions for Japanese participants in world mar­

kets. As for a new "Japan premium," here the case was less 
convincing; but at least some seemed to believe that if Japanese banks 
had been accessing international financial markets in yen rather than in 

dollars in 1998, they would not have faced higher interest rates than 
banks based in other countries-presumably because the BOJ would 
have been standing by as a lender of last resort in yen. 

A final idea that appealed to some Japanese thinkers was that inter­
nationalization of the yen could help to stabilize the values of major 
world currencies (FEC 1999; Nihon Keizai Chosakai 1998). Some 
Japanese policy makers believed that U.S. policy makers would have 
to act more responsibly in terms of currency management and eco­
nomic policy if there were viable alternatives to the dollar-in other 

INTERNATIONALIZATION AS INSULATION 57 

words, if the euro and yen were used as key international currencies. 
One prominent former Japanese Ministry of Finance (MOF) official 

�uggested that having a more international yen would give Japan more 

mfluence at the G-7 table as well (Utsumi 1999). 

Policies of Internationalization 

Regardless 
_
of the 

_
rationale for internationalizing one's own currency, 

actually domg so IS by no means a simple proposition. A variety of is­
sues color the question of which currencies are most attractive for inter­
national transactions, whether for foreigners or even Japanese economic 
actors. In an era of globalized finance, one of the most important of 
the�e issues is ease of use, which is best addressed through what I de­
scnbe below as "liberalizing measures." But just as in any other eco­

nomic decision, actors behave not only based on price (in this case, 

l�rgely transaction costs), but also other factors such as reputation and 
s

_
1ze of markets. Perhaps the most effective step in increasing the attrac­

tiveness of the yen would be to increase confidence in Japan's economic 
growth prospects and financial system; this imperative is obviously much 
more important in its own right than for its effects on internationaliza­
tion of the yen. More directly, governments can intervene in markets to 
affect b?th price and quantity measures, at least for certain types of 
transactiOns. These are what I call "active measures." 

�t 
.
issue here i

.
s the complementarity or noncomplementarity of lib­

erahzmg and actlVe measures. There appears to be an innate tension 
between a market-oriented approach and an approach based on govern­
ment intervention. This is particularly true in an era of globalized fi­

nance, due to the ubiquitous influence of "market confidence" in 
�intaining or subverting economic policy and practice.3 However, 
given the importance of network effects (the fact that the attractiveness 
of a currency increases the more widely it is used), and given the large 

natural constituencies for the U.S. dollar and the euro, it seemed un­
likely that effective internationalization of the yen would happen with­
out fairly strenuous efforts on the part of the Japanese government. 4 

Liberalizing Me�sures 

The rati?nale behind liberalizing measures is that market participants 
and foreign governments make portfolio decisions based on economic 
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rationality. Therefore, in order to make yen-denominated assets more 
attractive to non-Japanese investors, it is essential to reduce transaction 
costs and increase liquidity of investment instruments. Most important, 
at least for the purposes of encouraging foreign central banks to hold 
more of their reserves in yen, would be to ensure a broad and liquid 
short -term government debt market. Additionally, hedging currency risk 
can be made easier by increasing the availability of default-risk-free 
(i.e., government) debt over a broad continuum of maturities. Reducing 
transaction costs and increasing efficiency of settlement for other types 
of securities trading are also important. 

As of2001, the Japanese government and the BOJ had in fact made 
meaningful efforts in all these directions. With respect to overall trans­
action costs and efficiency, not only had the Securities Transaction 
Tax (formerly levied on all securities trades) been eliminated, but the 
BOJ and private actors also were working to improve the speed and 
accuracy of settlements. Moreover, foreigners were-at least in 
theory-no longer required to pay withholding tax on interest from 
government securities (FEC 1999; author's interviews 2000, 2001). In 
1999, the MOF began to issue bonds across a wider spectrum of matuc 
rities, which was important not only in opening up Japan's government 
debt market (not to mention financing the nation's ballooning public 
debt), but also in easing the problem of hedging currency risk-the 
greater the diversity of the available debt instruments, the easier it is to 
use them as a hedge against fluctuations in the value of the yen. 5 Fi­
nally, to allow foreign currency authorities access to default-risk-free, 
highly liquid securities with which to carry out rapid and effective ex­
change market interventions, yen internationalization advocates 
pushed for-and won-a substantial liberalization of the short-term 
government securities market. 

Most of these measures were relevant not only to yen international­
ization, but also to domestic politics and policy. Since at least the early 
1980s, the most dedicated adherents of financial deregulation in Japan 
were financiers and bureaucrats who dealt directly with the world of 
global finance. These were the actors who pushed the Japanese gov­
ernment on the domestic front to accept the proposals of U.S. negotia­
tors in the Yen-Dollar talks of 1983- 84, which sought to open the door 
to easing restrictions on foreign transactions by Japanese financial in­
stitutions and domestic market participation by foreign financial insti­
tutions. They were also involved in the (largely failed) attempt to set 

. 

r; 
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up a world-class offshore market in Tokyo in the mid-1980s (Frankel 
1984; Rosenbluth 1989, chap. 3; Oka 1996, chap. 2). 

By the early 1990s, consensus had seemingly been reached among 
elites on the desirability of expanding competition in Japanese fi­
nance-at least that was the public face. But key elements of 1993's 
major financial regulation reform continued to stifle competition 
(Vogel 1996, chap. 8; Nakakita 1999, chap. 1). Even the 1998-2001 
Big Bang, which aimed to make Tokyo a global financial center, re­
tained special privileges for the smallest and weakest financial institu­
tions, especially credit cooperatives. Moreover, the powerful budget 
and tax bureaus in MOF resolutely opposed eliminating the Securities 
Transaction Tax and withholding tax on interest income, which would 
make the Tokyo market more attractive to outsiders. Meanwhile, the 
ministry's long-term opposition to offering short-term government 
debt in public auction had the dual effects of lowering government fi­
nancing costs and making monetary open market operations very diffi­
cult.6 This made the additional liberalizing measures of 1999-2001 
even more significant. 

Active Measures 

In addition to efforts to make the yen more attractive through liberaliza­
tion, the Japanese government also advanced some more activist poli­
cies. The main policies and proposals in this category were expansion 
of yen-denominated official financing (including the $30 billion New 
Miyazawa Plan),7 loan and bond guarantees for new yen-denominated 
sovereign debt (also including provisions of the New Miyazawa Plan), 
specific payment arrangements, and the proposed Asian Monetary Fund 
(AMF) concept. The first three of these plans had the objective of di­
rectly increasing use of the yen in Asia, while the AMF potentially in­
volved much broader guarantees of liquidity and a much more ambitious 
Japanese role in providing regional public goods. 8 

It will probably strike many readers as bizarre that large portions of 
Japanese official lending were lent in dollars rather than in yen, espe­
cially since most aid lending is by convention called "yen loans" (en 

shakkan). This was true even for loans to major Japanese trading part­
ners. Yet Japan's official policy for around a decade had been to pro­
vide aid and financing in the currencies preferred by recipient states, 
although the invoicing was in yen. Many concessional loan recipients 
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preferred dollars, due to their dollar-pegged exchange rates and the 
ease and attractiveness of dollar-denominated markets. The easy way 
to decrease political friction was to let the recipients choose their de­
sired denomination. 

In a shift of policy, from 1999 onward the Japanese government in­
sisted on denominating most official international lending in yen, in­
cluding virtually all lending to Asia by the Japan Bank for International 
Cooperation (JBIC).9 The rationale was to increase the amount of yen in 
circulation in Asia. By doing so, officials hoped to create a viable yen­
denominated flow of funds in the region, partly through official lending 
and partly by leveraging JBIC participation in syndicated loans to en­
tice Japanese banks to do more yen-denominated lending. 

While the decision to move toward more yen-denominated official 
lending seemed unsurprising and uncontroversial in almost any terms, 
the 1999 decision to offer Japanese government guarantees on sover­
eign yen-denominated bonds and loans moved into somewhat different 
territory, for two reasons. First, guaranteeing the debt of developing 
countries is a policy that carries potential economic costs for the do­
nor, and that could put it into a difficult political position in the future 
if participants in the program start defaulting. Second, it was not de­
cided purely on the basis of whether a state needed new money and 
could pay it back-or even whether the state was politically impor­
tant-but rather on the denomination of the bond or loan. Thus, it 
moved Japanese aid policy explicitly into promotion of yen interna­
tionalization as a national priority. A number of prominent Liberal 
Democratic Party politicians, including the then-ascendant K6ichi 
Kat6, were involved in pushing forward this policy, with the stated 
intention of contributing to resolution of the aftermath of the crisis; 
however, the relative tardiness of the policy and its insistence on yen 
denomination should give us pause in accepting that explanation 
purely at face value. Interestingly, as of 2001, few countries had taken 
Japan up on the offer, for fear of being seen as a poor credit risk by 
investors. However, yen internationalization advocates pointed to a 
near tripling of samurai bond issues (yen-denominated sovereign debt) 
from 1999 to 2000, particularly in Southeast Asia, as a hopeful sign of 
increased attractiveness of yen-denominated assets to governments 
(SGPIY 2001, p. A-14; author's interviews 2000). 

Both the expansion of yen-denominated financing and the establish­
ment of bond and loan guarantees for Asian governments fell largely 
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under the New Miyazawa Plan.10 The plan was put forward in October 
1998 as a means of providing official funding to help countries strug­

gling in the Asian financial crisis to obtain necessary short, medium, 
and long-term financing. The $30 billion in funds was originally di­

vided in such a way that half would be available for short-term uses 
(including through the new Asian Currency Crisis Support Facility in 
the Asian Development Bank), and the other half for medium and 
long-term financing. As time went by, more funds were moved into 
medium and long-term activities. The New Miyazawa Plan was very 
popular within Japan, where it was seen as a positive response to the 
needs of the region (and perhaps as a lifeline by some Japanese firms 
that had lost private financing for major investments in the region). 

One step further along the continuum toward interventionist eco­
nomic policy were government efforts to arrange specific deals to en­
courage use of the yen in regional transactions. There was not much 
evidence, as of 2001, that such deals were at all important, and they 
seemed unlikely to be very successful in any event; but, the following 
instance may serve as an indicator of the general idea. 11 The deal in 
question centered on an Export-Import Bank (now JBIC) loan to a joint 
drilling venture between Vietnam's national oil company and a Japa­
nese firm. The yen-denominated loan was to be used for purchase of 

exploration and drilling equipment; the deal was structured in such a 
way that oil would be purchased in Japan in yen, which would be used 
to pay back the loan. Even though yen prices would presumably 
shadow world dollar-denominated prices, the deal was meant to in­
crease the amount of trade settled in yen at least marginally-and, of 
course, if there were to be more such deals, they could eventually have 
a more meaningful effect. 

Finally, there was the proposal for an AMF. The idea was unofficially 
floated by the vice-minister of finance for international affairs, Eisuke 
Sakakibara, in the fall of 1997 before being shot down by opposition 
from the United States, China, and the IMF. Nonetheless, it remained a 
live idea inside the Japanese bureaucracy (author's interviews at MOF 
1999, 2000, 2001). The AMF idea gained a new lease on life with the 
Chiang Mai Initiative, announced in May 2000 by the finance ministers 
of 

.
the Association of Southeast Asian Nations (ASEAN) plus Japan, 

Chma, and South Korea. In it, the so-called ASEAN+3 countries agreed 
to establish swap lines-agreements to lend reserves to each other in the 
event of currency crisis (Bergsten 2000). While details were still being 
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hammered out as of fall2001, and the actual amounts were far too small 
to deal with a real crisis, the initiative was of great symbolic importance 
for the yen intemationalizers.12 

In essence, the original AMF concept called for a well-funded mini­
IMP (one figure commonly cited in 1999 was $100 billion, with Japan 
fronting at least half) that would be able to respond rapidly to regional 
currency crises. Japanese policy makers reasoned that the IMF was too 
slow and too strict to be able to deal with the kinds of liquidity crises 
seen in Asia in 1997-99, and that a kind of rapid response team was 
needed in the region (Yoshitomi and Ohno 1999; Sakakibara 1998, 
chaps. 1 and 5). The same rationale reappeared in the Chiang Mai Initia­
tive. By 2001, however, Japanese policy makers were arguing that any 
regional fund, including the ASEAN+3 swap lines, would have to coop­
erate with the IMF by serving a bridging function until a proper IMF 

plan could be formulated and disbursed. Indeed, Japan's bilateral agree­
ments stipulated that no more than ten percent of ASEAN+3 funds could 
be released without the approval of the IMF. Nonetheless, observers 
have suggested that ASEAN+ 3 may be a prelude to more formal and 
ambitious institutions (Bergsten 2000; author's interviews at MOP arid 
the Diet 2000, 2001 ). There also remained support for the idea that the 
AMP would be the first step in a much more ambitious long-term plan to 
set up an European Union-style common currency and trading system 
(Kishimoto 1999, pp. 40--48; author's interviews 2000). In this sense, 
the policy would be complementary to the kinds of private and public 
actions described by Solis and Nelson (Chapters 5 and 6), although the 
varying interests of actors involved made it unlikely that there was an 
overarching "strategy." 

Dilemmas of Insulation 

The policies of yen internationalization carried within them a number of 
potential contradictions and dilemmas, both political and economic . 
These ironies reflected the specific difficulties that Japan faced in ef­
fecting economic reforms to respond to globalization and economic 
change. As we see in the other chapters of this volume as well, Japan has 
indeed been changing in important ways, but those changes are medi­
ated by the nation's distinctive institutional and political conditions. 

The most central dilemma of the efforts at yen internationalization 
stemmed from the impulse shared by many of its advocates for insula-
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tion. Paradoxically, however, all of the policy measures suggested or 
actually employed would actually increase Japan's exposure to the 
whims of global finance. Clearly, all of the liberalizing measures were 
meant to increase the confidence of international market participants in 
Japanese financial markets and the yen; but, in order to gain that confi­
dence, Japan would have to make itself vulnerable to the cold-blooded 
rigor of the market. Even the activist measures potentially increased 
Japa�'s exposure to external crises-it is easy to imagine losing sub­
stantial amoun�s of taxpayer money on guaranteeing Asian developing 
country sovereign debt, or as part of an AMP that tried to support an 
unsupportable currency. Whether the benefits of insulation and stabili­
zation would indeed appear, and would outweigh the potential costs of 
increased exposure, remained to be seen. 

Internal Dilemmas of Liberalization 

As I have pointed out'-several important tax reforms were carried out in 
1

_
999 to promote internationalization of the yen, including the elimina­

tiOn of the Securities Transaction Tax, the Stock Exchange Tax, and 
some withholding requirements on government debt. With respect to 
withholding tax on interest income, two important changes were insti­
�uted to make government debt instruments more attractive to foreign 
mvestors. First, withholding tax requirements for purchasers of short­
term government debt (financing bills [FBsJ and treasury bills [TBs]) 
were eliminated as long as the purchase was registered in the Bank of 
Japan's "book-entry system." Second, withholding tax was eliminated 
on all purchases of long-term government debt by nonresidents who 
participated in the BOJ's book-entry system. 

There was less there than met the eye, however, as the BOJ' s book­
e?try system proved to be unwieldy for potential investors. Most for­
eign bondholders in any market keep their bonds in trust with a 
"custodian" bank, which in the Japanese case needed to be a member 
of the BOJ

. 
book-entry system in order to qualify for the withholding 

tax exemption. Often, there is an additional layer of intermediation be­
tween �he �ctua

.
l o"':ner and the local custodian, in the form of a "global 

custodi�n, 
. 

which IS another bank (usually in New York or London) 
that mamtams �he ow�er' s worldwide accounts. In order to qualify for 
the Ja�anese wtthholdmg tax exemption, both the global and the local 
custodians were legally responsible, subject to penalty and prosecu-
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tion, for certifying that the actual owner of the bond was a non-resident 
juridical person. In turn, in order to take advantage of the withholding 
tax exemption, any bank that wished to act as a custodian needed to be 

certified by the Japanese tax authorities. 

This is where complications arose. In the first two years of the ex­
emption, the National Tax Agency criteria (written by the MOF Tax 
Bureau) were drawn so tightly that only a small number of banks could 
actually take advantage of it; moreover, the book-entry system was 
also seen as unwieldy. As of April 1, 2001, the rules had been consid­

erably eased, and the number of qualified global custodians had risen 
from one to twenty-four (MOF 2001; author's interviews at MOF and 
among foreign bankers in the Tokyo markets 2000, 2001 ). 

Beyond the custodian issue, another issue remained. The exemption 
was explicitly only for nonresident "juridical persons," such as corpo­

rations or nonprofit organizations. Thus, mutual funds and many pen­

sion funds-which are owned by their account holders and are among 
the largest potential investors in Japanese government bonds (JGBs)­
were barred from the tax exemption. The reason for this restriction was 
that a Japanese citizen might buy shares of a foreign mutual fund that 

invested in Japanese government debt and thus evade taxes. There are 
probably very many situations where a waiver was in principle pos­

sible; but, at least as of 2001, applying for the exemption remained a 

time-consuming case-by-case process. Thus, foreign financial institu­
tions were not quick to shift their portfolios into JGBs. The lack of 
success in attracting foreign interest in JGBs and other Japanese bonds 
demonstrated the difficulties of the project of yen internationalization, 
and particularly of the juxtaposition of permeability and insulation. 

While the withholding tax issue may appear technical and esoteric, it 

was at its core a political dispute over fairness and control. The major 
objection to relaxing some of the rules to make government debt more 
attractive to foreigners was that it would degrade tax system fairness. 

The objection was not only that foreigners would get preferential treat­
ment, but that loosening up the system would also provide opportunities 

for tax evasion by Japanese nationals. This was stated quite passionately 
by a number of officials of the Tax Bureau (author's interviews 2000). 

More broadly, this debate pointed to the continuing relevance of 
control as an operating principle in Japanese bureaucratic behavior, 
and as such is a good example of the impulse toward insulation. In 
particular, despite the efforts of liberalizers, even within the MOF the 
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tax bureaucracy remained focused on the mechanism of specific per­
missions in order to control the problem of tax evasion. While prevent­
ing tax evasion and money laundering is admittedly a difficult 
challenge, at issue here is that in weighing the costs and benefits of 

liberalization versus control, the bureaucratic instinct continued to 

veer toward control. 

Political Economy of Government Debt 

Beginning in September 1999, there were also significant changes in 

government debt issuance. All short-term government debt was to be 
offered in public auction, rather than privately placed with the BOJ, 

thus for the first time creating the possibility of a viable market in 
short-term default-risk-free debt. Such a market is essential not only 
for internationalization of the yen, but also for enabling effective open 
market operations by the BOJ (Eijffinger and van Rixtel 1992). This 
had important implications for government finance, since the previ­

ous system had made it easier and cheaper for the government to issue 

debt and had thus been very popular within the MOF, despite the diffi­

culties it caused elsewhere. 
In addition, the MOF began issuing debt in a variety of maturities 

all the way up to thirty years.13 One reason for this change was to im­
prove the ability of the MOF Financial Bureau (i.e., treasury) officials 

to make better choices concerning the term structure of Japan's mas­
sive and rapidly increasing national debt. The yen intemationalizers 
also lobbied heavily for this change, because having a full spectrum of 
default-risk-free government debt would provide a full set of natural 

hedges for both foreigners with yen-denominated business and Japanese 
with foreign-currency-denominated business. While at least some for­
eign financial professionals still felt in 2001 that the JGB yield curve 

was distorted, these measures were clearly a move in the right direction 
(author's interviews and personal communications 2000, 2001 ). 

The massive increases in Japanese public debt during the 1990s (es­
pecially from 1998 onward) made it much easier to promote substan­
tial opening-up of the short-term government debt market. The BOJ, 
with vastly increased autonomy under the revised BOJ Law that took 
effect in April 1998, was increasingly unwilling to purchase 100 per­
cent of central government TBs and FBs at low, uncompetitive interest 
rates.14 Together with the increasing need on the part of the MOF Fi-
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nancial Bureau to place short-term debt, the result of the change was 
slippage in the relative power of the ministry in that issue area. In the 
face of pressures for yen internationalization, it was perhaps not sur­
prising that this long-term irritant of the financial community and BOJ 
officials disappeared so abruptly. 

The most severe constraint on Japanese policy makers in 2001 was 
the extremely strained fiscal situation. With Japan suddenly the largest 
issuer of government debt in the world, it was important that there be 
purchasers of that debt, but estimates of foreign ownership of JGBs 
were quite low, particularly for private investors.15 As Japanese finan­
cial institutions continued to diversify their holdings and the 
government's need for financing continued to grow, there was an in­
creasing urgency for more foreign purchases of JGBs. The result was 

irony. MOF officials had long focused on placing domestic debt al­
most entirely domestically, which retarded the internationalization of 
the yen. By 2001, the very lack of liquidity they had fostered in earlier 
years threatened to make their jobs harder. 

Perhaps most surprising among the liberalizing measures were the 
tax issues. Neither the abolition of the Securities Transaction Tax nor 
the new withholding tax exemptions were intended as stimulatory tax 
cuts. Thus, at a time when tax reduction for stimulatory purposes was a 
hotly-debated issue, it seemed particularly odd that fiscal conserva­
tives would allow tax reductions that had not even been tabled for that 
purpose. Moreover, each of the tax law changes had previously been 
challenged for specific reasons by the tax authorities. The continuing 
problems concerning the administration of the withholding tax exemp­
tion as of 2001 suggested just how politically sticky these issues could 
be-even an apparent victory by the liberalizers proved to be only par­
tial, and subject to continuing negotiation. 

There was not much reason to believe that the withholding tax ex­
emptions would lower tax revenues, since taxation at the source essen­
tially changes only the timing, rather than the amount, of the tax 
payment. The rationale behind the new system was rather to prevent 
tax evasion by Japanese nationals-a surprisingly difficult technical 
task. What was most striking about the exemption for longer-term gov­
ernment debt was that it applied only to foreign firms. In other words, 
it was a preferential tax measure that favored foreigners and, as such, 
was probably a first in Japanese financial regulation (with the possible 
exception of "third-sector" insurance entry, which favored foreigners 
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as a partial quid pro quo for keeping them out of the life and liability 
insurance markets). One can only be impressed that a financial system 
that had for years been characterized as rigged for the benefit of do­

mestic players took such a step, especially given the weak condition of 
many domestic firms relative to the foreign firms. 

The Tax Debate 

The tax reforms were not simply a logical extension of the Big Bang, 
nor an attempt to repair defects in the original legislation. While such an 
interpretation may seem logical from an economic standpoint, in reality 
the reforms were contested. In interviews, even the most cynical ob­
servers agreed that the success of the tax reforms was both surprising 
and significant. 

The strength of bureaucratic opposition to changes in withholding 
taxes is clear from Tax Commission reports for the period 1996-98, 
which explicitly opposed altering the existing system, despite ac­
knowledging the benefits for internationalization of the yen and 
strengthening Japan's financial markets. 16 As the FY 1999 report put it, 
"In order to implement appropriate and fair taxation for interest that is 
issued frequently and in large amounts, it is necessary to have an en­
forceable system of income determination. Taxation at the source is an 
efficient and simple mechanism, and it is the basis of Japan's collec­
tion of taxes on interest" (Tax Commission 1998). 

Various outside observers applauded the changes for their likely ef­
fects on the international use of the yen (Nikkan Kogy6 Shimbun 
1999, pp. 73-76; author's interviews 1999, 2000). But the political loss 

for the orthodox tax officials was considerable. It is true that the elimi­
nation of tax withholding was strictly limited to actors for whom there 
already existed alternative measures to prevent tax evasion (i.e., direct 

participation in the BOJ book-entry system). However, prevention of 
tax evasion by nonresidents had only been a part of the original objec­
tion. Although not stated explicitly, tax officials were also concerned 
about the possibility of further change. Withholding taxes for nonresi­
dent holdings of government debt was an early battleground in elimi­
nating the whole system of tax withholding for financial transactions 
-once an exception had been made to the overall logic in the system, 
the system itself would be more permeable and vulnerable to attack 
(author's interviews 1999). 



68 l�TERNATIONAL POLITICAL ECONOMY 

Contradictions and the Possibility of Coalition Breakdown 

Whereas the liberalizers saw these tax measures as a foot in the door, 
their actual ability to shepherd through further market-opening mea­

sures appeared to rest on their ability to maintain cooperation with eco­

nomic nationalists, for whom liberalization per se was not a goal. Political 

cleavages remained that threatened continued cooperation. 

While Tokyo financial market revitalization was undoubtedly a goal 

for most Japanese policy makers, full liberalization was not necessar­

ily the only possible course to follow. First, the liberalizers, at least in 

theory, were willing to have a revitalized Tokyo financial marke� in 

which the major players would not be Japanese. (Some called thts a 

"Wimbledon system," after the famed English tennis tournament that 

has not seen English champions in decades.) As long as money were to 

be moved through Tokyo and profits were to accrue to Japanese work­

ers and shareholders, liberalizers claimed they would be happy and 

that the goal of yen internationalization would be furthered. Such a 

world would be anathema to more conservative nationalists.17 Thus, if 

further liberalization were seen to benefit foreign firms more than do­

mestic ones, cooperation appeared likely to break down. 

Second, the reforms that had already been carried out as of 2001 

were the most logically consistent ones, as well as in some ways the 

easiest. The intellectual argument that foreign central banks would not 

hold yen unless they had a liquid, default-risk-free market was undeni­

able, and the connection between that intermediate goal and the re­

forms already carried out was clear. It may not have been as clear to 

legislators why revamping the entire securities tax system for the be�­

efit of foreigners was necessary to Japan's national interest. An addi­
tional irony of liberalizing measures was that most of the foreigners to 

benefit would be American and European firms, while virtually every­

one agreed that internationalization of the yen primarily meant greater 

use of the yen within the Asian region. Thus, the liberalizers were 
likely to be vulnerable to nationalist rhetoric wielded by those who 
wanted to protect Japanese financial institutions. 

Third, further financial-sector tax reforms for the purposes of yen 
internationalization were likely to be much more costly in terms of lost 
tax revenue than those already accomplished as of 2001. This would 
presumably become a more pertinent issue as the former environment 
of stimulatory tax cuts faded-regardless of whether these tax cuts 
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were ever seen as part of economic stimulation. Not only might the 

Japanese government (and especially tax officials) be expected to try 

hard to find new revenues to cover the immense deficits that had de­

veloped in the 1990s, but the idea of making financial market players 
sacrosanct while hitting wage earners or consumers harder would 
likely be less than politically attractive. For all these reasons, it was not 

clear whether internationalization of the yen would be sufficient as a 
battle standard to keep together the loose "coalition" that succeeded in 

the reforms of 1998-200 I. 

Dilemmas of Active Measures 

The internal ironies of active measures are relatively obvious, inasmuch 
as they concern the costs of funding insulation versus the actual ben­

efits. More intriguing are the ironies that might arise from the combina­
tion of liberalizing and active measures. While it was unlikely that 

liberalizing measures alone would lead to rapid internationalization of 

the yen, combining them with activist measures made for potentially 

serious mutual contradictions, and thus dilemmas for Japanese policy 

makers. 

For one thing, the two types of measures appear to clash philo­

sophically, in a way that mirrors various other dialectics of change in 
the Japanese political economy in recent years. As discussed by 

Grimes and Schaede (Chapter 2), the impulse toward controlled lib­

eralization had underlain economic reforms from trade liberalization 

to financial regulation to competition policy, and in each case the 

fundamental contradiction had created a painful and involved pro­
cess of stop-and-go reform that had frustrated both domestic and 
foreign participants. 

A more specific problem was that of market confidence. Liberaliz­

ing measures could only be effective in increasing international use 
of the yen if they inspired the confidence of global financial market 

participants. Financiers' decisions would affect yen internationaliza­
tion not only directly, but also indirectly through government re­
serves policies and funding decisions by importers and exporters. 
At the same time, however, activist measures created concern 
among global financial market participants that the Japanese state 
would be more broadly interventionist in financial markets, and 
thus would work against internationalization. In particular, the 
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AMF and micro-deal-making approaches, which were quite popular 

among nationalist promoters of the internationalization of the yen, 

were likely to create serious contradictions when placed next to lib­

eralizing measures. For example, in the case of deal-driven interna­

tionalization, the fear was that it would invite more extensive 

intervention-for example, administrative guidance to "persuade" 

Japanese financial institutions to emphasize yen-denominated trans­

actions against their will-which would make the Japanese financial 

system more opaque, less efficient, and less attractive to foreigners. 

The various levels of emphasis on active versus liberalizing mea­

sures to support yen internationalization reflected different visions 
for the future of the Japanese and regional economies, and appeared 

to foretell continued tension among policy makers concerned with 
yen internationalization. 

Conclusions: Dilemmas of Permeable Insulation 

Fundamentally, promotion of yen internationalization was an effort 

to stabilize Japan's external environment. The desire for insulation 

stemmed from an increased sense of vulnerability, which was at least 

partly due to the decade-long economic stagnation-ironically, a 

product largely of Japan's own poor policy decisions in the late 1980s 

and throughout the 1990s (Grimes 2001). But economic stagnation­

combined, of course, with financial globalization-itself created con­

straints on Japan's ability to increase its external stability. In 

particular, Japan faced fiscal constraints, market confidence con­

straints, and the constraints of its own slow progress toward finan­

cial liberalization. 
The motivations for permeable insulation can arise and be expressed 

in several ways. Generally speaking, permeable insulation can be seen 

as an attempt at insulation in the face of the constraints of globalization 
or shifting comparative advantage. In the quest for a more internation­
alized yen, there was an additional political counter-tendency to pref­

erences for traditional sectoral insulation. That was the desire to 
revitalize Japan's financial markets by attracting both Japanese and 
foreign firms away from alternative locations-a goal that required 
substantial domestic liberalization, and thus a stripping away of insula­
tion from an important sectoral interest. The exclusivity of these goals 
necessarily generated a political process that interacted with market 
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forces in ways that were likely to undermine the goals of both revital­

ization and insulation. 

The impact of global market forces was much more immediate 

and often larger in finance than in other fields. Japan's already-ex­

tensive financial liberalization at both the domestic and international 

levels, moreover, meant that any policy actions could potentially be 

subverted by actors, foreign or Japanese, who found those policies to 

lower current or future profits. Thus, no matter how much institu­

tional incentives stressed control, the policies of yen international­

ization were inherently permeable. 

One answer to the dilemma was the attempt to separate incentives 

for foreigners from those of (potentially tax-evading) domestic in­

vestors. This forces us to return to the fact that policies are made in a 

political process that inevitably leads to compromises-between and 

within different sectors, and even within MOF. (And while it may be 

difficult to find many areas in which the restructuring of Japanese 

ministries from 1998 to 2001 had any practical effects, MOF' s loss 

of its clientelistic Banking and Securities Bureaus in a 1998 spin-off 

certainly affected the Ministry's stance in finance-related trade-offs.) 

However, the compromises reached on the liberalizing measures 

through 2001 had not yet convinced international investors of the at­

tractiveness of either the yen as an international currency, or of To­

kyo as an international financial center. While activist measures 

appeared to be more consistent on their own terms, no one seriously 

believed that they were in and of themselves sufficient to transform 

perceptions of the yen. Moreover, the combination of equivocal lib­

eralizing measures with activist measures ran the risk of leading ob­

servers and potential investors to believe that the Japanese 

government still sought insulation based on control. 

These dilemmas would perhaps be impossible to resolve. In the 

end, internationalization of the yen may well be an unachievable 

goal. Nonetheless, the quest for it appeared likely to be one more 

potential battleground in the struggle for Japan's political-eco­
nomic soul. 

Notes 

1. See the Ministry of Finance (MOF) policy statements on the international 
financial architecture and internationalization of the yen, avai !able at www.m of.go.jp. 
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Also, see Sakakibara (1998), Chapter 5. For U.S. views, see Council on Foreign 
Relations Task Force 1999, Eichengreen 1999, Goldstein 1998. 

2. W hen Japanese banks were looking very weak in 1998, they had to pay a 
higher rate to borrow in international markets than the banks of other major econo­
mies. This "Japan premium" reflected fears of international financial institutions 
that Japanese banks might be unable to repay their loans. 

3. One could argue that the United States, in the immediate postwar period, uti­
lized both liberalizing measures (e.g., maintaining capital-account openness and 
gold convertibility) and active measures (e.g., massive dollar-denominated aid pro­
grams) that supported the role of the dollar, as Kikkawa (1998), Chapter 1, points 
out. This is undoubtedly true, but is also irrelevant-postwar U.S. policies were not 
primarily aimed at gaining currency superiority, and in any event there were no 
other conceivable competitors. Also, globalization of finance fundamentally changes 
the rules of the game. 

4. On network effects and international use of currencies, Cohen ( 1998) writes, 
"The larger the size of the money's transactional network-what one analyst calls 
the 'thickness' of the market-the greater will be the economies of scale to be de­
rived from its use" (p. 13). See also his Chapters 5 and 7. More technically speak­
ing, choice of international currencies is a multiple equilibrium game, as Takeo 
Hoshi noted in comments on an earlier draft of this chapter. Thus, network effects 
mean that liberalizing measures alone-which reduce the transaction costs associ­
ated with using a given currency-are not sufficient to make rational actors shift 
from the dominant currency to another one unless many other actors do so as well. 
What I call activist measures can be seen in this way as a sort of jump-start to 
increase the size of the transactional network artificially. See also Matsuyama, 
Kiyotaki, and Matsui (1993). 

5. The need for greater diversity is also being addressed by moves to allow STRIPS 
(i.e., bonds stripped of their final payment of face value, leaving just the payment of 
coupons through the life of the bonds) and zero-coupon instruments (i.e., bonds 
stripped of their coupons, leaving only the final payment of face value) based on 
government bonds. 

6. By placing short-term government debt (Financing Bills and Treasury Bills) 
with the Bank of Japan (BOJ) at below-market interest rates, MOF could lower its 
direct debt service costs and eliminate the transaction costs involved in issuing them 
in the financial markets. (Since most BOJ profits are returned to the government in 
any event, the latter point was more useful as an accounting gimmick than as mon­
etization of government debt. Nonetheless, it did mean less uncertainty, which MOF 
bureaucrats appreciated.) The more serious effect was that the resulting lack of a 
deep market in short-term government debt meant that fluctuations in interest rates in 
that market did not automatically move other rates through the economy, thus making 
open-market operations by the BOJ much more difficult and less effective. 

7. Ironically, the value of New Miyazawa Plan funds, which are supposed to be 
disbursed entirely in yen, is officially measured in dollars. Presumably, the low 
status of the yen meant that international announcement effect required a dollar 
figure. Surprisingly, however, the $30 billion constituted not just a dollar conver­
sion at the time of announcement, but an actual dollar amount for the life of the 
program-that is, there was no fixed yen amount budgeted for the program, al­
though part of its purpose was to raise the international profile of the yen. 
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8. A quick overview of these policies can be found in Grimes (2000), pp. 188-90. 
The MOF web site (www.mof.go.jp) has information on a number of them in both 
English and Japanese. There are also a number of useful Japanese sources, includ­
ing Kishimoto (1999). 

9. Japan Bank for International Cooperation (JBIC), which was formed in Octo­
ber 1999, combines the former concessional lender known as the Overseas Eco­
nomic Cooperation Fund with the former Export-Import Bank of Japan. Thus, it is 
Japan's major official international lender, and covers everything from concessional 
commodity loans to conventional trade financing, as well as project lending. 

10. Details on the plan can be found on the MOF website. See www.mof.go.jp/ 
english/if/kousou.htm for information in English. 

11. This is based on an interview with an MOF official who had been involved in 
the funding for the project, although the agency actually responsible for arranging and 
structuring it was the (former) Ministry of International Trade and Industry (MITI). 

12. As of fall 2001, not all ASEAN+3 members had established agreements. The 
countries of ASEAN had jointly agreed to $1 billion in mutual support, while Japan 
had bilateral agreements with Malaysia ($1 billion), Korea ($2 billion), Thailand 
($3 billion), the Philippines ($3 billion), and China ($3 billion). 

13. Twenty-year bonds were previously the longest-maturity government debt. 
MOF was hesitant to issue five-year bonds for many years because of the depen­
dence of the three long-term credit banks on their exclusive right to issue five-year 
debentures. Since two of those banks went under in 1998 and the third merged with 
two city banks in 1999, this disincentive presumably became less important. 

14. The text of the new law can be found on the BOJ home page (www.boj.jp). 
On the effects of the revisions, see Shiono 2001; Mieno 2000, Chapter 7; and Nakakita 
1999, Chapter 2. 

15. One internal estimate by the Tokyo branch of a major custodian bank in the 
summer of 2000 was that perhaps 5 percent of Japanese government bonds ( JGBs) 
were held by foreigners, significantly less than portfolio theory would predict, given 
the size of Japanese capital markets. 

16. The 1997 report actually calls for the strengthening of withholding taxation 
for residents' holdings of foreign debt (Tax Commission 1996). See also Tax Com­
mission 1997a, section 2.1(3); Tax Commission 1998, Section 2.3(l)b; and Tax 
�ommission 1997b, Section 2.2(2). On the effects of tax reforms on yen interna­
t!Onahzation, see Tax Commission, Subcommittee on Finance-Related Taxation 1997 
section 4.1(1). ' 

17. Even Kwan (2001), an economist, rejected this as a bad idea, although it is 
not dear why. 
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Sword and Shield 

The WTO Dispute Settlement System and Japan 

Saadia M. Pekkanen 

At its inception in 1995, few predicted that the World Trade Organiza­
tion (WTO) would be as widely used by its members as it is today. 
Between 1995 and 2001, the WTO presided over more complaints than 
its predecessor, the General Agreement on Tariffs and Trade (GAT T), 
had over a forty-year period.1 Observing this trend at the close of the 
1990s, many scholars-supporters and skeptics alike-agreed that ruled­
based dispute settlement had moved to the center stage of international 
economic diplomacy, and that there were significant economic, political, 
and legal advantages to this progressive "judicialization" from the per­
spective of national governments (Jackson 1998a, pp. 175, 178-79; 
Petersrnann 1998 [1997], pp. 84--87). 

Like most other countries after 1995, Japan moved increasingly to­
ward the use of the legal rules of the WTO as a means to resolve con­
tentious trade conflicts and concerns. To a great extent, this trend went 
unobserved. In part, this was because Japan's newfound legal activ­
ism looked meager in comparison to that of the United States and the 
European Union (EU), both of which continued to account for the 
lion's share of WTO dispute settlement invocations. But in larger part, 
this was also because of the continued media and scholarly attention 
on the stagnation of the Japanese economy, and widespread percep­
tions of "little to no change" in the way it conducted its foreign trade 
diplomacy . 
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Yet an important change was taking place in Japan's trade diplo­

macy, in that it was increasingly being conducted on the basis of inter­
national law. This chapter discusses Japanese legal activism with 

respect to the WTO dispute settlement processes, and shows how and 
in what ways it speaks directly to the conceptual emphasis on perme­
able insulation. While this strategy was still emerging at the start of the 

twenty-first century, what Japan was doing even in the early stages 
after the birth of the WTO, and more importantly the way it was doing 

it, constituted an extremely important break from Japan's past trade 

diplomacy. Leaving aside facile concerns with "wins and losses" in 

this new legalized forum, which every so often galvanize interest in the 
subject, the more important long-term policy implications have to do 

with the formation at long last of a distinct Japanese strategy in trade 
relations. At many levels this strategy, which is based on the use of the 
existing legal rules overseen by the WTO, has already begun to have 

repercussions for Japan's external trade relations, and the international 
trading system as a whole (Pekkanen 2001a).2 

To spell out this unfolding story in more detail, this chapter is orga­
nized as follows. The first part discusses the key institutional and legal 
innovations in the dispute settlement processes of the WTO. By rely­
ing on a survey that I conducted between 1997 and 1999, I then pro­

vide evidence on the extent to which these legal-institutional changes 
have potentially affected the Japanese government's willingness to en­

gage in the new legalized system. The second part focuses more di­
rectly on the dispute system activities of the Japanese government at 
the WTO. Rather than focusing on the "who" or the "why" of the strat­
egy, my goal is to highlight Japan's legal tactics within the WTO, and 
in this way to provide direct evidence for the relevance of permeable 

insulation in the area of foreign trade. As a concept, permeable insula­

tion stresses both changes and continuities in Japan's policy measures 
that are designed to stave off change, or to make its pace more man­
ageable in a post-developmental context. The argument here, in brief, 
is that Japan has embarked on a strategy of using the WTO rules as 
both a "shield" for controversial domestic policies and measures, and 
as a "sword" with which to challenge its trade partners. This policy 
flexibility, based on the external legal rules of the WTO, allows the 
Japanese government to continue protecting some sectors from the rig­
ors of market competition, while at the same time attempting to pro­
mote the interests of other sectors abroad. Thus, the novel element in 
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this story concerns the efforts of the Japanese government to make 
WTO law the centerpiece of its foreign-trade diplomacy. In order to 
show this more concretely, the focus here will be on tracing and high­

lighting the key legal provisions invoked by Japan and other parties, 
and then relating them to specific outcomes. The third part draws con­
clusions and discusses some policy implications. 

Changes in the GATT/WTO Dispute Settlement System 

The creation of the WTO led to significant legal and institutional inno­
vations that allowed the dispute settlement system to gain both credibil­
ity and legitimacy in the global trading system. The innovations that 

began with the 1989 Montreal Rules, and which became formalized in 
1994 with the "Understanding on Rules and Procedures Governing the 
Settlement of Disputes" in the WTO Agreements, showed a marked con­

cern of all members with improving the legal processes for handling 
trade conflicts. Overall, this is reflected in the general provisions of the 
Dispute Settlement Understanding (DSU), which state that the WTO 

dispute settlement system, overseen administratively by the Dispute 

Settlement Body (DSB), is the central element in providing security and 
predictability to the multilateral trading system (DSU 3. 2). 3 The DSB 
has the authority to establish panels, adopt panel and appellate body 
reports, maintain surveillance of the implementation of rulings, and au­
thorize suspension of concessions (DSU 2). 

Because these changes speak directly to the willingness of all gov­
ernments, not just that of Japan, to approach the WTO dispute settle­
ment system, it is important to understand the actual nature of the 

changes, and how the new system differs from the old. In discussing 
the legal-institutional innovations, I will also highlight the extent to 
which they have had an impact on the Japanese government's willing­
ness to use the new dispute settlement system. This analysis relies on a 
survey that I conducted between 1997 and 1999, which coded re­

�ponses from 119 Japanese government officials concerning the 

Importance of the legal-institutional innovations in the WTO. This. 
then, gives us a good sense of whether the changes deemed to be im­
portant by many observers are, in fact, important in the minds of the 
actual trade policy-making elite in Japan. 

As in the GATT, WTO members today continue to affirm their ad­
herence to the main principles for the management of disputes under 
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GATT Articles 22 (Consultation) and 23 (Nullification or Impair­
ment), and the rules and procedures further elaborated and modified in 
the DSU itself (DSU 3.1).4 Like GATT Articles 22 and 23, article 4.5 
of the DSU emphasizes the importance of consultations, especially in 
attempting to obtain "satisfactory adjustment" of the matter before re­
sorting to further actions under the DSU. In that respect, the basic con­
tours and goals of dispute settlement processes, which emphasize 
resolution and consistency with the underlying rules, have not changed 
from the GATT to the WTO (Jackson 1995, p. 17).5 

In general though, the WTO is an impressive achievement that goes 
well beyond its predecessor, the GATT. As a product of eight years of 
diplomatic negotiations by well over 120 countries, its establishment is 
rightly considered one of the most important events in recent global 
economic history. Its scope and legal architecture are also greatly im­
proved. Today, the bulk of the WTO charter contains four annexes that 
comprise almost all the substantive and procedural rules.6 The first an­
nex covers trade in goods, services, and intellectual property. Trade in 
product goods is governed by GATT 1994 (an updated version of the 
original GATT 1947) and twelve appended agreements regarding spe­
cific sectors such as agriculture, textiles, antidumping, and sanitary 
and phytosanitary measures. Trade in services, a new area of coverage, 
is now overseen by the General Agreement on Trade in Services 
(GATS). Finally, another new area concerns intellectual property, in 
which trade is governed by the Agreement on Trade-Related Aspects 
of Intellectual Property Rights (TRIPs). The second annex contains the 
dispute settlement rules; the third annex focuses on oversight and re­
view mechanisms for members' trade policies; and, finally, the fourth 
annex has some multilateral agreements of interest to only a few mem­
ber states (WTO Agreement; Jackson 1998b, pp. 1-11, 36-100). 

Apart from these general improvements, there are also more spe­
cific legal-institutional innovations in the WTO that mark a signifi­
cant departure from the old system, namely "coverage" and 

"automaticity" (Jackson 1998a, pp. 161-80; Schott 1994, pp. 125-32). 
First, the dispute settlement provisions apply to all the "covered agree­
ments" identified in Appendix 1 to the DSU. Practically, this means 
that there is a unified dispute settlement system for all parts of the 
WTO system, including trade in goods, services, and intellectual prop­
erty, as well as the other more specific agreements described above.7 
This uniform coverage across all agreements is important because, un-
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like the old GATT system, there can no longer be drawn-out contro­

versies over which procedures to use in a dispute. In cases where the 
disputes go across several agreements, the chair of the DSB can also 
step in to determine the relevant rules and procedures (DSU 1.2). In 
my survey, I found that "coverage" was indeed an important consider­
ation among Japanese trade officials: 44 percent of the respondents 
mentioned or talked about the expanded DSU coverage as promoting 
more favorable perceptions of the WTO, as a whole. 

Second, there is an element of "automaticity" to the dispute resolu­
tion system, which is reflected in both the time-bound and negative 
consensus properties evident in the procedural rules of the DSU. The 
time-bound property, which refers to prespecified time limits for each 
stage of a trade dispute, is an important innovation. From consultations 
to panel establishment and onto report adoption, each stage of a trade 
dispute is under strict time guidelines unless the parties agree other­
wise. Thus, in contrast to the past, panels are usually convened within 
a few weeks of the original request, and parties to the dispute have to 
make the specifics of the dispute, the terms of reference, absolutely 
clear from the start (DSU 4.3, 4.7, 6.1, 2.4, 7, 8.5). Even more impor­
tant, panel procedures cannot be dragged on interminably in the new 
system and panels, unless they are suspended, are also required to 
make their rulings within pre-specified time limits (DSU 12.8, 12.9, 
12.12, appendix 3). Finally, panel reports are adopted automatically by 
the DSB within sixty days after the date of circulation, unless there is 
an appeaL If appealed, the case moves to the Appellate Body. The ap­
pellate review is also time-bound, and once it is completed the result­
ing report is to be adopted by the DSB within thirty days following its 
circulation to the members (DSU 17.5, 16.4, 17.14). 

Overall, then, unless the members of a dispute agree otherwise, the 
rules automatically preset the entire period of a dispute, from the date of 
establishment of a panel to the adoption of the reports, generally to nine 
months if there is no appeal, and to twelve months if there is one (DSU 
20). In all, parties to a dispute can be certain that a ruling will emerge in 
an orderly fashion within a one-year period, in most cases. This empha­
sis on speed is decidedly better than having the dispute drag on intermi­
�ably :Vith no end in sight, which was often the case in trade disputes 
mvolvmg the United States, Japan, and the EU under the old GATT. 

To what extent, though, does the time-bound feature affect Japa­
nese calculations? In my 1997-99 survey, only 37 percent of the re-
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spondents touched upon the importance of the time-bound feature. 
Those who did so, however, stressed how important it was from a 
diplomatic and practical viewpoint to bring trade disputes to closure 
within a foreseeable time frame. In particular, the officials empha­
sized that disputes with the United States would come to a more con­
clusive end within a set period of time, and that this would be a 
marked improvement over the historical tendency for U.S.-Japan dis­
putes to continue interminably. 

Automaticity is also underpinned by a twist in the emphasis on con­
sensus that has underpinned the functioning of both the GATT and, 
now, the WTO (WTO Agreement 9, 9.1; DSU 2.4). Historically, this 
refers to the practice of decision making by consensus, where a formal 
vote of "one-member one-vote" is necessitated only in the event that a 
decision cannot be arrived at by consensus. The twist in the WTO is 
the emphasis on a negative or reverse consensus-that is, a consensus 
against doing something-or, put simply, requiring a consensus not to 
carry out an action (DSU 6.1, 16.4, 17.14). For example, instead of 
requiring a consensus to adopt a report within the DSB, there now 
must be a consensus not to adopt the report. Because it is highly un­
likely that the winner of a dispute would agree to such a consensus, 
there cannot be a negative consensus. The practical result is that the 
DSB adopts reports automatically, because "consensus" means the en­
tire DSB, including the parties to a dispute. And presumably, a com­
plainant party would not agree to blocking the adoption of a report 
favorable to its interests. In a sense, this affords some protection to 
weaker parties against stronger ones who, in the past, tended to block 
the adoption of reports that affected them adversely. Thus, in contrast 
to the old GATT, neither the establishment of panels nor the adoption 
of reports can be blocked unless there is a negative consensus (DSU 
6.1, 16.4, 17.14). The same negative consensus also applies in two 
other crucial instances, namely DSB surveillance regarding implemen­
tation of recommendations or rulings, and DSB authorization of the 
suspension of concessions (Jackson 1998b, p. 76; DSU 21.6, 22.6). 

Again, one wonders what the true relevance of this innovation is in 
the minds of Japanese policy makers. In my survey, respondents high­
lighted this as the most important feature. About 54 percent of the re­
spondents stressed the importance of the negative consensus, either 
directly or indirectly, in terms of facilitating the establishment of dis­
putes and the adoption of reports without blockage by discontented 
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parties, especially powerful ones like the United States or the EU. 
Again, Japanese government officials talked far more about this in the 
context of Japan's relations with the United States than with any of its 
other trading partners. 

Japan's Use of the Dispute Settlement System 

The 1997-99 survey conveyed a good sense of the importance that Japa­
nese trade officials attach to the WTO's legal-institutional innovations. 
But this is not the only measure for understanding the centrality of the 
WTO to Japan's trade diplomacy as a whole. To appreciate even further 
the substantive significance of Japan's present use of the WTO dispute 
settlement processes described above, a comparison with Japan's previ­
ous GATT diplomacy is critical. Only then do the differences between 
Japan's pre- and post-WTO legal diplomacy stand out most starkly. From 
its accession to the GATT in 1955 until around the end of the Uruguay 
Round in 1994, Japan studiously avoided using the GATT machinery to 
resolve its trade problems. In the thirty-odd years in which the old dis­
pute mechanism was in effect, a total of twenty-three complaints were 
recorded against Japan. Japan, however. registered a mere five com­
plaints in return across the same period of time. To increase and encour­
age Japan's participation in the GATT system, the GATT leadership even 
launched a major trade round in Tokyo in 1973, but to no avail (Hudec 
1993, pp. 12-15, 21-22, 212, 256). 

Whether as complainant or defendant, Japan avoided legal em­
broilment in the GATT dispute settlement processes, preferring in­
stead to reach bilateral settlements with its trade partners behind the 
scenes in a nonconfrontational manner (Komatsu 1992, pp. 35-37). 
To some extent, this reluctance can be attributed to the fact that Ja­
pan wished to avoid drawing attention to the many protectionist trade 
measures and policies then in force, so it had little incentive to throw 
stones from its glass house. But this disaffection can also be attrib­
uted to a perception within Japan that the GATT was biased against 
Japan, and that it would not render fair rulings in the country's favor. 
Contributing even further to this perception was the fact that fourteen 
countries invoked Article 35 (Nonapplication of the Agreement be­
tween Particular Contracting Parties) at the time of Japan's acces­
sion, largely because of the possibility of aggressive exports in 
traditional sectors like textiles. This allowed the fourteen countries to 
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suspend the application of the agreement with Japan, meaning that 

the GATT' s legal provisions had no force with respect to Japan 
(GATT BISD 2d suppl. 1956, pp. 7-10; GATT GA 1961/62, pp. 31-

32; GATT BISD lOth suppl. 1962, pp. 69-74). 

Two GATT cases involving Japan changed these perceptions and 
attitudes. Both took place while the Uruguay Round was still under­

way, and both constituted distinct firsts for Japan. In one of these, Ja­
pan obtained a favorable legal ruling in the GATT for the first time 
ever. In 1987 Canada had complained that its spruce-pine-fir (SPF) 

"dimension lumber" exports to Japan were being discriminated against 
with an eight percent tariff, whereas exports of "like" coniferous lum­

ber from other countries, such as the United States, were entering Ja­
pan duty-free. Canada charged that this constituted a violation of 
Article 1.1, the general "most-favored-nation" rule that forms the cor­

nerstone of the GATT. Essentially, this rule says that any treatment 

accorded to one member has to be automatically extended to another 
member. After extensive deliberations, the panel dismissed the Cana­
dian charges, essentially agreeing with Japan that the category of "di­
mension lumber" was not universally recognized and, more 
importantly, was extraneous to the Japanese tariff classification 
(GATT GA 1988, pp. 79-80; GATT BISD 36th suppl. 1988-89, pp. 

167-99). The report of the panel was adopted on July 19, 1989, and it 
triggered a sea change in perceptions, especially within the then Minis­
try of International Trade and Industry (MITI), about both the fairness 
and utility of the GATT rules in advancing Japanese positions.8 

Yet it took another GATT case, one in which Japan itself invoked 

dispute settlement proceedings for the first time, to crystallize these 

views. In that case, Japan successfully challenged a regulation of the 
European Community (EC), forerunner of the EU, on antidumping or 
"anti-circumvention." The regulation was aimed at companies that had 
circumvented antidumping duties by assembling products in the 
United Kingdom and France using low-priced parts imported from Ja­
pan. The targets of regulation were five Japan-related companies oper­

ating in the EC, and the products at issue included electronic 
typewriters, electronic weighing scales, hydraulic excavators, plain pa­
per photocopiers, and ball bearings. Further investigations were also 
opened concerning dot matrix printers and video cassette recorders. Ja­
pan charged that the imposed "antidumping duties" were merely pro­
tectionist levies designed to force the companies to use EC parts. As 
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such, they were inconsistent with GATT provisions on antidumping 
duties. In 1990, the panel found the EC regulation to be specifically in 

violation of GATT' s national treatment obligations, and ruled also that 

the EC measure could not be justified under the existing exceptions 

allowed under the GATT. Although the EC forestalled compliance be­
cause the Antidumping Agreement was then under discussion at the 
Uruguay Round, the panel ruling as well as the adoption of the report 
in May 1990 constituted distinct legal victories for Japan (GATT GA 
1988, pp. 68-70; GATT GA 1990, pp. 55-57; GATT BISD 37th suppl. 

1990, pp. 132-99). 
Altogether, these GATT rulings reinforced emerging domestic 

opinions and perceptions in favor of the use of international legal rules 

to handle trade disputes. In no small part, the more formal legal 
changes from the GATT to the WTO in 1995 also had a strong effect 

on the Japanese government's desire no longer to succumb to bilateral 
and results-oriented pressures of the U.S. government, as it had done 

for most of the postwar period.9 The concern with how best to handle 

trade problems in the post--cold war era was widely shared across the 
Japanese foreign trade policy establishment, and efforts to institution­

alize a strategy of cooperation based on legal rules began to take shape 
at different levels. The efforts were concentrated primarily in MITI 

(now the Ministry of Economy, Trade, and Industry [METI]), and the 

Ministry of Foreign Affairs (MOFA). Both of these ministries have 
proven to be increasingly adept at legitimating their claims and staking 
out their positions based on the rules of the WTO. In the process, they 

have also shown how the legal rules of the WTO can serve as both a 
shield for controversial Japanese measures, and as a sword against 

contentious foreign ones. 
Thus, from 1990 onward, the Japanese delegation began to focus 

more closely on the dispute settlement setup then under construction at 
the Uruguay Round. This represented a rigorous effort to formalize the 
1989 "Montreal Rules," the predecessor to the present WTO DSU that 
ran on a trial basis from the beginning of May 1989 to the end of the 

Uruguay Round in 1994 (Palmeter and Mavroidis 1999, pp. 10-11). 
The Montreal Rules could be invoked with respect to GATT Articles 
22 and 23 on dispute resolution, which are respectively concerned with 
a flexible form of consultation leading to some resolution and a more 
legalistic emphasis on nullification or impairment of benefits 
(Petersmann 1999, pp. 30-33, 59-64). Using these rules as a basis, the 
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goal for Japan, as for the other countries, was to help devise procedural 
and substantive rules for the WTO framework that allowed flexibility, 
but were also binding on the disputing parties. 

Japan's interest in the dispute resolution procedures stemmed from its 
concern with handling trade problems with the United States in the post­
cold war era. In fact, this concern was foremost in the minds of Japanese 
government officials, especially since Japan and the United States had 
been embroiled successively in high-profile and contentious trade dis­
putes over most of the postwar era.10 From Japan's point of view, the 
purpose of the new dispute settlement processes was to ensure freedom 
from arbitrary unilateral U.S. measures like Section 301, a piece of legis­
lation in the U.S. Trade and Tariff Act of 1974 that was updated in 1988. 
Section 301 came to represent "aggressive unilateralism" on the part of 
the United States, because it allowed the U.S. government to assess and, 
if necessary, retaliate against foreign restrictions on U.S. trade 
(Bhagwati 1990, pp. 1-45). According to a widespread view in the Japa­
nese foreign trade policy establishment, Section 301 had allowed the 
United States to be both judge and jury in trade disputes with Japan in 
the 1980s, and the measure had to be countered forcefully .u The legiti­
mate way to counter it would be through the rules of the WTO. 

By 1995, the Japanese trade policy establishment was fully geared 
up to use the WTO rules as a functional strategy, not just against the 
United States, but more generally against Japan's trade partners. In ret­
rospect, what emerged was a distinct rule-based, and thereby entirely 
legitimate, strategy that allowed Japan to use the legal rules both as a 
sword with which to challenge the measures and practices of its trade 
partners, and as a shield for domestic measures and practices--or, in 
other words, a "permeable insulation" strategy. In keeping with its 
past, the Japanese government maintained the tradition of protecting 
its own industries even as, in keeping with future trends, it worked 
through an external legal framework that constrained its own actions. 
These changes are best exemplified in two sectors, automobiles and 
consumer photographic film and paper, which potentially set the 
benchmark for Japan's actions in similar or other future cases. The au­
tomobile cases against the United States, Brazil, Indonesia, and 
Canada show how the Japanese government has taken up the banner of 
liberalization abroad on behalf of its industries using the rules of the 
WTO-the "sword" aspect at work. The consumer photographic film 
and paper case exemplifies the way in which the rules of the WTO can 
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be used to block changes in controversial domestic measures-the 
"shield" aspect at play. Both of these cases are discussed below with a 
focus on the interplay of the legal arguments.12 

Automobiles 

The sword aspect of the strategy comes across most visibly in the auto­
mobiles sector, one of the most important and most globalized manu­
facturing industries in Japan. While automobiles have comprised the 
major source of trade tensions between the United States and Japan, 
Japan has not concentrated its legal firepower on the United States alone. 
Between the 1995 formation of the WTO and 2001, Japan filed four 
distinct complaints against a range of trade partners in this particular 
sector: the United States, Brazil, Indonesia, and Canada. Each of these 
complaints shows how, and in what ways, Japan has relied on the rules 
of the WTO to confront its trade partners. 

United States 

The story here begins in 1995, with the United States. After a great deal 
of frustration with market access issues in Japan, the United States Trade 
Representative (USTR) launched a highly politicized effort to force open 
the Japanese market by announcing the imposition of 100 percent retal­
iatory tariffs on Japanese luxury cars in May 1995.B Unlike the past, 
where Japan generally came to bilateral agreements directly with the United 
States, this time it was willing to go the legal route in the WTO, both in 
rhetoric and in action. The Japanese side began with protests from high­
ranking officials at MITI about the appropriateness of such U.S. measures 
and the impact they could have on the newly constituted WTO system.14 
By the end of the month of May 1995, Japan had also moved to file its 
first complaint at the WTO, protesting the U.S. imposition of import duties 
on automobiles (WTO WT/DS6). 

Japan invoked a range of legal provisions in the GATT, charging 
violation in each. Specifically, it claimed violation of GATT Article 1,  
the "general most-favored-nation" treatment clause, a cornerstone of 
the WTO system as a whole. Next, Japan claimed a breach of Article 2, 

the "Schedule of Concessions" annexed to the WTO Agreement, 
which lays out the basic tariff policies agreed upon by all members. 
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Moreover, Japan accused the United States of contravening Article 11, 
the elimination of quantitative restrictions, with the argument that the 
U.S Trade Representative (USTR) actions did not qualify under any of 

the exceptions laid out for such restrictions. And finally, Japan also 
invoked Article 13, nondiscrimination in the administration of quanti­
tative restrictions, claiming that the arbitrary U.S. action singled out 
Japan in direct violation of WTO provisions. 

Within a period of two months after the case was filed, Japan and 
the United States came to an agreement largely favorable to the Japa­
nese side. In the auto agreement that resulted, Japan did not allow any 
quantitative measures and used the existing legal rules to legitimate its 
obduracy on that point (ACCJ 1997, p. 101; Lincoln 1999, appendix 
B). Satisfied with the terms, Japan then informed the WTO on July 19, 
1995 that it would no longer pursue the matter under the dispute settle­
ment procedures. Although no panel was established in this particular 
case and no legal ruling emerged, the case set an important precedent 
for the way Japan would deal with its most important trading partner, 
as well as others, particularly in, but not necessarily restricted to, the 
automobile sector. It was also an important first indicator of how the 
WTO rules could be effectively wielded as a sword against even the 
most powerful trading countries. 

Brazil 

But the Japanese sword was not just wielded against the mighty. The 
next country to feel Japan's intent to invoke legal rules on behalf of the 
Japanese automobile industry was Brazil, a less developed country. On 
July 30, 1996, the Japanese government filed a formal complaint against 
the government of Brazil regarding some of its automotive investment 
measures (WTO WT/DS51). At the heart of this dispute was Japan's 
contention that Brazil was violating numerous WTO rules through an 
automobile quota that raised duties from 32 percent to 70 percent for 
manufacturers that did not operate within Brazil. 15 By initiating this 
complaint, Japan also set in motion similar actions by other developed 
countries, with the United States weighing in on the same legal issues in 
August 1996, and further extending them in January 1997 (WTO WT/ 
DS52; WTO WT/DS65). The also followed suit with a related com­
plaint in May 1997 (WTO WT/DS81/l). 

Japan's specific case involved the Agreement on Trade-Related In-
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vestment Measures (TRIMs), one of the twelve agreements attached 

to GATT 1994. The focus of the dispute was on the trade-restrictive 
and distorting effects caused by the Brazilian government's invest­

ment measures that essentially gave domestic producers tariff 
breaks.16 Specifically, Japan alleged violation of Article 2 in the 
TRIMs, which restricts members from pursuing any measure incon­
sistent with the rules on national treatment (Article 3) and quantita­
tive prohibitions (Article 11) of the GATT. Along with the 
most-favored-nation clause, Japan also invoked the same provisions 
in the GATT directly, charging violation of each. Finally, it also al­

leged infringement of clauses in the Agreement on Subsidies and 
Countervailing Measures (SCM), another of the twelve agreements 
on preferential support and treatment within the territory of a mem­
ber. Here, Japan targeted two clauses, Article 3 (general prohibition 
on the use of subsidies) and Article 27:4 (request to developing coun­

tries to phase out gradually such subsidies over an eight-y ear period 
from the time the WTO Agreement entered into force). Even as it 
was making this straightforward case for harm, or technically "nulli­
fication and impairment of benefits," Japan also alleged a 
nonviolation claim under GATT Article 23: 1(b), which allows a 
member to assert that its benefits are being harmed by measures that 
do not, on their face, conflict with WTO provisions. 

This specific case was still pending consultations as of 2001. At 
first blush, it would appear that Japan was moving hesitatingly be­

cause of Brazil's status as a developing country. But this seems un­
likely, given Japan's harsh legal treatment oflndonesia, as discussed 
immediately below. Part of Japan's reluctance for moving this case 
through the formal panel process may well have been because of the 
complications wrought by the U.S. government's second complaint 
in early 1997 with respect to the Brazilian measures. In that com­
plaint, the United States claimed that certain Brazilian policies con­
ferred benefits to companies located in Japan, as well as in Korea and 
the European Union, over U.S.-based firms. Although Japan had a 

strong case with respect to Brazil, as of 2001 it appeared that it was 
still in the process of discussing the issue with the other interested 
parties. However, because Japan had already picked up the legal 
sword, it was entirely possible that it would move the case to the 
formal panel process at some stage, irrespective of Brazil's status as 
a developing country. 
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Indonesia 

In fact, Japan's legal tactics were just as likely to be undertaken vis-a­
vis developing countries as developed ones. The Indonesian automobile 
measures targeted by Japan were a good case in point. In this case, Ja­
pan questioned the WTO-legality of Indonesian measures that gave fa­
vorable tax and tariff treatment to cars produced by a joint venture 
between an Indonesian company, controlled by one of President Suharto's 
sons, and Kia Motors of South Korea.17 On October 4, 1996, Japan re­
quested consultations with Indonesia with respect to the Indonesian 
government's measures in the automobile industry.18 Japan's basic le­
gal claim was that certain measures with respect to motor vehicles and 
parts, especially those set up in the National Car Program of February 
and June 1996, violated legal provisions in the GATT, as well as the 
TRIMs agreement. 

Specifically, Japan claimed violation of the national treatment 
clause in the GATT, because a specific Indonesian luxury tax exemp­
tion for domestically produced cars led to discrimination in favor of 
such cars, over luxury cars imported from Japan. In addition, Ja:pan 
pinpointed the Indonesian local content requirements and the exemp­
tion from customs tariff and luxury sales tax as prohibited by an ap­
pendix to the TRIMs agreement. Because of this, Japan could further 
claim that the Indonesian measures violated TRIMs Article 2, which 
forbids any measures that are inconsistent with general provisions of 
national treatment, while also restricting quantitative measures. More­
over, Japan claimed that Indonesia's exemption from customs tariffs 
and sales taxes applied only to automobiles originating in Korea. This 
clearly violated the "general most-favored-nation" clause. Finally, to 
top it off, Japan also claimed there was a lack of transparency with 
respect to the Indonesian measures, in violation of GATT Article 10, 

since they were not promptly published and impartially administered. 
The WTO established a panel on June 12, 1997. The panel was 

asked to examine the Indonesian case by Japan, the EU, and the United 
States. In comparison to the other complainants, Japan presented a 
more limited case against Indonesia. With respect to the Japanese 
complaints that targeted the 1996 National Car Program, the panel up­
held almost all of the charges and concluded that Indonesia had in fact 
violated several GATT and TRIMs provisions. By acting inconsis­
tently with the rules of those agreements, Indonesia had harmed the 

lf 
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interests of the complainants under those agreements. The panel report 
was adopted in July 1998. In October 1998, the complainants re­
quested binding arbitration concerning a reasonable period of time for 
implementation of the ruling by Indonesia. Considering Indonesia's fi­
nancial situation, the arbitration set the time frame for implementation 
at twelve months from the date of adoption of the panel report. In July 
1999, Indonesia notified the WTO that its 1999 automotive policy 
implemented the required recommendations and rulings. The outcome 
in this case again demonstrated that Japan could wield the legal sword 
effectively against any country that harmed its economic interests. 

Canada 

Japan's next target was once again a developed country. In this case, 
Japan went after Canadian import measures that especially favored the 
big three U.S. automobile manufacturers.19 Under a 1965 agreement 
between the United States and Canada, a few auto manufacturers could 
import vehicles into Canada using an exemption from the generally ap­
plicable customs duty, and then distribute them at both the wholesale 
and retail levels. On July 3, 1998, Japan requested consultations with 
Canada, but they yielded no agreements. Due to its dissatisfaction with 
the consultations, Japan ended up requesting the establishment of a panel 
on November 12, 1998. By March 1999, the terms of the panel had been 
set, and Japan's legal case was under way. 

Japan claimed that the Canadian "duty waiver," which referred col­
lectively to a set of statutory and administrative measures, violated 
specific legal provisions overseen by the WTO. Japan contended that 
this duty waiver was contingent upon a Canadian value-added content 
requirement for both goods and services, as well as a manufacturing 
and sales requirement. The crux of the legal problem was that the duty 
waiver violated the most-favored-nation provisions in both the GATT 
and the GATS. Moreover, because of its domestic content require­
ment, it violated the national treatment provisions in the GATT, 
GATS, and TRIMs agreement. And finally, Japan also claimed that the 
presence of domestic content and manufacturing requirements meant 
that the duty waiver also contravened the general prohibition against 
subsidies in the Subsidies and Countervailing Measures (SCM) agree­
ment. After deliberations, the panel report of February 2000 upheld 
almost all the Japanese claims. 
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Although Canada went on to appeal the ruling on March 2, 2000, 

the appellate body largely upheld the rulings, especially with respect to 
violation of the GATT articles. The only unambiguous reversals con­
cerned the judicial reasoning of the panel with respect to the GATS. 
The appellate body questioned whether the measure actually affected 
trade in services, as required under GATS Article 1. More signifi­
cantly, it reversed the panel's conclusion regarding Canadian inconsis­
tency with GATS Article 2. But for all practical intents and purposes, 
Japan had won its case against Canada. Both the appellate body and 
the subsequently modified panel report were adopted by the DSB on 
June 19, 2000. To sum up, the actions of the Japanese government in 
the automobile sector clearly indicate a more concerted effort to deal 
with trade conflicts in a set and stable legal framework. 

Other Uses of the Sword 

While the sword aspect has been wielded most strenuously in the auto­
mobiles sector, it has also made a serious debut in a range of other dis­
putes involving Japan's trade partners. In semiconductors, for example, 
the Japanese side used the WTO legal regime to argue against the con­
tinuation of a controversial quantitative U.S.-Japan bilateral agreement 
that had been in existence since 1986. The EU had challenged the GATT­
legality of this agreement in 1987 (GATT, GA 1987, pp. 63-65; GATT, 
BISD 35th suppl. 1987-88, pp. 116--63). Japan argued that if there were 
to be a continuation of such an agreement, trade partners like the EU 
could challenge its legality more successfully under the tighter rules of 
the WTO. Even if implemented, the agreement could not remain bilateral 
in a WTO world. Japan smartly used this argument to undennine the quan­
titative or results-oriented approach that had come to characterize U.S.­

lapan trade relations, and which had been bitterly resented by the Japanese 
government. Again, the presence of the WTO helped the rhetorical and 
substantive cause of the Japanese. The resulting 1996 U.S.-Japan agree­
ment, concluded a year after the WTO came into being, made no men­
tion of numerical targets; moreover, it relied on industries, not 
governments, for data collection and analysis. When that agreement fi­
nally expired in the middle of 1999, there was only a loose framework 
established for consultation, with the EU, Korea, and Taiwan joining 
the United States and Japan in the arrangement.20 

Similarly, Japan has taken up the legal sword in the antidumping 
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arena, again most stridently against the United States. zt Buoyed by 
successful challenges to U.S. administrative trade practices by the EU 
and Korea, Japan too moved formally to challenge antidumping mea­
sures against some of its steel products in the United States. In Febru­

ary 2000, it requested the establishment of a panel, and deliberations 
were underway shortly thereafter. By February 2001, the panel report 
made �lear that Japan had prevailed in much of its legal case against 
the Umted States. When the United States appealed the panel's ruling, 
the appellate body similarly found that U.S. actions had violated the 
key provisions of the Antidumping agreement, as charged by Japan, 
although not to the extent claimed by Japan (WTO WT/DS184fR; 
WTO WT/DS184/ABIR). 

Consumer Photographic Film and Paper 

Complementing the sword aspect of Japan's trade strategy is the shield 
facet, as well-one which tallies perhaps even better with this volume's 
emphasis on continued insulation and protection by the Japanese gov­
ernment. Befor� coming to any general conclusions, it will also be help­
�ul to see how this facet may affect Japan's relations with its trade partners 
In the

. 
future. This is best achieved by examining the legal interplay in a 

key high-profile case, where the strict judicial deliberations and conclu­
sions set the tone for Japan's actions, or lack of action, in similar cases. 

The shield aspect of Japan's use of legal rules is particularly im­
�ortant because it suggests how, and in what ways, market access 
I�sues in Japan may well continue to dominate the agenda for some 
�;m�

. 
to come. The case discussed below, known popularly as the 

FUJI-Kodak case," best exemplifies how the existing legal rules can 
also ser:e as a shield, or cover, for controversial Japanese measures 
or practices. 

On June 13, 1996, the United States requested consultations with 
Japan regarding a set of measures that, in the judgment of the United 
�tates, violated key GATT rules and thereby impaired benefits accru­
Ing to it (WTO WT!DS44/R). Because the consultations came to 
naught, the U.S

: side requested the establishment of a panel that was 
set up formally m October 1996. The United States presented a list of 
specific "liberalization countermeasures" divided into three categories 
that were allegedly in contravention of GATT rules: distribution coun­
termeasures, the large stores law, and promotion countermeasures. 
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The essence of the U.S. legal claim was that certain laws, regula­

tions, and requirements supported by the Japanese government with 

respect to the distribution and sale of imported consumer photographic 

film and paper either individually or collectively violated the existing 

WTO legal provisions, and thereby harmed U.S. interests. For in­

stance, the distribution countermeasures contravened provisions of Ar­

ticle 3, the national treatment clause that calls upon members to give 

foreign and domestic like goods equal treatment. In addition, the fail­
ure of the Japanese government to publish its enforcement actions un­

der the domestic laws and fair competition codes, as well as its 

guidance for applications for new or expanded stores, directly contra­
vened GATT Article 10, which calls for transparency in the publica­

tion and administration of trade regulations. From the start, the United 

States emphasized a nonviolation claim, something Japan insisted was 
subsidiary to the straightforward violation claims. What this meant 

was that the United States was also asking the panel to conclude that 

U.S. interests were being harmed by Japanese measures that did not, 
on their face, conflict with WTO provisions. 

Within the strict confines of the WTO rules, the panel remained 

unconvinced and dismissed all of the U.S. claims. In the opinion of the 

panel, the United States did not demonstrate that the so-called Japa­

nese distribution "measures" accorded less favorable treatment to im­

ported photographic film and paper within the meaning of GATT's 
national treatment clause. In addition, the United States had not pre­
sented clear-cut evidence that Japan failed to publish administrative 

rulings in violation of transparency clauses in the GATT. Overall, the 
United States failed to convince the panel of the merits of both its vio­

lations and nonviolations claims. 

In an interim review on December 19, 1997, both parties requested a 
review of certain aspects of the panel report, and also presented com­

ments and rebuttals. But even though it lost badly and also requested a 
review of some of the panel's legal reasoning, the United States did not 
move to appeal the ruling. This was significant in that it signaled a 

certain awareness in the United States that, legally, the case had been 
weak. The panel report was adopted by the WTO in April 1998, and 
Japan emerged victorious. Contrary to widespread perceptions, a 

strict legal analysis had shown the world that there were no Japanese 
government policies or measures that discriminated against or ex­
cluded foreigners from the Japanese market-at least not as defined 
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in WTO rules (however, see Schaede [Chapter 8) for a market-based 
interpretation). 

Other cases, such as the long-running leather dispute, also show the 
Japanese gove�ment's intransigence with respect to opening up.zz 
Here too, there 1s a clear indication that the legal rules of the WTO can 
be used to co?tin

_
ue protection for other sectors. Although a 1984 <?ATT panel dtsrmssed the Japanese reasoning that the import restric­

tions on
_ 
leather and leather footwear were justified for complex socio­

econormc reaso�s, that conclusion probably served to impress upon 
Japan the necesstty of strategizing within the legal realm. While recal­
c�trant at the start in terms of making changes, and continuing to make 
bilateral deals �ith countries like the United States, Japan then moved 
from a GATT-1�le�al quot� system to an entirely GATT-legal tariff­
quota syste�, �till m eff�ct m 2001, in which amounts above the speci­
fied quota hrmts for vanous countries are subject to tariffs. Even so 
foreign access issues continued to dominate the agenda. In 1998, th� 
El! formally took up consultations with Japan regarding the Japanese 
tanff-quotas an� subsi?ies affecting leather (WTO WT/DS14711). 
That case was still pendmg consultations in 2001, although it was hard 
to see how Japan's legal standing could be questioned. 

To �onclude, the shield aspect of Japan's WTO strategy comes 
across m both the consumer photographic film and leather cases. The 
general upshot of outcomes in these cases showed that if a complainant �ould not pinpoint tangible Japanese government measures or policies 
m effect, specifically within the confines of the WTO rules it would 
be difficult to pressure the Japanese government to make cha�ges or to 
op�n up. These cases thus became important reminders of the extent to 
whtch the market access problem in Japan would remain controversial. 

Conclusions 

Let me end with a general point about the use of the WTO dispute settle­
ment processes that also pertains to Japan's activities at the WTO. Once 
a process of complaint has been initiated at the WTO, a member gov­
ernment seeks to e�sure a legal determination that unequivocally de­

cl�re� another states acts, measures, and practices to be out of line with 
extstmg WTO obligations by both the panel, and where relevant, the 
ap�ellate bo

_
dy as well. In theory, a government that invokes the rules 

ulttmately mms for the removal of the offending act, measure, or prac-
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tice using the legal processes available. A t  the very least, it seeks to 
ensure that the differences in positions are reduced with respect to the 
offending measure, such that accruing benefits under the relevant WTO 
agreements are not nullified or impaired. Thus, in initiating the WTO 
legal processes, governments aim broadly to harmonize, or to have har­
monized in the case of panel proceedings, conflicting perspectives of 
what is permissible under the existing legal rules. It is also important to 
note that ensuring compliance and enforcement with legal determina­
tions that lead to such removal are second-stage concerns, which be­
come pertinent only after a state has received a favorable ruling (Keohane 
1992, pp. 176-80; Chayes and Chayes 1993, pp. 176).23 

In practice, however, after registering its complaint a government 
may also choose not to escalate the process to the panel stage, and 
come to a settlement that it deems satisfactory with respect to the 
offending measure. 24 Whatever the particular course, the key point 
is that a state invokes the legal rules in an effort to forge a coopera­
tive settlement or outcome with the other party within, or based on, a 
rule-based forum. From the perspective of the initiating government, 
maneuvering in the WTO framework is of vital importance in and of 
itself, and gives its complaints moral and legal legitimacy in a mul­
tilateral setting.25 

This is the essence of Japan's legalistic strategy with respect to the 
WTO, as it emerged in the 1990s. It was instructive because it showed 
the world that Japan was active, not merely reactive, with respect to 
the conduct of its foreign trade relations. In invoking the dispute settle­
ment processes at the WTO, Japan essentially used an entirely legiti­
mate set of legal tactics to ward off foreign pressures and to try to 
preserve its domestic measures to the extent possible-very much in 
line with the concept of permeable insulation. This pragmatic use of 
external legal rules set an important benchmark, not an absolute stan­
dard, by which to judge the future course of Japan's trade diplomacy. 
A fter all, the rule-based diplomacy was not always foolproof. Japan 
did not always prevail and it lost cases, especially those related to 
agriculture (GATT BISD 35th suppl. 1987-88, pp. 163-243; WTO WT/ 
DS76/R; WTO WT/DS76/AB/R). 

But despite domestic backlashes and international setbacks, the Japa­
nese government chose to center its trade diplomacy on the legal rules 
of the WTO. This emphasis was important in allowing Japan to confront 
its trade partners, weak or strong, on an equal legal footing. From the 
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perspective of the Japanese government, the WTO thus provided a means 
of forging a more forceful foreign trade policy agenda that was in con­
trast to the nonlegalistic and nonconfrontational one it had pursued for 
almost fifty years after World War II. From the perspective of Japan's 
tr�de partners, the most important policy implication was that dealing 
wtth Japan would henceforth be largely a matter of playing by the rules 
of the WTO. 

Notes 

1. Compared with the 208 complaints at the GATT during its entire existence, 
as of J�l� 13, 2001, the WTO had already handled 234 complaints, 180 of which 
were dtstmct matters. For an overview of the dispute settlement processes at the 
WTO see www.wto.org, and Hudec ( 1993, pp. 11-15) for the litigation history among 
GATT contracting parties. 
. . 

2. Although the foc�s her� 
_
is o� the intemational level, the impact of the legal­

IStic strategy on domestic pohucs IS equally important, since it affects the relative 
power of ministries and sectors. In tum, these domestic jurisdictional and sectoral 
battles will have important consequences for the way Japan can continue down the 
legalistic path; see Pekkanen (200lb). 

3. 
_
Techni�ally, the DSU constitutes Annex 2 of the WTO Agreements. In the 

followt?g section, unless otherwise indicated, all references to specific articles and 
appendices are as found dtrectly in the text of the DSU. 

4. Article 22 (Consultation) and Article 23 (Nullification or Impairment) are the 
usual me�ns by which countries can initiate dispute resolution processes against 
oth�� parties und�� t�e GATT; but there is a distinction between "power-oriented" 
and rule-onented diplomacy. Arttcle 22, which emphasizes a consultative approach 
leaves a great de�l ?f discretion regarding the dispute resolution to the parties them� 
sel�es. As such, 1t 1s usually seen under the rubric of "power-oriented diplomacy." 
Article 23; ?n t�e other hand, seek� to formalize the complaint process from the 
star�, 

_
req�mng wntten representatiOns or proposals" to establish a complaint of 

nulhfic�tton or impairment of benefits and, in the event of no resolution, authorizes 
suspensiOn of concessions through referral to the contracting parties. This is often 
referred to as more rule-oriented diplomacy. 

5. It is also important to know that despite substantive innovations and im­
provements in the WTO Agreements regarding dispute settlement; the WTO itself 
does not have any more real "power" than that which existed for the GATT under 
the previous agreements. 

6. There are also Charter clauses that deal with institutional and procedural 
matters. 

7. Whe? ther� are speci
_
al or additional rules in some of the covered agree­

ments, as latd out m Appendtx 2, and when these conflict with the general rules in 
the DSU, the former prevail according to DSU Article 1.2. 

8. Interview with senior MITI official, Tokyo (1997). 
9. Interviews with senior MITI official, Tokyo (1997, 1998). 

10. Interview with senior MOFA official, Tokyo (1998). Along with being re-
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sponsible for six of the fifteen negotiation groups during the Uruguay Round, this 
official also headed the dispute settlement group. 

11. Interview with senior MOFA official, Tokyo (1998). 
12. The procedural and substantive facts in the cases discussed here are drawn 

directly from WTO documents, as cited. 
. 

13. A brief history of this case can be found on the official USTR Web site at www. 
ustr.gov/reports/301reports/act30l.htm. See also The Washington Post, May ll, 1995. 

14. Interviews with senior MITI officials (1997, 1998). Both of these offictals were 
heavily involved in forging Japan's WTO-centered strategy, especially in this case. 

15. Financial Times, November 19, 1996. 
16. Financial Times, November l, 1996. 
17. Financial Times, July 31, 1997. 
18. See WTO WT/DS54/R, WT/DS55/R, WT/DS59/R, WT/DS64/R. WT/DS54/ 

15, WT/DS55/14, WT/DS59113, and WT/DS64/12. The complaints regarding the 
Indonesian National Car Program were also picked up by the EU and the United 
States. On June 12, 1997, a single panel was established pursuant to requests by 
Japan and the EC. On July 30, 1997, the U.S. request for a panel was merged ';ith 
the panel for Japan and the EC, established earlier. While there are three ?1stmct 
claims, there is a single WTO document, as well as a single WTO arbitration 
report. 

19. See WTO WT/DS139/R, WT/DS142/R, WT/DS139/AB/R, WT/DS142/AB/ 
R. This complaint was initiated by Japan and then also taken up by the EU. Japan 
was also the first of the two to request a formal panel. Although a single panel 
eventually examined the case, the focus here is largely on the Japanese claims. 

20. See USTR, Press Release 99-50, "United States, Japan, European Union, 
Korea and Taiwan Announce New Accord on Semiconductor Trade Practices," 
June 10, 1999. This accord will be subject to review after five years, in 2004. 

21. On Japan's antidumping agenda, see Pekkanen (forthcoming). 
22. See GATT BISD 26th suppl. 1978-79, pp. 320-21; GATT BISD 27th suppl. 

1979-80, pp. 118-19; and GATT BISD 31st suppl. 1983-84, pp. 94-114. In 1978. 
the United States filed a complaint against Japanese measures with respect to Im­
ports; although a panel was established, the United States and Japan reached a bilat­
eral settlement that gave the United States an increased quota for some products. In 
1979, Canada followed suit and settled, with a similar agreement. In 1980, India 
invoked special 1966 dispute settlement procedures for developing coun�es with 
respect to leather products access in Japan, and reached a settlement w1th Japan 
before the matter came before the GATT Council. It was not until 1983 that a GATT 
panel ruled formally against the Japanese import measures in leather, subsequent to 
a complaint filed by the United States. . . 

23. Although political scientists believe compliance with legal com�ntments IS 

the most critical factor in analyses of international law, legal scholars disagree. In­
stead law scholars merely stress "acceptable" compliance in the interests of safe­
guarding the treaty, because the emp,irical verification of compli.ance is high�y prob­
lematic across the board. In the case of the WTO, an emphasis on compliance IS 

complicated further by the fact that most disputes are settled in the prepanel stage, 
and hence long before compliance even becomes an issu�. 

T • • • 

24. A careful reading of GATT ArtiCles 22 (Consultation) and 23 (Nulhfic�tiOn 
or Impairment), as well as DSU Articles 4 (Consultations) and 5 (Good Off1ces, 
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Conciliation and Mediation), suggests that there is a marked emphasis on consulta­
tive procedures and prepanel settlements of parties acting in good faith. Parties are 
urged to give "sympathetic consideration" to requests for consultation regarding the operatiOn of any covered agreement. So dominant is this emphasis on consultative mediation that DSU Article 5. 5 allows, if the parties so agree, for good offices, conciliation , and mediation to proceed simultaneously with a panel process. 

25. Interview, senior MOFA official, Tokyo (1997). 
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Adjustment Through 
Globalization 

The Role of State FDI Finance 

Mireya Sol£s 

One of the greatest puzzles in the debate over Japanese industrial policy­

which has been characterized by export promotion, infant industry pro­

tection, and strategic policies to influence resource allocation and 

industrial adjustment-is the fact that, throughout the entire postwar 

period, the Japanese government provided subsidized loans to outward­
bound foreign direct investment (FDI). Why would a government keen 

on building a home-based industrial juggernaut support the relocation 
of production abroad? 

The answer is quite simply that the Japanese government used pref­

erential FDI credit to serve its own industrial policy goals: to secure 

the supply of key raw materials for the Japanese market, and to facili­

tate industrial restructuring by shifting abroad industries with eroding 
comparative advantage. In this way, the Japanese government aimed to 

ameliorate the negative effects of one form of globalization-in­
creased competition with foreign producers-with another form of 
globalization: the multinationalization of noncompetitive industries. 
For most of the postwar period, large firms that were involved in raw 
materials processing, or which were rapidly losing export markets, 
were the main recipients of public credits for overseas investment. 
Yet, the system for preferential FDI finance did not remain impervi-

!01 
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ous to the forces of change operating in the Japanese political 
economy of the 1990s. The central purpose of FDI credit policy re­
mained to shelter Japanese firms from unrestrained market competi­
tion by reducing the cost of their move to low-cost offshore 
locations. The system, however, has become more permeable to po­
litical meddling, with small enterprises successfully lobbying for the 
most subsidized FDI loans. In the 1990s, the general trend was one of 
growing activism by politicians at the expense of the Ministry of 
Finance's (MOF) control over preferential FDI finance. Outright 
subsidization of key constituencies. politically engineered institu­
tional mergers of FDI credit disbursing agencies, and structural re­
form to public finance (whereby MOF lost some of its powers in 
allocating postal savings) had a significant influence on the future 
evolution of government FDI finance. 

This chapter offers an analysis of the politics of Japanese FDI 
credit policy, by applying the concept of "permeable insulation" to 
explain the recent process of change in the FDI finance institutional 
framework. The first section begins with an inquiry into the reasons 
behind Japan's unwavering support of overseas investment through 
FDI credit. The development of a robust system for FDI finance re­
sulted not only from the high priority placed on the goals of resource 
procurement and industrial adjustment, but also from the absence of 
significant labor opposition to public finance of private investment 
abroad. Therefore, this section also addresses the debate over the 
"hollowing-out" of the Japanese economy, and discusses the factors 
behind Japanese unions' benign neglect, or tacit approval, of public 
subsidization of FDI. The second section more explicitly addresses 
the political uses of FDI credit, demonstrating that during the pro­
longed economic recession of the 1990s, special programs to finance 
small-firm FDI were less concerned with industrial adjustment, and 
more with the demands of a vocal group of small firms for increased 
subsidization. The third section focuses on the changes introduced to 
public FDI finance in Japan during the post-bubble recession. Just as 
the permeable insulation concept would lead us to expect, there were 
strong continuities with the past, since the central goal of FDI fi­
nance continued to be the protection of firms from adverse shifts in 
comparative advantage. Nevertheless, important changes were also 
evident in the move toward a more decentralized and politicized FDI 
credit allocation system. 
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State FDI Finance and Structural Adjustment 

No o:her ;ount� i� the world is as active as Japan in financing its cor­
porations foretgn mvestment. In 1953, Japan became the first country 
to launch an FDI loan program, administered by Japan's Export-Import 
Bank (JEXIM). Between 1953 and 1999, the JEXIM disbursed close to 
$69.5 billion in public loans for overseas investment, equaling almost 
10 percent of all postwar Japanese FDI. By comparison, Germany and 
South Korea, each active in this area as well, recorded $2.6 billion each. 
equivalent to 0.53 percent of German FDI, and 9 percent of Korean FDI 
(Solis 2003 ) .  Equally striking is the fact that the JEXIM has enjoyed the 
strongest mandate to finance foreign direct investment. In the United 
States, for example, unions have successfully lobbied to have strings 
attached to government FDI finance. For example, the Overseas Private 
Inv�stme�t Corporation must verify that a proposed foreign investment 
proJect wtll not have a negative impact on U. S. jobs or exports. In sharp 
contrast, Japanese labor has not in any way challenged the substantial 
government support for industries to go multinational. 

These observations raise some important questions: Why has the 
Japanese state committed such a substantial amount of public re­
sources to the expansion of Japanese multinational corporations? In 
othe� ;ords, what are the goals behind the selective targeting of FDI cre�Jt. And w�y have the government FDI credit programs not run up 
agamst domesttc concerns with the export of technology and jobs? In 
o�der to answer these questions, this analysis begins with the goals be­
hmd FDI promotion in Japan, and the reasons for the absence of labor opposition to state-supported multinationalization. 

Goals of FDI Promotion 

�· th� past, the J�panes� state sought to achieve two major objectives 
Ith

. 
Its pre�erent

.
tal credtt program for FDI: raw materials procurement, 

and m�ustnal adjustment. Indeed, the initial rationale for initiating FDI 
loans m 1953 (at a time when no other industrialized nation had yet 
esta

.
blished

. 
such a loan system) was to develop natural resources abroad 

for t�port mto Japan. Interestingly, very early on the FDI loan system 

:vas dt�ected not only t? raw materials exploitation projects, but also to 
tnd��tnal sectors percetved to be capable of surviving international com­
pettti�n only by manuf�cturing in countries with low-cost production, 
the pnmary example bemg textiles. 
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Table 5.1 

Government Foreign Direct Investment Loans, by Industry (percentages) 

Iron & Elec- Trans-

Lumber, steel, General trical port 

pulp, Chemi- nonferrous machi- machi- machi-

Food Textiles paper cals metals nery nery nery 

First 
period 
(1953--70) 3.8 21.5 29.5 1.9 23.0 4.2 3.5 8.6 

Second 
period 

(1971--84) 1.3 5.9 5.1 19.1 48.8 1.8 1.9 11.9 

Third 
period 
(1985-99) 1.0 3.3 1.1 18.4 22.6 2.2 22.2 22.5 

Totals 1.1 4.1 2.3 18.3 28.0 2.1 17.7 20.1 

Source: Estimated by the author with data provided by JEXIM. Percentages repre-
sent the share of each industrial sector over FDI loans for manufacturing. Only FDI 
loans from the former JEXIM and the international financial operations account were 
included. Therefore, these FDI loans were targeted almost exclusively at large enter-
prises, the traditional reciEients of JEXIM credit. 

The twin goals ofFDI promotion were clearly reflected in the indus­

try allocation of public credit over time. Through 1999, agriculture, 

forestry, fishery and mining received 17 percent of the public FDI 

loans furnished by the JEXIM. For the manufacturing sector, Table 5.1 
reveals a bias in the composition of loans toward raw materials pro­

cessing sectors (e.g., paper and pulp, steel mills), followed by indus­

tries with eroding export competitiveness due to wage increases or 

currency realignments (e.g., textiles, automobiles, electronics), and 

heavy industries undergoing structural decline due to rising energy 

costs (e.g., petrochemicals, nonferrous metals). 

In its first twenty years of FDI finance, JEXIM primarily financed 
natural resource extraction projects abroad to feed processing plants 

back in Japan (e.g., lumber and pulp received 30 percent of all credit, 
and iron and steel and nonferrous metals 23 percent). Japan's support 
for troubled manufacturing sectors began when the textile industry en­

tered a structural process of decline in the mid-1960s, due to wage 
hikes; accordingly, textiles received 22 percent of manufacturing FDI 
credit between 1953 and 1970. Next, the Japanese government lent its 
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Manufacturing Abroad: Evolution of Japanese Foreign Direct Investment 
(U.S.$ million) 

Per- Per- Per-
First centage Second centage Third centage 

period of manu- period of manu- period of manu-
(1951-70) facturing (1971:-84) facturing (1985-99l_facturing 

Food products 61 6.3 949 4.4 24,813 11.2 
Textiles 190 19.7 1,946 9.1 7,381 3.3 
Lumber & pulp 212 22.1 973 4.6 5,231 2.4 
Chemicals 60 6.2 3,822 17.9 26,330 11.9 
Iron & steel, 
nonferrous 
metals 138 14.3 

General 
4,678 21.9 17,170 7.8 

machinery 67 7.0 1,568 7.3 17,970 8.1 
Electrical 
machinery 71 7.4 

Transportation 
3,182 14.9 65,168 29.5 

equipment 103 10.7 2,663 12.5 29,581 13.4 
Other 
manufacturing 61 6.4 1,594 7.5 27,130 12.3 

Manufacturing 
total 963 100.0 21,375 100.0 220,776 100.0 

Source: Compiled with Ministry of Finance FDI statistics. 

financial muscle to heavy industries dependent on cheap energy (e.g., 

iron foundries, copper smelting, aluminum refining, petrochemical 
complexes) when these sectors abruptly lost competitiveness in the 
wake of the 1973 "oil shock." Chemicals, iron and steel, and nonfer­
rous metals received 68 percent of JEXIM' s FDI loans between 1971 

and 1984. In the 1980s and 1990s, Japan increasingly financed assem­
bly export industries, such as automobiles and electronics, which were 

threatened with loss of market share due to the yen appreciation after 
1985. The share of electronics and automobiles in JEXIM FDI loans 

jumped from 2 percent and 12 percent, respectively, in 1985 to 22 per­
cent each in 1999. Not surprisingly, as Table 5.2 shows, the sectoral 
br�akdown of Japanese public credit for overseas investment closely 
mmors the evolution of the industrial composition of Japanese FDI 
flows: from raw materials extraction and light manufacturing, to en­
ergy intensive industries, to export assembly sectors. 

This close correspondence between the portfolio of public credit 
and the industrial composition of overseas investment flows under-
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scores the extraordinary reliance by firms in raw materials sectors and 

structurally depressed industries on government loans to finance their 

FDI projects. The most extreme case is that of iron, steel, and non­

ferrous metals. The share of public FDI loans over total FDI in these 

industries averaged 55 percent in the postwar period. Likewise, two of 

the industries that went multinational early on, textiles and lumber­

and-pulp, relied heavily on government loans, which represented 32 

percent and 42 percent of FDI flows, respectively, between 1953 and 

1970. At the peak of its overseas investment drive, the chemical indus­

try (particularly petrochemicals) also depended substantially on gov­

ernment finance. Public loans represented 41 percent of overseas 

investment expenditure for this industry in the late 1970s. Even those 

sectors that traditionally self-financed their investment strategies in­

creased their dependence on public finance during troubled times. For 

example, while the share of public credit over FDI expenditure was 

only one percent in the electronics industry in the early 1980s, it in­

creased to 15 percent in the 1990s.1 Thus, throughout the postwar pe­

riod, the Japanese government used public resources to support private 

overseas investment selectively, and corporations were willing recipi­

ents in their efforts to enhance their global competitiveness. 

State FDI Finance and the "Hollowing-Out" Debate 

Over time, this active pace of overseas investment across many indus­
tries raised fears of de-industrialization, a phenomenon referred to as 
"hollowing-out" (kudoka) in Japan. In the mid-1980s, kudoka became a 
catchphrase and was widely discussed in the media and in academic 
circles. Just as in the United States, proponents of the hollowing-out 
thesis pointed to the possible negative effects on the competitiveness of 
the domestic economy caused by rapid FDI outflow: curtailment of the 
technological base, employment loss, and a low-productivity service 
economy due to industrial migration. In reality, however, the estimates 
of the negative effect ofFDI on employment have varied greatly, as the 
following studies of the electronics industry illustrate. For example, the 
Japan Institute of Labor (19&4, p. 281) estimated that cumulative FDI 
until 1979 had produced a net loss of 30,000 to 58,000 jobs in the elec­
tronics industry (the range depending on whether the replacement ratio 
of exports by FDI was one third or 100 percent). A study by the Japan 
Electrical, Electronic and Information Union (JEIU) (Denki Rengo 1986) 
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concluded that Japanese FDI until 1985 was responsible for 95,000 lost 

jobs, or 5.3 percent of domestic employment in the electronics industry. 
Goto (1990, p. 181), on the other hand, calculated the employment loss 

to be only 31,000 jobs through 1988. In reaction, the JEIU redid its 
study, and claimed a loss of 95,000 jobs in electronics through 1993 

(Denki Rengo 1995, p. 37). A group of Japanese economists concluded 
that job losses attributable to FDI for the entire manufacturing sector 

were 172,000, as of 1993 (Minotani 1996, p. 7). 
All these analyses estimated the net reduction in employment due 

to overseas investment. In other words, they considered both nega­
tive consequences such as export substitution and reverse imports, 
and positive effects such as sales of parts and equipment to overseas 
subsidiaries. However, these studies shared some major shortcom­
ings. First of all, the wide range in the results was caused by an arbi­

trary selection of the replacement ratio of exports by FDI (30 percent 

versus 100 percent). 2 Second, these authors implicitly assumed that 
the same level of exports could be sustained in the absence of FDI. 
However, industries facing erosion in comparative advantage may 
resort to foreign production precisely because of the impossibility of 
maintaining the export drive. In fact, the mainstream view in the FDI 
field is that foreign direct investment is not detrimental to the home 

economy. FDI does not substitute for exports; on the contrary, it en­
hances the international competitiveness of firms and promotes 
higher value added exports. 

Despite this on-going debate about the effects of FDI on the domes­
tic economy, Japanese labor did not oppose preferential finance for the 
multinationalization of manufacturing industries. The Japanese 

unions' stance was all the more remarkable considering the serious 

challenge that organized labor has mounted against much smaller pub­
lic FDI programs elsewhere in the industrialized world.3 Three factors 
explain the benign attitude of Japanese unions toward government FDI 
finance. First, public FDI credit concentrated on declining sectors that 
had lost competitiveness due to excess capacity, high production costs, 
or unfavorable currency realignments. Opponents of state FDI finance 
would have been hard pressed to accuse the state of promoting de-in­
dustrialization when the targeted sectors were characterized by mature 
technologies, low profitability, and downsizing. In fact, many of these 
depressed industries also received subsidies for "labor adjustment." 
For example, Kume (1998, pp. 17(}....71) showed that labor extracted 
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special legislation to protect laid-off workers in those industries la­
beled "structurally depressed." To sum up, FDI has not been consid­
ered the root cause of decline of these industries, and organized labor 
in these sectors has benefited from state relief programs. 

Second, organized labor did not suffer the brunt of adjustment and, 
consequently, was less opposed to overseas expansion. For instance, in 
both textiles and electronics (industries with large workforces that in­
vested actively abroad), job losses were concentrated disproportion­
ately on the nonunionized workforce-small firm employees and 
part-timers, who were mostly female. For example, in 1965 there were 
19,000 men and 88,000 women employed in the cotton spinning indus­
try. As a result of two decades of recession, 69,000 jobs had been lost 
in this industry by 1985. Women disproportionately suffered the loss 
of employment opportunities in cotton spinning: As of 1985, there 
were 63,000 fewer female workers in the industry (Uriu 1996, p. 90). 
During the so-called endaka (high yen) years of 1985-92, which were 
characterized by a very strong yen vis-a-vis the US. dollar, very small 
establishments in electronics registered the most dramatic job losses. 
The share of employment in the TV and radio receiver industry for 
firms with less than 300 employees decreased from roughly 30 to 15 
percent in this period (Solfs 1998, p. 309). Yet, because workers in 
these small firms were not unionized, their interests were too frag­
mented to launch fierce opposition to the relocation of labor-intensive 
production abroad. 

Third, the Japanese government was careful to avoid being accused 
of fostering hollowing-out. Adjustment assistance packages for indus­
tries in structural recession frequently contained clauses on the promo­
tion of both FDI and the maintenance in the homeland of higher 
value-added activities (for example, in aluminum smelting). More­
over, some public financial institutions were quite explicit about pro­
tecting the manufacturing base at home. For example, the Central 
Bank for Commercial and Industrial Cooperatives (Sh0k6 Chiikin, dis­
cussed in further detail below) extended FDI loans with the condition 
that the recipient company keep part of its manufacturing operations in 
Japan (author's interview with Shoko Chiikin officials, Tokyo [1995]). 
The thrust of FDI credit policy was, therefore, not to transfer whole 
manufacturing sectors abroad, but rather to relocate overseas the 
uncompetitive segments of the industry, while maintaining research­
and-development and high value-added activities in Japan. 
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To sum up, the Japanese government channeled an inordinate 
amount of public resources to finance private�sector overseas invest­
ment without provoking the antagonism of organized labor. For the 
government, FDI support was an integral part of industrial policy, 
since it enabled finns with eroding international competitiveness to re­
locate to low-cost locations and meet the challenge of foreign competi­
tors. The internationalization of production was therefore an effective 
means of insulating distressed Japanese firms from the rigors of the 
market. Aware of this, the Japanese government purposely lowered the 
costs of foreign investment through a huge program for preferential 
FDI finance. Interestingly, for most of the postwar period, public FDI 
loans targeted large Japanese enterprises almost exclusively. It was 
only during the prolonged recession of the late 1980s and 1990s that 
political pressure built up to extend, and even increase, the subsidiza­
tion of FDI by small firms. 

"Permeable Insulation" and the Promotion of Small-Firm 

Multinationalization 

Japanese FDI has long been distinguished by the active role played by 
Japanese small and medium-size enterprises (SMEs)4 In 1977, SMEs 
represented 40 percent of all new equity investments, and their share 
peaked in 1988 with a high of 60 percent. During the 1990s, SMEs be­
came highly prominent in FDI flows, as their new equity investments 
overseas accounted for 45 to 57 percent of the total number of invest­
ments. 5 The Asian financial crisis of the late 1990s affected the overseas 
investment strategies of small Japanese enterprises and, in its wake, 
annual cases of equity investment. dropped from 556 in 1997, to 57 in 1998 
(MITI 2000, p. 391 ). As a resul� SME investment in 1998 represented only 
11 percent of total Japanese FDI. When the Asian economies stabilized, 
Japanese SME investment also resumed, with 80 new cases of investment 
in 1999, but this was still a far cry from the earlier levels. 

Japan's SmaU Firm FDI 

D
.
espite the recent cyclical downturn, in comparison with other coun­

tnes,
_ 
Ja�an 's s

_
mall enterprises have shown extraordinary dynamism as 

multmatmnal mvestors. For example, from the late 1980s to the early 
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1990s, Japanese SMEs were responsible for more than half of all new 
equity foreign investments. In contrast, small enterprises in the United 

Kingdom accounted for only 25 percent of all foreign affiliates, Swed­
ish SMEs for 23 percent of overseas subsidiaries, and small firms in the 

United States for a mere 6 percent of foreign affiliates (Fujita 1993, pp. 

50, 67-68). 
Table 5.3 breaks down small firm FDI between 1971 and 1999 by 

country and industry. Japanese SMEs traditionally focused on com­
merce and services in their investments abroad, but during the 1990s, 

they shifted toward manufacturing in their FDI strategies. Within 
manufacturing, the machinery sector made up about one-third of 

small-firm outward investment through the entire period. In the early 
stages of SME multinationalization, light industry investments were 

very important. The combined share of the textiles and miscellaneous 

sectors represented more than half of total FDI accumulated through 

1971 . From the mid-1970s to the mid- l980s, the processed food sector 

registered a large share of SME outward investment. More recently, an 

unprecedented boom in textile FDI enabled this industry to capture a 

45 percent share of all SME outward investment between 1991 and 

1994, and 36 percent between 1995 and 1999. Machinery, textiles, and 
miscellaneous manufacturing have, therefore, been the core activities 

of SMEs in their industrial operations abroad. 
Small firm FDI has also shown a distinct pattern of location. For 

manufacturing, Asia was the dominant destination, followed at a dis­

tance by North America and Europe. During the yen appreciation of 

the 1990s, a renewed concentration of Japanese small firm investment 

in the Asian continent was evident (with as much as 86 percent of all 

new equity investments taking place in this region). Within Asia, until 

1985 almost all investment occurred in Korea and Taiwan. In the 
middle of the 1980s, Southeast Asian countries became more attractive 

to Japanese SMEs seeking to establish and/or expand their production 
networks abroad. In the 1990s, China emerged as the leading destina­
tion for small firm FDI, particularly from the textile industry. In the 

last decade, close to half of all SME investment cases were located in 
China. The predilection of Japanese small firms to invest in neighbor­
ing developing countries in Asia also sets apart Japanese SME FDI, as 
small enterprises in other countries predominantly select industrialized 
nations, given the higher risks associated with emerging markets 
(Fujita 1998, p. 66). 
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Finally, Table 5.3 shows that the post-1985 yen appreciation 

marked a watershed in small firm manufacturing f'DI. In the second 

half of the 1980s, industrial investment cases totaled 2,388, far sur­

passing the previous cumulative postwar record of 1,691 FDI projects. 

The internationalization of Japanese SMEs continued until the finan­

cial crisis of the late 1990s. SME industrial FDI proceeded briskly, 

with close to 3,000 cases of new equity investments abroad. These 

high numbers can be explained as attempts by Japanese small enter­

prises to relocate production abroad in order to avoid the negative ef­

fects of yen appreciation on export competitiveness, the possible loss 

of clients due to the wave of large firm FDI, and sluggish domestic 

sales due to domestic economic contraction. But the unprecedented dy­

namism of small firn1 manufacturing FDI was also a product of sub­

stantial government FDI finance. The 1990s witnessed growing FDI 

subsidization for small firms besieged by the prolonged recession at 

home and by financial turmoil in Asia in 1997-98. 

Public Credit for Small Firm Multinationals: 
Adjustment or Compensation? 

The most remarkable feature in the process of international adjustment by 

Japanese SMEs in the aftermath of the sharp yen appreciation in the mid-

1980s was that for the first time the Japanese state was willing to offer 

substantial financial suppon for overseas relocation to troubled small en­

terprises. Although the Japanese government had inaugurated the FDI loan 

program through JEXIM in 1953, the bank targeted large enterprises al­

most exclusively. Before the "high yen" crisis in 1986, the Japan Over­

seas Development Corporation (JODC) was the only public financial 

institution that provided FDI loans for SMEs. JODC was established, with 

the backing of MIT!, in 1970 to facilitate imports of natural and energy 

resources from Asia into Japan. As early as 1973, MITI began to fund pet 

FDI projects in the developing world through JODC. Overseas invest­

ment credits for small businesses were initially offered at very attractive 

terms: no interest payments except for a 0.75 percent fee charge, and long­

term repayment periods of up to 20 years. Eventually, though, these sub­

sidized loans strained JODC's financial resources, and interest rates were 

charged (Oishi 1994, p. 21 ). Nevertheless, overall lending remained fairly 

small: In 24 years, JODC financed a total of 180 overseas projects by 

SMEs, for a total of $91.2 million. 
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There were two main reasons why Japanese SMEs resorted to JODC 
financing rather hesitantly. First, JODC' s decision-making structure 
hampered rapid selection and implementation of projects, since a com­
mittee that met only three times a year had to approve each project.t> 
Second, unti11984 a fade-out clause discouraged Japanese SMEs from 
turning to JODC by stipulating that firms were obligated eventually to 
transfer ownership to the local partner (Oishi 1994, p. 17). These were 
powerful deterrents for small firms seeking public financial assistance 
to relocate production abroad. 

Consequently, small firms remained dissatisfied with the existing 
loan programs in support of their overseas investment. Bowing to the 
demands of their lobby, in 1976 the Diet passed a resolution calling for 
increased JEXIM support of SME operations. JEXIM complied on the 
surface by starting an investment consulting service, by attaching pref­
erential conditions to SME loans, and by strengthening institutional 
connections with banks specializing in SME financing (JEXIM 1983, 
p. 321). However, because JEXIM was bound by law to adhere to ex­
acting lending requirements (in terms of acceptable collateral and lim­
its on interest rate subsidization), it effectively had little choice but to 
remain a banker primarily to large firms. Small enterprises were 
clearly disappointed. In a 1979 survey, SMEs ranked the lack of long­
ternl low-cost financing for FDI projects as one of the main problems 
in government policy (Takisawa 1982, pp. 69-71). 

The Japanese government did not tackle the direct financing of 
small firm multinationalization until pressed by a severe adjustment 
crisis during the late 1980s and 1990s. Sharp yen appreciation, rising 
import competition from developing Asian countries, a prolonged do­
mestic recession, and loss of the client base due to growing foreign 
sourcing by large assemblers operating overseas, produced a severe 
environment in which many SMEs struggled to survive (MITI 1994b, 
pp. 3� 7). As part of its broader package to promote industrial restruc­
turing, in 1987 the government opened a special FDI loan program in 
the three public financial institutions that specialized in small firm 
credits: the Sh6k6 Chiikin, the People's Finance Corporation, and the 
Japan Finance Corporation for Small Businesses (JFS).7 

The 1993 Small Firm Restructuring Law revised the special lending 
pr�gram for FDJ.S The goal was to assist SMEs in coping with the deep­
emng process of structural change through diversification and overseas 
investment. The Restructuring Law limited the supply of preferential 
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FDI credit to firms in manufacturing, publishing, software, and informa­
tion services. To qualify for these soft loans, a small firm had to have 
suffered from a decrease in production of more than 10 percent for three 
consecutive months within the previous three years; the law made spe­
cial provisions for exporters and subcontractors, who needed only to 
prove that their production had decreased more than 5 percent for three 
months in a row in the last three years (MITI 1993a). Conceivably, these 
groups were singled out because they suffered the most from the appre­
ciation of the yen and the overseas relocation of large firms. 

Access to preferential FDI lending was further eased in May 1995 with 
reforms to the Small Firm Restructuring Law. From then on. to participate 
in this program firms needed only to prove that within the past three years 
they had experienced a 5 percent reduction in production for three con­
secutive months, and had to submit a plan either to manufacture a slightly 
different product, renovate part of their equipment, initiate training pro­
grams, or conduct a survey on manufacturing conditions in a foreign loca­
tion (MITI 1995). The most important innovation in the 1995 reform was 
the introduction of loans from the Association for Small and Medium­
Sized Businesses. This institution provided soft loans for the improvement 
of SMEs with a 15 to 20-year repayment period, a fixed low interest rate, 
and in special cases no interest at all. 9 

The subsidization of small firm FDI intensified with the Asian fi­
nancial crisis. In December 1998, in order to assist Japanese SMEs 
operating in Asia to resist the local credit crunch, the three public fi­
nancial institutions for SMEs adopted a new FDI financing scheme. 
Subsidiaries of Japanese SMEs in Asia could now obtain soft loans for 
working capital (previous FDI loans had been restricted to equipment 
investments). Moreover, loan applicants with insufficient collateral 
could instead submit loan guarantees issued by the Association for 
Credit Guarantees (Shinyo Hosho Kyokai) (author's interview with 
JFS officials [January 2001]). 

Through these soft credits, public SME financial institutions 
played an important role in supporting the overseas expansion of 
smaller Japanese enterprises. One institution alone, the Japan Fi­
nance Corporation for Small Businesses, extended $624 million in 
FDI loans for 909 projects, wliich represented close to 10 percent of 
overseas investment cases of Japanese SMEs between 1987 and 
1999. And yet the impact of the special FDI financing program on 
SME industrial adjustment remained questionable. Far from target-
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ing firms with a high potential to contribute to adjustment, entry con­
ditions were easy enough to result in general access. Due to the eco­
nomic stagnation of the 1990s, most firms recorded a decrease in 
production sufficient to qualify for subsidized FDI finance. Reveal­
ingly, the government undertook no systematic follow-up on indus­
trial adjustment achievement. Although information on particular 
cases could be obtained from the prefectural governments or public 
financial institutions that oversaw the credit process, the government 
made no effort to gather and analyze data to verify that the stated 
goal of adjustment had been met. 10 

As the adjustment problem of SMEs proved intractable, the subsidi­
zation element in public credit for industrial diversification and inter­
national expansion grew. Interest-free loans, and no-collateral loans 
earmarked for working capital, for SME subsidiaries in Asia were 
added to the menu of public FDI loans. Further reflecting the 
politicization of small firm FDI credits was the preference given to 
projects endorsed by the politically conservative local chambers of 
commerce. Projects sanctioned by these chambers benefited from 
lower interest rates than the standard FDI loans offered by the three 
SME financial institutions (Soils 1998, p. 97). ll The growing govern­
ment support for small firm multinationalization was in line with the 
long-standing practice of using FDI credit to facilitate the industrial 
adjustment of sectors with eroding competitiveness. Partially reflect­
ing the political clout of the small firm lobby, FDI credit for small 
enterprises became even more overtly subsidized than the FDI loans 
furnished to large enterprises through the JEXIM (where collateral was 
required and interest rates were close to market levels). In this way, 
public finance of small Japanese transnational corporations is a prime 
example of Calder's ( 1988) "politics of compensation" model, 
whereby politically powerful but inefficient producer groups are gen­
erously subsidized at times of crisis. In fact, during the 1990s the 
politicization of government FDI finance proceeded even further than 
previous instances of compensation. 

Permeable Insulation and FDI Subsidies: Old and New 
Responses to Globalization 

The concept of penneable insulation captures well the dynamics of 
change in the institutional framework for FDI finance during the 1990s, 
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with its emphasis on overt subsidization of small-firm FDI, and grow­
ing politicization of public finance more generally. In the post-develop­
mental stage, the Japanese state remained primarily concerned with 
shielding domestic firms from unrestrained market competition, but its 
policies were both less cohesive-with more decentralized policy imple­
mentation-and less effective, having lost many of its direct levers on 
industry to deregulation. 

The process of change for Japanese state FDI finance reflects both 
strong continuities with past policy approaches and sharp departures in 
policy-making structures, especially as the MOF saw its authority over 
industrial public finance challenged by growing politician activism. 
The single most important continuity with the past was the core objec­
tive of the FDI credit policy: to help Japanese firms weather adverse 
shifts in comparative advantage, by supporting adjustment in the form 
of overseas relocation. In other words, the Japanese government con­
tinued to respond to the threats of globalization posed by increased 
competition with foreign producers (experienced both in reduced ex­
port competitiveness and growing import penetration) with another 
form of globalization: the multinationalization of uncompetitive indus­
tries and weak firms. Grimes (see Chapter 3) finds a similar logic at 
work where the Japanese government promoted yen internationaliza­
tion to shield firms from the risks of sharp currency realignment. Care­
fully supporting internationalization to facilitate Japanese enterprises' 
adjustment to the vagaries of the world markets seems to have in­
formed Japan's foreign economic policy across several issue areas. 

Importantly, economic stagnation, intensified inter-party competi­
tion, and curtailment of bureaucratic power during the 1990s caused 
unprecedented changes in Japanese FDI finance as welL For the first 
time, the Japanese state directly assisted the international adjustment 
strategies of small firms. While the government had offered substantial 
financial aid to the small firm sector for its domestic activities in the 
past, the demand of this lobby group for cheap credit for international­
ization went unanswered until the prolonged contraction in demand for 
SME production that set in during the mid-1980s. Once the road to soft 
finance for small-firm FDI was paved, SMEs benefited from ever-in­
creasing subsidization and the involvement of a larger number of pub­
lic financial institutions. Political compensation seems to have 
overshadowed a genuine concern with economic restructuring. 

The proliferation of public financial institutions for heavily subsi-
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dizing SMEs' overseas investment is all the more remarkable, given 
the on-going administrative reform campaign to streamline the bureau­
cracy and eliminate the inefficient allocation of resources. The move­
ment for administrative reform acquired new life after the collapse of 
the financial bubble set the stage for a fiscal crisis in the mid-1990s. 
The Japanese government, pressed to step up its pump-priming efforts 
and faced with diminishing tax revenues, incurred ever-increasing 
budgetary deficits financed through bonds. During the 1990s, the calls 
for administrative reform also intensified due to the public's disen­
chantment with the government's attempts to rationalize public corpo­
rations and agencies, and because of widening mistrust of ministries 
such as the MOF, after a series of scandals and bankruptcies rocked 
Japanese financial circles. 

Party politics also made their imprint on the evolution of adminis­
trative reform during the tumultuous 1990s. In 1994, a new coalition 
government (LDP-Sakigake-Social Democratic Party) sought to de­
liver its promise of bureaucratic rationalization by streamlining public 
financial organizations. Agencies dealing with international finance 
were deemed an easier target than those extending credit to vocal do­
mestic constituencies, such as the Japan Finance Corporation for Small 
Businesses or regional development banks. 

Therefore, the fate of the JEXIM (a self-sustaining public agency 
receiving no subsidies from the budget) was the first to be sealed under 
the banner of administrative reform to eliminate and/or streamline in­
efficient public corporations. Three options were considered for the re­
organization of the JEXIM: (1) its dismemberment by reallocating 
import finance to the Japan Development Bank (JDB), and "untied" 

loans and bank loans to the Overseas Economic Cooperation Fund 
(OECF); (2) integration of the JDB and JEXIM; and (3) a merger be­
tween the OECF and JEXIM. In the spring of 1995, the Diet committee 
in charge of this matter finally decided on the third option-merging 
Japan's foreign aid agency with the main government bank in charge 
of large-firm export and FDI lending (Kokusai Jiinaru 1995, p. 12). 

The JEXIM and OECF, in the past at loggerheads over the demarca­
tion of their operations, had to overcome four major challenges as they 
were forced to integrate. 12 Japan had long been accused of using its aid 
program to benefit Japanese exporters and investors. To address this 
international criticism, the first major concern was to keep the official 
development assistance (ODA) program separate from other official 
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credits (i.e., for export and FDI). The second concern was the impact 

of the merger on the financial soundness of the new organization. 
JEXIM was a profit-generating bank, whereas the OECF had fre­

quently incurred losses due to its concessionary loans and grants. Es­

pecially worrisome was the negative effect that balance-sheet 

consolidation could have on bonds issued in the Euromarket. Third, 

there was concern over the bureaucratic constraints imposed on the 

new institution's decision-making process. While the JEXIM had en­
joyed much autonomy in its daily business operations (consulting only 

with MOF), the OECF had been much more constrained, since it re­
ceived tax money and four ministries monitored all of its government 
loans.13 A final concern was how the previously separate programs of 

private sector investment finance could be integrated. Indeed, it is little 

known that Japan's premier ODA agency-the OECF-also fmanced 
private investment in cooperative projects in the developing world.14 

In the face of these obstacles, it is perhaps not surprising that, as of 
2001, the brand-new Japan Bank for International Cooperation (JBIC, 

Kokusai Kyoryoku Ginko) showed only minor integration of former 

JEXIM and OECF operations. The new bank worked with two strictly 

separate accounts: the international financial activities account (i.e., the 

former JEXIM activities of export, import, FDI, and untied loans); and 

the overseas economic cooperation operations account (covering the 

former ODA and private-sector investment finance programs). In other 
words, although public international finance was nominally unified un­

der one institutional roof, little real integration took place. In the area of 

FDI finance, the overlap was glaring, with two separate finance pro­

grams for overseas investment and no functional integration in sight. In 

the end, cynics argued that the major consequence of the merger was 
political, in that the MOF was deprived of an important position for 
placing retired high-ranking officials by losing one governorship. 

In post-developmental Japan, the LDP and its coalition partners 
have been more vocal in shaping the institutional framework for FDI 

finance. The long-term impact of recent political initiatives on public 

FDI finance is, however, debatable. Politicians promised heavily sub­
sidized FDI loans to small firms and successfully pushed through the 
JEXIM and OECF merger, despite opposition from the MOF. More 
importantly, the LDP pushed through structural reform of public finance 
in one key area: the Fiscal Investment and Loan Program (FILP). In a 
heated debate between MOF and the LDP, the party prevailed in termi-
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nating, as of April 2001, the all-important legal requirement that postal 

savings and public pension funds be deposited with MOF. These re­
sources had formed the core of Japan's financial industrial policy, 

whereby MOF allocated the money to the vast network of public finan­

cial institutions and corporations (including all FDI financing agencies 

discussed in this chapter). 

Although as of2001 it was still too early to determine the full impli­
cations of this fundamental change for public FDI credit, it did repre­

sent a major loss for the MOF of a key lever over industrial credit. 

Government fmancial institutions would have to restructure their fund 

procurement practices once FILP loans were eliminated. After a transi­

tion period, the public financial institutions would be expected to fi­
nance their activities mostly by issuing agency bonds, and secondarily 

from FILP bonds and budget subsidies. However, not all public finan­

cial institutions seemed equally prepared to raise funds in private mar­

kets. For example, while the former JEXIM had ample experience with 

bond issues, other FDI credit-disbursing agencies did not (such as the 

JFS and the People's Finance Corporation). The impact of FILP re­

form on the ability of government FDI agencies to obtain low-cost 

capital to continue subsidizing overseas investment is, therefore, a key 

question for future research.15 

Conclusions 

Government support of FDI has been a long-standing feature of Japa­

nese industrial policy. Early on, a developmental state concerned with 

technological upgrading, export promotion, and the protection of do­
mestic markets from import penetration embraced FDI finance to foster 
natural resource procurement and industrial restructuring. Indeed, this 

chapter has shown that public FDI credit disproportionately targeted 

firms with dwindling international competitiveness, due to high labor 

or energy costs or unfavorable currency realignments. Through prefer­
ential credit, therefore, the government promoted the internationaliza­
tion of production so that firms could adjust to adverse market trends. 
Insulating domestic firms from negative shifts in comparative advan­
tage largely motivated the Japanese government FDI finance program. 

Significantly, the Japanese government managed to run the largest 
FDI loan program in the world without antagonizing organized labor. 
In sharp contrast to the behavior of unions in other industrialized na-
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tions, which challenged the legitimacy of much smaller public FDI fi­

nance programs, Japanese unions did not oppose public subsidies for 

foreign investment by Japanese private enterprises. Because the gov­

ernment FDI credit targeted structurally depressed industries for state 

support in labor adjustment, unions came to consider overseas invest­

ment not as the root cause of the decline, but as subsidized adjustment 

helping to maintain the higher value added segments of the industry 

within Japan. 

The most important features of the FDI finance framework were not 

affected by organized labor, but by the small firm lobby and by the 

coalition governments of the 1990s. As the economic condition of 

Japanese SMEs deteriorated due to sharp yen appreciation in the 

1980s, the bursting of the bubble in the early 1990s, and financial tur­

moil in Asia at the end of the decade, the Japanese government sup­

plied increasingly softer financing for overseas investment by SMEs. 

Moreover, the activism of the LDP and its coalition partners was evi­

dent at two critical junctures: the JEXIM-OECF merger, and the FILP 

reform. In both instances, the coalition political parties successfully 

neutralized the MOFs opposition to the proposed changes in public 

FDI finance. 

Therefore, the process of change in Japanese public FDI credit in 

the last decade exhibits not only strong continuity in the goals behind 

government preferential finance, but also important changes in the op­

eration of government financial institutions. As suggested by the ''per­

meable insulation" concept, Japan will persevere in its attempts to 

buffer domestic firms from shifts in comparative advantage through 

FDI credit, but it seems that the system will be increasingly decentral­

ized with the involvement of more agencies, and more overtly politi­

cized as politician-controlled budget subsidies come to play a larger 
role in public industrial finance. 

Notes 

1. Estimated by the author with data provided by MOF and JEXIM. For more 
detailed analysis and data sources, see Solfs (1998). It is important to note that, 
although the electronics industry's reliance on government FDI credit increased during 
the 1990s, its dependence on preferential credit did not approach that of structurally 
depressed industries. The share of public FDI loans over FDI expenditure for preci­
sion instruments hovered around only one percent during the postwar period; Nelson 
(see Chapter 6, this issue) provides a good counterpoint to the argument developed 
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?ere, by analyzing the rTII strategies of industries that self-financed their foreign 
mvestments. 

2. This criticism does not apply to Goto ( 1990), who estimated the elasticity of 
exports to FDI to avoid this problem. 

3. Labor and management in the United States have often been at odds over 
the merits of foreign direct investment for the home economy. American labor has 
argued that outward direct investment results in job losses, reduces the potential 
for domestic employment creation (since the manufacturing base is relocated over­

?eas), diminishe: labor
_
's share of the national income, and weakens the bargain­

mg power of umons given the international immobility of labor versus capital. 
American labor unions have in the past actively resisted the emigration of U.S. 
industry. The most ambitious effort to diminish the mobility of U.S. multinational 
corporations took place in 1971, when the AFL-CIO endorsed the Burke-Hartke 
bill. The main features of this draft legislation were presidential licensing for all 
FDI projects with employment effect as the main criterion, corporate disclosure 
of international activities, and curtailment of offshore manufacturing. Although 
Congress reJected the Burke-Hartke bill, suspicions about the negative effects of 
multinational companies on American labor have not died away (see, for instance, 
Browne and Sims 1993). 

4. In manufacturing, SMEs are officially defined as enterprises with fewer than 
300 employees and less than ¥100 million in capital; in wholesale trade, as firms 
with not more than 100 employees and ¥30 million in capital; and in retail trade, as 
enterprises with less than¥ 10 million in capital and fewer than 50 employees (Fujita 
1993, p. 55). 

5. Undoubtedly, the weight of Japanese SMEs in total FDI is larger when mea­
sured by number of investments than when measured by the value of the capital 
outflow. Unfortunately, the Japanese government does not disclose the financial 
amount of SME overseas investment, so it is not possible to verify this. 

6. Interview with JODC officials (August 1995). 
7. MITI conceived of the following adjustment strategies for SMEs: transition 

to higher value-added production in the same industry or product, minimization of 
nsk 

.
through developn:ent of supplier relations with several customers, foreign di­

rect mvestment to avmd Iosmg markets to local suppliers, and entry into new indus­
trial fields (MITI 1994a, pp. 171-72). 

8. "Law for Smoothing the Advance of Small and Medium-Size Firms into 
New Fields" (ChiishO kigyo shinbunya shinshutsu nado enkatsukaho). 

. ?·The Association for Small and Medium-Sized Businesses (Chiisho Kigyo 
Jtgyodan) was established in 1980 under MilTs supervision.lts finance operations 
were not very large. For example, in the early 1990s the association's annual ap­
�roved loa�s ranged b�tween ¥200 and ¥250 billion. Contrast this to JFS's lending 
volume of¥2.4-2.8 trllhon per year in the early 1990s (:'1-Jakagawa et a! 1994 pp 274 
460). 

. ' . ' 

10. Interview with officials of the Planning Division at MITI 's Small Enterprise 
Agency, Tokyo (June 1995). 

II The control wielded by the local chambers of commerce in approving the 
softest loans for FDI only ratifies existing practice, since these chambers have since 
the 1970s authorized the no-collateral loans for SME domestic investment (Calder 
1988, p. 346). 
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12. Interviews with JEXIM and OECF officials, Tokyo (September-October 1995). 
13. The ministries supervising OECF were: MITI, MOF, the Economic Planning 

Agency, and the Ministry of Foreign Affairs. 
14. OECF equity finance played a pivotal role in the overseas relocation of 

heavy industries during the 1970s and 1980s (Solfs 1998). OECF's private sector 
investment finance program totaled $2.5 billion between 1961 and 1999 (OECF 
1999). 

15. Moreover. reform of Japanese public finance was an on-going process, with 
heated debate on further reform of the postal savings and major restructuring of the 
public corporations. 
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Integrated Production 
in East Asia 

Globalization Without Insulation? 

Patricia A. Nelson 

Economic integration in East Asia was by 2001 a fact. It was character­

ized by the strong presence of Japanese multinational corporations 

(MNCs) that had expanded their manufacturing facilities to East Asia, 

particularly since 1985, and had integrated their production networks 

across several countries. It was also directly influenced by the rapid 

growth of China as an attractive target for foreign direct investment 

(FDI), especially during the 1990s. At the same time, Japanese MNCs 

were faced with high prices and continued stagnation at home. Com­

pared with the cost of doing business elsewhere in East Asia, Japan was 

simply too expensive. This chapter explores how the globalization of 

Japan's multinationals (and their subsequent integration of production 

in East Asia) influenced the political economy of Japan, and specifi­

cally addresses a problem common to all advanced industrialized na­

tions: the tension between highly globalized firms and the state. 

The story that unfolds in this chapter is one of irony and permeable 

insulation. I argue that throughout the 1990s and into the early t•venty­
first century, Japanese multinationals led the process of change. In 
other words, Japan's insulated economy was forced over time to be­
come permeable through the actions of many top firms. How did this 
happen? The postwar industrial policy of export promotion stimulated 
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Japan's highly successful economic growth after World War II, and 

allowe� many firms to become leading world multinationals. Export 

promotiOn worked so well that eventually global market conditions 

forced many firms (notably electronics and automobile firms) to relo­

cate much of their manufacturing overseas-and a good deal of this 

went to East Asia. Fears grew in Japan of a "hollowed out" industrial 

structure, as more and more firms moved manufacturing to East Asia 

and Japan became more dependent on reverse imports-that is, goods 

produced abroad by a Japanese company or its subsidiary, and im­

ported into Japan. Ironically, all of this was caused by Japan's top 

firms, the same firms that brought Japan to its postwar peak of indus­

trial strength. Japan's MNCs, the beacons of its twentieth century suc­

cess, became the nation's twenty-first century headache. Could an 
economic structure designed to support export promotion be recon­

ciled with a growing dependence on reverse imports? 

. 
Set again�t a backdrop of the historical dynamics within the region, 

thts chapter Is structured around three themes: the impact of globaliza­

tion on Japan's economy and business, FDI patterns of Japanese 

MNCs in East Asia, and the link between production networks and the 

rise of reverse imports to Japan. All three of these themes have af­

fected the structure of the Japanese economy and the direction of 

Japan's economic policy. Throughout the "lost decade" of the 1990s, 

Japan was confronted with economic recession, government scandals, 

bureaucratic reorganization, and a revolving door of political leader­

ship. In this climate, government policy toward MNCs was immature 
but evolving and, by 2001, Japan's multinationals had forced a re­

thinking of Japan's economic and business policy. 

Both automobiles and electronics were key elements of Japan's 

old export-oriented structure, and both held valuable lessons about 

the
.
tra�sformatio� of the Japan's economic structure through the glo­

bahzatiOn o� leadmg MNCs. It is useful, therefore, to contrast briefly 

�he electromcs and automobile industries. The two industries differ 

m both structure and orientation. Automobile firms that were tied to 

supply chain networks often encouraged their small and medium-size 
suppliers to mo:e to East Asia with them, aided by preferential gov­
ernment financt�g (see Chapter 5). The electronics industry was 
large a

.
nd very dtverse; some firms pursued the same supply chain 

strategtes as the automobile firms, while others did not. These latter 
firms chose, for example, to source parts and components from East 
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Asia and elsewhere based on price and quality, rather than particular 
historical or business ties. More so than for the automobile industry, 
electronics manufacturing was highly cost sensitive and technology 

driven. It was composed of some of Japan' s-and the world's-most 
competitive companies, and many ran on very short product cycles 
(sometimes only three to six months between new models). During the 
1980s, the electronics industry faced few, if any, constraints by local 
governments during the negotiation of overseas investments, because 
electronics investments were often welcomed as a part of the local 

government's development strategy (Doner 2001 ). 
This chapter analyzes firms that are active in optics-based produc­

tion. As one of Japan's most internationally competitive sectors, op­
tics-based products cross many sectoral boundaries, but are at least 
partially included in the electronics industry. As an example of the 
complexity of the sector, in 2001 the Ministry of Economy, Trade and 

Industry (METI) classified cameras and copiers as precision instru­
ments. facsimiles as telecommunications equipment, and digital cam­
eras as audio-visual equipment. Despite the statistical challenges, these 
firms served as an excellent example of integrated production, because 
they led the world in many optics-related technologies, such as opto­
electronics and products with optics as their core technology (includ­

ing cameras, photographic lenses, "steppers" used for semiconductor 
fabrication, photocopiers, facsimiles, microscopes, and endoscopes). 
The market leading firms excelled first in consumer products and later 
expanded their range and depth to include, for example, medical op­
tics, business applications, and a variety of industrial optics.1 In 2001, 
fourteen firms led the industry, the most notable of which were Canon, 
Hoya, Kyocera, Nikon, Minolta, Olympus, Ricoh, and Asahi Optical/ 
Pentax.2 All of these firms had been highly active participants in East 
Asian FDI, beginning as early as 1966. 

Optics-based firms differed significantly from the computer and re­
lated industries (such as the hard disk drive industry) because the com­

petition was primarily among Japanese firms, and it took place mainly 
in East Asia. Analyses of specific sectors within the electronics indus­
try revealed that Japanese MNCs faced a resurgence of American and/ 
or European MNCs during the 1990s (Borrus 2000; McKendrick, et al. 
2000). Something similar was not likely to happen among the optics­
based MNCs as of 2001, because Japanese firms dominated the key 
technologies and appeared set to do so into the near future. Digital 
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products-including cameras, video cameras, multifunction office ma­
chines, and the like-have added a new twist to the dominance of these 
Japanese MNCs, but rather than threatening their position, digital tech­

nologies appeared likely to enhance it. This is because digital products 
required digital optics either to assist inferior components to produce 
clear images, or to enhance, to the highest degree, the clarity of images 
produced by top-quality digital components. And in 2001, these tech­
nologies were still evolving. 

The next section presents a brief account of the background of 

Japan's export promotion policy. Thereafter follows a discussion of 
when and how East Asia became the most important target for Japanese 
manufacturing FDL The next section analyzes the optics-based firms' 
production strategies and regional integration in East Asia. The data pre­
sented there confirm that integrated production centered on Japanese 
MNCs meant that Japan was a manufactured goods importer, and could 

no longer rely on exports as a driver of economic growth. Finally, the 
implications for Japan of its changed economic structure are considered. 

Background 

It has been argued that Japan's economic growth was structurally depen­
dent on exports (Vestal 1993; Katz 1998; Sumiya 2000). This meant that 

Japan depended on the profits from exports to lift economic activity in the 
domestic economy. The more Japan exported, the better off the economy 

would be. Export dependence worked very well in Japan for nearly fifty 
years, but by the 1990s it was no longer viable. Instead, Japanese MNCs 
(which were the former exporters) began to introduce their products into 

Japan through reverse imports, mainly from East Asia. Price pressures, 
including the cost of labor in Japan, negatively affected the international 
competitiveness ofJapan's leading manufacturers (of, for example, home 

and consumer electronics, motor vehicles, and office equipment). Their 
expansion into and subsequent growth within the global marketplace ne­
cessitated cost cutting for firms to remain competitive and maintain mar­
ket shares. The result was a "hollowing out" (or de-industrialization) of 

Japan's ?asic levels of manufacturing, coupled with a rising demand for 
reverse 1mports of many goods. It also meant that to survive, Japanese 
MNCs had to hold a strong manufacturing position in East Asia's inte­
grated production networks. This section briefly describes how Japan 
moved from its old economic structure to a new one. 
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Export-led growth was an outcome of Japan's postwar policy of ex­

port promotion, a policy that was actively pursued during the initial 

stages of Japan's economic recovery. The East Asian security umbrella 

provided by the United States, and the open U.S. market, also allowed 

Japan to focus on exportable goods for economic recovery. The logic 

for export promotion was sound, and the policy was highly suited to 

Japan's economic recovery after 1945. Japanese firms were restricted 
to manufacturing civilian (or consumer) products-specifically, neces­

sities or luxuries with positive to high income elasticities of demand, 

or high value-added goods. Their target markets were the industrial­

ized nations-first the United States, and then Europe-where people 

could afford expensive, technologically advanced goods. 

The industries targeted for early recovery required few imported in­

puts. This meant that for every item sold overseas, a high percentage of 

foreign exchange (U.S. dollars) was earned. Japan crucially needed 

U.S. dollars to pay for imports of raw materials, energy, and technol­

ogy that were directed to existing and emerging export-oriented sec­

tors of the economy. The government controlled the allocation of 

foreign exchange by the "link system," which meant that a firm�s ex­

port performance was linked to the amount of foreign exchange it re­

ceived (ltoh and Kiyono 1988, pp. 169-73). Thus, the more a firm 

exported, the more foreign exchange it would receive to pay for costly 

items such as technology licensing fees or imports. This government 

policy, among others, promoted higher value-added manufacturing to 

bring in more foreign exchange and to encourage firms to excel at ex­

porting. Thus, a firm could benefit from government support and move 

up the technology ladder by producing more and more expensive 

goods (i.e., higher value-added goods) for export. Japan's old eco­

nomic structure was therefore a cycle of constantly upgrading the in­
dustrial structure of export-oriented goods, for example, from bicycles 

to motorcycles, trucks, and cars. 

Japan's exporters quickly proved to be highly capable and effective. 
By the mid-1960s, the income elasticity of Japan's exports, measured 

in terms of growth rates of exports over the period from 1956-57 to 
1964-65, was the highest (at 3.55) of all eleven industrialized countries 

in Itoh and Kiyono's study (1988, p. 157). The lowest were the United 
Kingdom and the United States (at 0.86 and 0.99, respectively). This 
meant that Japan exported a higher share of high value-added goods than 
the United Kingdom or the United States. Notably, however, the income 
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elasticity of Japan's imports was in line with the other industrialized 

nations in the study. These figures indicated that Japan's exports (not 

imports) were very different from the other industrialized countries. 

Japan exported more and more expensive goods over time, just as the 
policy described above would have predicted. 

During the Occupation of Japan, American expectations had been that 

most of Japan's postwar restrictions on trade and investment would be 

removed relatively quickly after economic recovery had been achieved 

(which turned out to be by the 1970s). Up until that time, the U.S. market 

was largely open to Japanese goods, while the Japanese market re­

mained closed to imports (particularly if they competed with foreign ex­

change-earning exports) and to inward FDL The only firms that were 

allowed to invest directly in Japan were those the government deemed 

technologically important, and they were allowed in only if they agreed 

to share some of their technological expertise with Japanese firms (Ma­

son 1992a). The U.S. economy was left open to Japanese imports, be­

cause the Japanese economy was perceived as being weak and in need of 

help. Without the open export markets in the United States from the 

1950s, and in Europe from the 1960s, the Japanese economy and the 

export-oriented industries might never have grown and prospered. 

To finance Japan's export promotion, commercial banks (or the city 

banks), long-term credit banks (e.g., Industrial Bank of Japan), and 

several government lending institutions such as the Japan Develop­
ment Bank (JDB), provided both long- and short-term lending. Indus­
tries that received loans from the JDB could more easily receive 

commercial bank financing, since government (or JOB) lending indi­

cated the industries targeted for expansion by the government (Calder 
1993). Japan's promotion of high value-added exports (coupled with 

domestic market protection) allowed Japan to achieve a balance in its 

merchandise trade in the early 1960s; however, the current account did 

not begin to show a surplus until the late 1960s (Lincoln 1988). 3 

Tariffs, quotas, foreign exchange controls, export tax credits, and 
restrictions on inward and outward FDI and corporate ownership were 

some of the other key policies that allowed Japan's economy to re­

cover quickly after World War II. Military and economic dependence 
on the United States protected Japan from international pressure 
(which grew throughout the 1960s) to revalue the yen and to conform 
to international trading arrangements, at least on paper (see Chapter 4 ). 
Japan was allowed to join the "rich countries" after it lowered tariffs, 
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eliminated quota restrictions, and partially opened the market to FDI. 
By that time, however, many industries were already internationally 
competitive and the old policies of government protection (many of 
which still existed) were no longer necessary. Nonetheless, the pattern 
of exports for growth was continued. 

Japan's economy was still largely insulated from the world 
economy in the early 1980s. Accordingly, Japan's policies led to con­
siderable friction with its trading partners, particularly with the United 
States. Feeding this friction was the fact that many American firms no 
longer manufactured consumer goods in the United States, and instead 
were supplied by, among others, Japanese firms on an original equip­
ment manufacturer (OEM) basis.4 The larger the U.S.-Japan trade im­
balance, the less tolerant the American government grew of Japan's 
export-dependent policies, particularly during the 1980s (Tyson 1992). 
By the early 1980s, Japan had become so dependent on exports that 
over half of its real expansion in gross national product (GNP) in 1980, 
1981, and 1984 was directly due to increased exports. In contrast, 
throughout the 1955-80 period, exports accounted for no more than 
half of Japan's GNP growth (Vestal 1993, p. 182). The United States 
pressured Japan throughout the 1980s to open its markets and create a 
"level playing field" for all firms, Japanese and foreign. 

In spite of this pressure, the Japanese government continued to en­
courage exports throughout the 1990s. However, many Japanese multi­
nationals that were exposed to international competition could not wait 
for the domestic environment in Japan to improve for exporters. In­
stead, they moved much of their production to East Asia where costs 
-especially labor costs, a key factor for many competitive products­
were much lower.5 

Optics-Based Industries 

To illustrate more fully how Japan's old economic structure worked, the 
optics-based manufacturers are used as an example.6 In 2001, the world's 
leading firms in the optics-based sector were those that had profited 
from Japan's export promotion and had survived years of intense com­
petition in Japan, the United States, and Europe. They moved up the 
technological ladder by constantly upgrading and improving the me­
chanics and components of cameras and lenses, and by expanding and 
innovating in related products (such as facsimiles, copiers, microscopes, 
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endoscopes, and other medical equipment). While cameras and lenses 
did not physically look like they had changed significantly, firms were 
constantly upgrading them technologically. The latest of these upgrades 
has been digitization. What follows is a very brief account of how Japan's 
insulated export promotion policies came under threat specifically from 
the optics-based MNCs. 

In the late 1940s and early 1950s, cameras and lenses made in Japan 
were "exported" to American troops stationed in Japan through the 
U.S. military post exchanges (PXs ). When American military person­
nel returned to the United States, they took their Japanese cameras and 
lenses with them, creating a foundation from which additional demand 
could grow and from which exports to the United States could take off. 
Over time (although not at first) exporters were also helped by a very 
favorable exchange rate, which was crucial to maintaining Japan's ex­
port demand and economic growth. 7 

By 1960, many of Japan's highly successful exporters of cameras 
and lenses were still virtually unknown in their home market. One rea­
son was that most consumer goods were luxuries for the average Japa­
nese household in 1950, and as such were subject to import protection 
and excise taxes of up to 50 to 60 percent in the case of cameras and 
lenses. High excise taxes significantly dampened domestic demand, 
while export promotion encouraged the largest and most technologi­
cally advanced firms to concentrate solely on exports. Domestic de­
mand quickly grew, however, once excise taxes had been lowered to 
15 percent by the mid-1960s, and then removed altogether over the 
following two decades (Nelson 1998, p. 110). Because the domestic 
market was protected from imports, firms were able to charge high 
prices at home, and thereby retain a profit at the expense of the Japa­
nese consumer. Schaede's (2000) "sanctuary strategy," or the success­
ful use of the domestic market as a sanctuary for profit, is an apt 
description of this practice. These profits were used to expand the 
firms' dominance in the world market. Export-oriented firms gained 
the most from Japan's postwar economic policies because exports 
were given priority over all else, and a protected domestic market 
brought significant profits. 

The exporters also benefited from government-sponsored initiatives 
to raise both quality and technological standards. They were also en­
couraged to cooperate through, among others, technological develop­
ment and information sharing, although this did not always work. 
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Significantly, the export-oriented firms were given help in developing 

overseas marketing channels, first through Occupation-era PX sales in 
Japan, then in the United States and later in Europe. As noted above, 

Japan's stable exchange rate until 1971 was important in helping many 

Japanese firms build dominant market shares in the United States by 
the early 1960s, and in Europe a decade later. 

All of these activities improved knowledge flows (and a degree of 
camaraderie) among the exporters, but competition and the drive for 
greater market share defined the optics-based industry. By the early 

1970s, economic expansion in the developed countries meant rising 
incomes, more leisure time, and the emergence of a consumer society. 

Because consumers had more money and free time than in the past, 
goods that had previously been perceived as luxury items, such as 

cameras, were demanded by a larger proportion of the population-the 
mass market. Expanded supply and demand translated into growth and 

increased competition for the Japanese exporters. This, in tum, led to 
increased production and saturated markets; MNCs then turned to 
building new markets in East Asia. 

Interfirm rivalry is especially keen in mature, oligopolistic indus­

tries where market shares have been established, and where there are a 
few large firms in specific sectors. In response, many of the leading 

optics-based firms diversified into other related products (including 
photocopiers, facsimile machines, steppers, and endoscopes). Intense 
rivalry in national and global markets fed pressures to achieve econo­
mies of scale to keep prices low.8 Since cameras and lenses (and later 
office equipment, medical products, and similar items) came to be 
more technologically complex and more expensive to develop, mar­

kets had to be large enough to justify very large production of parts, 
components, and finished goods. 

Canon, for example, developed the Canon AE-1, the world's first 
computerized camera, in 1976. A central processing unit was put into 
each camera, reducing the number of camera parts from around 1 ,300 

to roughly 300 (Sandoz 1997, p. 110). Thereafter, cameras were modu­
larized (i.e., built from a limited number of integrated components), 

and became more reliable and cheaper to produce. The retail price of 
computerized single-lens-reflex (SLR) cameras, such as the AE-1, fell 

by between $100 and $150, due in part to economies of scale in com­
ponent manufacturing and to the reduced cost of component assembly. 
Canon led the market with its integrated-circuit (IC) cameras, and 
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sales grew quickly. Component-based manufacturing was a central 
feature of integrated production, especially in East Asia (see below). 

The average price of a mass-market camera remained relatively 
stable over the years, but the camera's technology became increasingly 
complex and firms were forced to cut production costs. Technological 
change also stimulated economies of scope. Firms cut costs by devel­
oping new precision machinery and complementary products that 
could absorb the same or highly similar components. Canon and 
Nikon, for example, developed "stepper" technology through the Very 
Large-Scale Integration (VLSI) project sponsored by the Ministry of 
International Trade and Industry (MITI) in the late 1970s. Through this 
project, Canon and Nikon together gained control of global stepper 
manufacturing. Canon later developed large-scale integration (LSI) to 
supply the firm's various high-technology optics-based products, and 
to continue to raise their technological level. Competition crossed tradi­
tional electronics/optics industry lines in 1981 when Sony launched the 
Mavica, the world's first digital still/video camera.9 In the early twenty­
first century, technological change such as digital technology stimulated 
new production solutions and, given the cost of doing business in Japan 
(due to high labor costs, stagnant growth, and weak domestic demand), 
frrms entered into new manufacturing arrangements, deepening and ex­
panding their previous investments in East Asia. Japanese MNCs thus 
began to effect change in Japan's economic structure. 

The very effective export promotion policies that were originally 
meant to help Japan deal with the challenges of the early postwar years 
eventually came to serve as instruments to insulate Japan's old eco­
nomic structure from international competition. During the "bubble" 
years of the 1980s, land prices and wages levels rose to unprecedented 
lev�ls an� the work week contracted. Subsequently, the cost of doing 
busmess m Japan skyrocketed. In short, the old economic structure 
threa:en�d to suffocate the very firms that had made Japan strong. 
Multmat10nal firms had no choice but to act. They turned to overseas 
production to create a new integrated production structure based in 
East Asia. 

F'DI in East Asia 

In t�e 1 �90s, East Asia ros� to be one of Japan's-and the world's-top 
destmattons for FDI. Despite a downturn after the East Asian financial 
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crisis, the value of Japan's FDI going into the region exceeded that to all 
other emerging markets in 1998 (METI 200 1a, p. 4 ). This section briefly 
traces Japan's involvement in East Asia during the postwar period, in 
order to highlight its long-term nature and the pattern of investment that 
had emerged over time. 

During the 1950s and 1960s, Asia (mainly Southeast Asia) was the 
recipient of roughly one-fifth of total Japanese FDI outflows, taking a 
second place ranking after North America (Mason 1999). By the early 
1960s, these Asian markets were the most important markets for many 
Japanese manufactured products, including steel (35 percent of Japan's 
exports went to the region), textiles (42 percent), and consumer elec­
tronics and home appliances ( 44 percent) (Yoshino 1976, p. 66). Close 
proximity to Japan combined with lower Japanese prices, as compared 
to European or American goods, meant that Japanese manufactures 
found a natural market in East Asia. At the same time, East Asian na­
tions also attempted to protect themselves from Japanese (as well as 
American and European) imports in order to foster their own industri­
alization. Japan depended on the region for imports of a variety of raw 
materials and semifinished manufactured goods that, in some cases, 
were managed by Japanese trading companies. Once direct investment 
to East Asia began to take off in the early 1960s, firms took a "follow­
the-leader" strategy, a common investment pattern observed among 
MNCs in oligopolistic industries dominated by a few large firms. 
Yoshino ( 1976, p. 67) explained: "Any decision by a firm to establish a 
manufacturing subsidiary was seen by its rivals as a threat." This threat 
could only be met through a similar investment by a competing firm 
(i.e., a follower). However, all outward FDI was subject to a govern­
ment approval process prior to the early 1970s, and inward FDI was 
not completely liberalized for another two decades. 

Japanese investment went to East Asia in two distinct waves. The 
first was characterized by relatively modest investments and ran until 
the mid-1970s. The second wave began in the mid-1980s and lasted 
through the 1997 East Asian financial crisis, although investment lev­
els had recovered somewhat by 2001. The first wave of FDI went 
mainly to Hong Kong, Singapore, South Korea, and Taiwan (the four 
newly industrializing economies, or NIEs, of Asia), and was generally 
exploitive (of natural resources, for example) in nature. Japanese firms 
used their investments as export platforms for simple Japanese manu­
factures. Because high fixed costs in Japan made it important for firms 
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to expand and defend their export markets, they began to assemble 
products in East Asia using parts and components exported from Ja­
pan. The primary goal of Japanese firms was to profit from economies 
of scale. 

For industries in which economies of scale are important for keep­
ing products competitive, large export volumes were a key feature of a 
firm's strategy. Between 1951 and 1972, Japanese electronics firms es­
tablished 224 overseas manufacturing subsidiaries (Yoshino 1976, p. 
80). Roughly 60 percent of these investments were made between 
1965 and 1972, mainly into Taiwan, South Korea and Hong Kong, 
three of the NIEs. Data from a 1973 MITI survey of Japanese business 
activity showed that Japanese textile subsidiaries purchased about half, 
steel and consumer electronics subsidiaries purchased about two­
thirds, and precision instrument and automobile firms bought more 
than three-quarters of their raw materials from their parent firms 
(Yoshino 1976, p 68). This meant that Japanese investments and their 
networks of subsidiaries operating in East Asia were tightly controlled 
and closed to outsiders (Borrus 2000). Their objective was to assist 
with manufacturing in Japan, not to replace it. 

Japan's FDI policy changed after the dramatic appreciation of the 
yen in the early 1970s, when relative production costs rose in Japan. 
By 1971, virtually all outward greenfield10 direct investments with­
out financial limits were automatically approved by the Ministry of 
Finance (MOF) (Mason 1992b). Thereafter, FDI to East Asia for 
more advanced manufacturing looked increasingly attractive to lead­
ing Japanese firms. Firms used FDI to sustain and control trade by 
establishing local distribution networks, much as they had done in 
the United States and Europe (Encarnation 1992). The expansion of 
Japanese FDI in East Asia in the 1970s proved only the beginning of 
a much larger phenomenon. 

In the second wave, Japanese firms continued to invest in the NIEs, 
but they also looked for new opportunities to lower manufacturing 
costs in the second-tier NIEs (Indonesia, Malaysia, the Philippines, 
and Thailand), and later in China and Vietnam. The appreciation of the 
yen after 1985, and the subsequent "bubble" years of the late 1980s, 
forced MNCs to escape the high cost of manufacturing in Japan by 
relocating to East Asia. Firms were also quick to develop marketing 
and distribution in the East Asian markets through FDI in order to pro­
tect their market positions. In search of cheap, easily trained labor, 
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firms began to invest in local production in East Asia, often at the invi­
tation and with the protection of local governments. Now, investments 
took on a new role: replacing manufacturing in Japan. 

The real growth of Japanese FDI to East Asia occurred in the second 
wave; it doubled within the decade after 1985. In 1995, the figure for 
Japanese manufacturing FDI (mainly in electrical machinery, chemi­
cals, and metals) heading to Asia was a startling 43 percent, or more 
than $33.5 billion (Mason 1999, p. 31). Partly due to the increase in 
Japanese investments, economic growth in the region took off, and the 
world's attention was fixed on the new "miracle" economies of East 
Asia. Growth in the NIEs was particularly dampened after the 1997 
East Asian financial crisis, but many nations-particularly China­
were still expanding at a rapid pace in 200 l .  The current trend in East 
Asia among all MNCs is for mergers and acquisitions, various types of 
corporate alliances and, if necessary, plant closures (METI 2001a). 

Despite the drop in Japanese FDI flows to the region after 1997, the 
volume of reverse imports arriving in Japan continued to grow un­
abated. The value of reverse imports flowing into the Japanese market 
reached nearly ¥5 trillion in 1999 and accounted for more than 13 per­
cent of Japan's overall imports by fiscal year 1999 (METI 200l b).ll 
Although it is very difficult to measure, intrafirm trade (i.e., trade 
within a firm) was also growing. Intrafirm trade occurs when a com­
pany sends components from one of its manufacturing facilities in one 
country to its assembly factory in another. This might be, for example, 
Canon sending high-technology components from Japan, metal parts 
from its Thai factory, and mechanical parts from one of its Chinese 
factories to its assembly site in China. The intrafirm trade in parts and 
components would be channeled through Canon's parts procurement 
office in Singapore, and would not all appear in Japanese trade figures 
because the flows occurred outside Japan, albeit within Canon. 

In summary, Japan's investment activity in East Asia broadened 
and deepened after the mid-1980s, and was dominated by multina­
tionals that integrated their production throughout the region (Ber­
nard and Ravenhill 1995). Firms implemented a long-term 
investment strategy, in that they did not close their first-wave facto­
ries in the NIEs in order to open second-wave plants in the second­
tier NIEs (Tachiki 1999). Because Japanese firms increasingly 
shifted medium and high-technology manufacturing out of Japan, the 
headquarters of Japanese MNCs were slimmed down. Japanese 
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manufacturing was integrated in East Asia such that parts, compo­
nents, and finished goods passed through several countries in the re­
gion before reaching their final markets. 

These complex manufacturing systems operated across many 
countries with differing factor endowments, and served local and re­
gional markets as well as the United States, Europe, and Japan. Firms 
responded to the recession of the 1990s in Japan, and to the 1997 
East Asian crisis, by relocating more manufacturing to East Asia and 
by increasing their levels of reverse imports. By 2001, top firms pro­
jected that their only operations left in Japan would be marketing, 
research and development (R&D), product design, corporate strat­
egy, and coordination. In many cases, however, first production runs 
of new consumer products and very high-technology production (in­
cluding, for example, high-end digital cameras, high-technology 
lenses, and high-precision medical and manufacturing equipment) re­
mained in Japan. Thus, by 2001, integrated production had become 
highly complex. 

Integrated Production 

To illustrate the importance of integrated production and the increas­
ingly global position of Japanese MNCs, this section is based on a lon­
gitudinal study of FDI into East Asia by Japanese optics-based MNCs. 
The fourteen global manufacturing firms analyzed in this section had 
optics as their core competence-that is, they manufactured optics-based 
products ranging from cameras, to steppers (used to make semiconduc­
tor chips), to facsimile machines (see Table 6.1 ). Several of the optics­
based firms manufactured their own optical glass, as well as components 
and parts. In 2001, Japanese firms led the world in optics technology 
and dominated the highly competitive optics-based sector. The few small 
specialty firms that had not yet invested in East Asian manufacturing 
(mcluding Cosina and Tokina) are not included in this analysis. 

This section begins with a short introduction of the firms repre­
sented in the sector, including a detailed analysis of the waves of the 
firms' investments in East Asia over time. Then, Japan's reverse im­
ports of three goods, each representing an increasingly complex level 
of technological sophistication, are analyzed. The section concludes 
with a discussion of how firms manage technological change and low­
cost manufacturing at their overseas investment sites. 
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Table 6.1 shows that in 2000 Canon-the largest optics-based manufac­
turer-had consolidated sales (or the combined accounts of the parent 
and its partially and wholly owned subsidiaries) of¥2, 781.3 billion ($22.3 
billion) and unconsolidated sales (sales of the parent company only) of 

¥1,684.2 billion ($13.5 billion).12 This was up slightly from the 1999 
figures of¥2,622.3 billion ($21 billion) and ¥1,482.4 billion ($11.9 bil­
lion), respectively. Canon was the world's largest manufacturer of cam­
eras and lenses, despite the fact that these products represented only 10 
percent of Canon's total sales. As a very large volume producer, the firm 
successfully organized production to provide components for a variety 
of optics-based products, with its primary emphasis on office equip­
ment, cameras, and optical equipment. Canon began to use this volume 
production strategy in earnest in the 1970s, when it established its own 
computer component manufacturing. Canon was also one of the world's 
largest producers of steppers, manufacturing equipment used for semi­
conductor fabrication, while Nikon-which had consolidated sales of 
only ¥210.5 billion ($1.7 billion) in 2000-held the other top market 
position in steppers. 

Of the larger firms, Ricoh, Fuji Photo Film, and Kyocera followed 
Canon with consolidated sales of ¥735.3 billion ($5.9 billion), ¥707.2 
billion ($5.7 billion), and ¥604.6 billion ($4.8 billion), respectively. 
Ricoh specialized in office and precision equipment and, by 2001, had 
gained the top market share in multifunction digital office machines 
(fax/copier/printer), because its machines hooked easily into existing 
systems. Fuji Photo Film produced photosensitive and magnetic mate­
rials and products, while its subsidiary Fuji Photo Optical produced 
cameras and lenses. Kyocera, a leading maker of semiconductor parts 
and communications equipment, bought Y ashica in 1983, thereby also 
acquiring the Contax brand name (formerly belonging to the German 
company Zeiss), since Contax and Yashica were in a technical tie-up at 
the time of the acquisition. Fuji Xerox, a highly successful joint ven­
ture between Fuji Photo Film and Xerox (of the United States), was 
one of the top five firms in terms of unconsolidated sales, at ¥645 bil­
lion ($5.2 billion).13 

The contrast between the largest and smallest of these fourteen 
firms was marked. The smallest manufacturers were all specialist 
manufacturers of optical equipment, and varied dramatically in con-
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solidated sales: Fuji Photo Optical (¥112.2 billion, or roughly 
$900 million), Tamron (¥26.9 billion, $215 million), and Sigma Koki 
(¥3.7 billion, $30 million). Asahi Optical!Pentax joined this group of 

the smallest optics-based firms in 2000 (with consolidated sales of 

¥51.3 billion, or $410 million), although it was a comprehensive 
maker of cameras and lenses, medical equipment, certain office equip­

ment, eyeglass lenses, and precision machinery. The firm's consoli­
dated sales dropped by over half between 1999 and 2000 (and 
remained weak in 2001) due to increased competition-not only in the 

optics-based products, but also in the digital arena, where new firms 

had emerged as competitors. 
Using capital stock as a proxy for the size of each firm, three spe­

cific groups were identified. In ranking order, the largest firms were 
Canon, Kyocera, and Ricoh, with capital stock of more than ¥100 bil­

lion ($800 million). The next group comprised six firms (Olympus, 

Fuji Photo Film, Konica, Nikon, Minolta, and Fuji Xerox) with capital 
stock of ¥20--40 billion ($160-320 million). The smallest firms were 
Hoya, Pentax, Tamron, Sigma Koki, and Fuji Photo Optical with capi­

tal stock ranging from a half-billion yen to just over ¥6 billion ($4-

48 million). 
Only half of the firms shown in Table 6.1 provide figures for their 

overseas manufacturing ratio, calculated in volume of production (un­
less otherwise noted). Pentax had the highest ratio, with 93.4 percent 
of manufacturing of camera bodies being manufactured outside of Ja­
pan, while Sigma Koki had the lowest, at 0.8 percent. Olympus esti­
mates that, like Pen tax, nearly 100 percent of its film-based (or analog) 
cameras were manufactured in East Asia in 2001. The statistics were 

similar for all the other manufacturers listed in Table 6.1 as camera 
manufacturers (plus Kyocera).14 Most of these same firms also manu­
factured digital cameras. As of August 2001, only very simple "toy" 
digital cameras were manufactured in East Asia, while the rest were 
manufactured in Japan (see below). Although it is not the focus of this 

chapter, many of these firms also had some manufacturing in Europe 

and/or the United States in photocopier and facsimile equipment and 
supplies. The optics-based firms manufactured in only a few locations 
in Japan; their mass-market goods were produced mainly in East Asia 
(see Table 6.2). 

China (not including Hong Kong) received the vast majority of the 
fourteen firms' investments after 1990, with twenty-three individual 
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investments (see Table 6.2). Nine additional investments went to Hong 
Kong, the earliest by Kyocera (originally Y ashica) in 1967. The very 
earliest investment, however, was by Ricoh into Taiwan in 1965. Other 

early entrants were: Fuji Xerox and Canon in Taiwan (in 1969 and 
1970, respectively); Ricoh in South Korea (1970); Fuji Xerox in the 
Philippines (1971 ); Minolta in Malaysia and Pen tax in Hong Kong 
(1973); Hoya in Thailand and Fuji Xerox in South Korea (1974); and 
finally, Pentax in Taiwan (1975). The follow-the-leader pattern was 
clearly visible during this period. Then, after a short three-year break, 
Hoya invested in Hong Kong and then, two years later, in Taiwan. This 
first wave (1965-75) resulted in eleven investments mainly to the 
NIEs, with two additional investments by 1980. In the second wave 

(1985-98), FDI from the fourteen firms enjoyed explosive growth, to­

taling fifty-three investments primarily in the second-tier NIEs, China, 
and Vietnam, as well as some complementary investments in the NIEs. 

Over 40 percent of these investments went to China after 1990. Thus, 

the optics-based firms participated in two waves of FDI to East Asia, 
and pursued a follow-the-leader investment pattern. 

Each firm employed a wide variety of investment strategies, such as 
investing in several countries to spread risk; but firm size was not a 
good indicator of the number of its investments. Of the largest firms, 

Canon and Fuji Xerox had invested in six countries by 2000, but 
Canon had twice as many investments as Fuji Xerox, with twelve 
plants. Hoya and Kyocera were two other large investors, each with 
eight investments in five countries, but in terms of capital stock 
Kyocera was eighteen times larger than Hoya. Ricoh, another large 
firm in capital-stock terms, had seven investments in five countries 

while Asahi Optical/Pentax, a small firm, had five investments in four 

countries. Sigma Koki and Tamron, the smallest of the fourteen firms, 
appeared to be among the latecomers to FDI in East Asia and had only 
one overseas investment apiece, in China. 

By 2001, almost all of the firms had invested in China or Hong 

Kong and at least one other country. Olympus pursued the strategy of 
investing only in China/Hong Kong and Taiwan, which allowed the 
firm to exploit the expertise of its Chinese-speaking staff at its head­
quarters. Other firms, however, concentrated their investments in the 
second-tier NIEs-for example, Minolta in Malaysia, Nikon in Thai­
land, and Pentax in the Philippines (and later Vietnam). 

Some of the FDI listed in Table 6.2 were procurement/coordination 
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Table 6.2 

Japanese Optics-Based (and Related) Manufacturing Facilities 
in East Asia 

Country 

China 

Hong 
Kong 
(China) 

Indonesia 

Malaysia 

Multinational 
company 

Canon 
Canon 
Canon 
Canon 

Fuji Photo Film 
Fuji Photo Film 

Fuji Photo Optical" 
Fuji Xerox 

Hoy a 
Konicab 
Kyocera 
Kyocera 
Minolta 

Minolta 
Nikon 

Olympus 
Olympusb 

Ricoh 
Ricoh 

Ricoh 
Ricoh 

Sigma Koki 

Tamronb 

A sa hi 
Opticai/Pentax 

Canon 
Canon 

Fuji Photo Film 
Hoya 

Konicab 
Kyocera 

Olympusb 
Ricoh 

Kyocera 

Canon 
Fuji Photo Optical 

Fuji Xerox 
Hoy a 

Kyocera 

Est year 
(mo.) 

1991 (2) 
1990(1) 

n.d. 
n.d. 

1995 (10) 

1994(11) 
1995 (6) 
1995(11) 
1994 (4) 
1996 (7) 
1996(8) 
1994(10) 

1994(10) 
1997 (6) 
1997 (1) 
1991 (12) 
1996 (12) 
1995 (12) 

1993 (3) 
1991 (1) 
1993 (6) 

1998(1) 

1973 (6) 

1994 (5) 
1991 (11) 

n.d. 
1978 (8} 
1988 (8) 
1967 (5) 

1988 (10) 
1995 (4) 

1992(1) 

1989 
1996 (5) 
1992 (10) 

1993 
1998 (6) 

Products/Purpose 

Office machines, consumable supplies 
Cameras, office machines 
Office machines & parts, consumable supplies 
Camera parts & products 
All types of imaging equipment 
Optical equipment, electronic 
imaging equipment 
Optical lenses 
Mini-laser printers 
Plastic eyeglass lenses 
Lenses for-optical equipment 
Precision optical equipment 
Electronic parts 
Manual-focus SLRs, inexpensive compact 
cameras 
Photocopiers 
Cameras 
Camera, various precision machinery 
Camera assembly 
Office automation equipment 
Thermo-sensitive and plain paper fax 
machines 
Cameras 
Office equipment 
Laser-beam polishing equipment 
(for lenses/prisms) 
1 Ls, lenses for video cameras, other optical 
equipment 

Cameras, optical equipment, 
import'export 
Parts procurement 
Office machines 
Parts and raw materials procurement 
Lenses for eyeglasses 
Copier parts, etc., procurement 
Precision optical equipment 
Camera products, camera parts 
Chemical equipment 

Items for Kyocera products 

Optical lenses, cameras 
Subunits for photo-handling equipment 
Office equipment import/export 
Lenses for eyeglasses, related products 
Electronic parts 

Malaysia 

Philippines 

Singapore 

South 
Korea 

Taiwan 

T hailand 

Source: Toyo Keizai Databank. 2001. Kaigai shinshutsu kigyosoran (Japanese Mul­tinationals: Facts and Figures) (Tokyo: Toyo keizai). 
Notes: a. Fuji Photo Film incorporated two companies at the same location. 

b. One of the objectives of this investment is reverse imports. 
n.d.: No data 
ILs: Intf�rchang:eab,le 

sites for managing the company's intra-firm transactions. The firms 
used the NIEs-for example, Olympus in Taiwan, and Canon in Hong 

Kong and Singapore, as central locations for purchasing parts and 
components and coordinating intra-firm trade. These types of invest­
ments and activities became evident in the second wave as firms 
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required more active management of these functions in close proxim­
ity to their manufacturing plants in East Asia. Furthermore, as wage 
levels rose in Japan as well as in the NIEs, firms intensified their ef­

forts to raise the skill levels of their overseas employees. Canon's em­

ployees from Malaysia, for example, could be sent to the Canon plant 
in Taiwan to be taught manufacturing and/or assembly methods. These 
methods could then be transferred to the Malaysian plant, freeing up 

the Taiwanese plant to take over advanced operations (such as procure­
ment and coordination) that could be transferred out of Japan. Firms 

took advantage of the diverse skill levels of their employees through­
out East Asia, and also raised their employees' levels of know-how to 

suit their manufacturing requirements. 
Pentax offers a particularly good example of this phenomenon. In 

May 2001, Pentax announced a reform plan with the following aims: 
to cut costs and expenses, to sell products at more competitive prices, 

to exploit new business opportunities, to tighten inventory control, to 
enhance the sales force, and to strengthen the Pentax brand world­
wide. 15 Part of its plan was to close one plant in Japan (at Ogawa) that 

manufactured interchangeable lenses and medical apparatus. All of its 
manufacturing was to be transferred to the two plants remaining in Ja­
pan (in Mashiko and Miyagi) and to one of its overseas plants, located 

in Vietnam. The Vietnam plant was to become the firm's main facility 
for manufacturing interchangeable lenses, which meant that the Tai­

wanese plant (which manufactured interchangeable lenses at that time) 
would be reorganized to absorb all other camera products manufactur­
ing from Japan, except for particular special-application cameras. The 
firm's plan would be made possible by limiting the number of new 

hires, forcing some employees into early retirement, and cutting ex­
ecutive salaries by over 10 percent in fiscal year 2001. It was estimated 
that these measures would save the firm ¥2 billion annually in labor 
costs, beginning in fiscal year 2002. 

The Pentax example illustrates how important relative labor costs 

were to the firm's cost considerations and competitiveness. This was 
also acknowledged by a senior business leader at Olympus, who esti­

mated that in 2001 the wages for Chinese workers at their plants was 
about one-twentieth of Japanese wages.16 Moreover, their Chinese em­

ployees were highly productive. Firms kept the average age in the 
overseas plants low because of a constant turnover of new employees 
on short-term contracts and the seemingly endless supply of new 
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workers. Despite the high turnover rate, the firm enjoyed high produc­
tivity at lower cost than could be achieved in Japan. 

Reverse Imports 

The effects of the East Asian production networks on the Japanese 
economy are analyzed in this section through bilateral trade data, in 

particular through Japan's reverse imports from East Asian countries. 
The import data is instructive since it reveals a great deal about the 
value and volume of Japan's reverse imports since 1990 (that is, during 
the second wave of Japan's FDI to East Asia). The three products dis­

cussed come from three levels of technological sophistication: low, 

medium, and high. They are 35mrn roll-film cameras (or "compact," 
point-and-shoot cameras), 35mrn single-lens reflex (SLR) cameras, and 
photographic lenses. While the import data do not reveal the companies 

from which Japan imported optics-based goods, Japanese firms were the 
undisputed world leaders in the three products analyzed in detail here. 
Thus, it is reasonable to assume that the trade data for Japan's imports 

from East Asian countries indicated those goods that were manufactured 
by Japanese optics-based firms and reverse imported into Japan. 

The import data were collected from the Japan Tariff Association 
for three representative years (1990, 1995, and 2000) during Japan's 
second wave of FDI (see Figures 6.1, 6.2, and 6.3). Digital cameras 
and equipment were mainly manufactured in Japan, although by 2001, 

many of the simplest compact digital cameras, or "toy" cameras, were 
manufactured in East Asia. As of December 2000, the cumulative 

trade data (i.e., imports into Japan) did not have specific product cat­
egories for digital goods (e.g., cameras, camera parts, and office equip­
ment). Looking at the origins of the goods imported into Japan (by 

value), a picture of Japanese trade emerges that supports the view that 

Japanese firms had developed a complex network of firms and had in­
tegrated production in East Asia. 

The bars in Figure 6.1 comprise 100 percent of Japan's total imports 
of 35mm roll-film cameras, commonly known as "compact" cameras. 
Countries representing a very small share of imports were grouped to­
gether as "other." China's dominant share of Japan's imports in 2000 
(at 67 percent, up from zero a decade earlier) is immediately striking in 
Figure 6.1. The other country showing a major gain was the Philip­
pines (up from zero to 10.3 percent). The countries losing import 
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Figure 6.1 Japan's Imports of 35mm Roll-Film Cameras, by Country 
(percent, based on value) 

Source: Japan Tariff Association. 2000. Japan Expons and Impons, Commodity by 
Country (Tokyo: JTA). Dec. imports: 841; Dec. 1995 imports: 875; Dec. 1990 imports: 791. 

shares over the period were Taiwan, Indonesia, Malaysia, and Hong 
Kong. Since Japanese firms led the world in compact cameras, we can 

infer that Japan's increased imports from the Philippines came from 

Pentax, while the decrease from Malaysia reflected the performance of 

Minolta and Canon. These import figures were therefore a proxy for 

Japan's reverse imports from 1990 to 2000. 

The value of Japan's total imports of 35mm roll-film cameras 

nearly tripled between 1990 and 1995 (from ¥12.6 billion to ¥33 bil­

lion), but then fell more than 20 percent, to ¥24 billion in 2000. The 

decline was due to shrinking demand in Japan for analog 35mm "com­

pact" cameras, and was replaced by new demand for compact digital 

cameras. The Japanese market offered a very wide selection of digital 

cameras, and mass market sales were estimated to have taken off in 

early 2000. Between 1999 and 2000, production (mainly in Japan) of 

all types of digital still cameras by the member firms of the Japan 
Camera Industry Associ;.rttion (JCIA) more than doubled, from five 
million to about ten million units, or by value from ¥228 billion to 
¥438 billion (JCIA 2001, pp. 35, 37). Due to the high cost of doing 
business in Japan, however, most of the manufacturers were in the pro­
cess of moving some digital production to East Asia in 2001. Many 
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firms had already moved "toy" digital camera manufacturing to East 

Asia to take up slack production capacity, to keep prices competitive, 

and to build strong product recognition and market share. 

Japan's imports of 35mm single-lens reflex cameras, which are 

technologically more complex than "compact" 35mm cameras, are 

presented in Figure 6.2. The countries with relatively low imports into 

Japan are labeled as "other." Because the cameras are high-technology 

goods, not all of the eight leading camera manufacturers produced 

SLRs. In fact, Olympus, one of the industry leaders, chose to withdraw 

from SLR manufacturing in 1998. Perhaps this was why the import 

data show a remarkable change in the three largest sources of SLRs to 

the Japanese market over the decade. The countries recording the great­

est gains were the Philippines (Pentax), Thailand (Nikon and Canon), 

and Taiwan (Olympus, until 1998; Pentax and Canon). Because costs 

were rising and the economy was stagnating in Taiwan, Japan's SLR 

imports from that country were expected to fall after 2001. The two 

countries with the highest fluctuations in SLR exports to Japan were 

China (from zero to 11.4 percent to zero, probably due to the Olympus 

withdrawal from SLR manufacturing) and Malaysia (from 3.5 to 55.6 to 

23.8 percent), thanks to Canon and Minolta, the world's two top SLR 

makers. The countries from which imports to Japan shrank were Ger­

many (home to Leica and Zeiss) and Hong Kong (Canon, Pentax, and 

Olympus). Hong Kong's drop was due to the shift to procurement activi­

ties as other locations became more suitable for manufacturing. Some of 
Japan's imports from Germany were also affected by, for example, 

Leica's relocation in the 1990s of its lower-cost camera production to 

East Asia, and increased dependence on OEM suppliers. 

The value of Japan's imports of 35mm SLRs grew dramatically be­

tween 1990 and 1995, from ¥570 million to ¥8 billion, and then stabi­

lized by 2000 at roughly ¥7.5 billion. Again, this indicated that 

demand in Japan for analog cameras had stagnated, while demand for 
digital SLRs was growing. By 2001, firms had settled into a pattern of 

nearly 100 percent production of analog camera bodies in East Asia. 

Unlike cameras and camera bodies, the manufacture of lenses-that 
is, simple plastic and glass lenses for disposable cameras, fixed-mount 

lenses such as those used on 35mm "compact" cameras, and inter­
changeable lenses for the more expensive SLR cameras-was still in 
flux in 2001. Digital camera bodies could easily replace the analog 
camera bodies, but digital lenses were another story. Analog lenses 
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Figure 6.2 Japan's Imports of 35mm SLR Cameras, by Country 
(percent, based on value) 

1990 1 

li!lChina 

�<�Malaysia 

II Taiwan 

BGermany 

•Hong Kong 

Sources: Japan Tariff Association. 2000. Japan Exports and Imports, Commodity 

by Country (Tokyo: JTA). Dec. imports: 840; Dec. 1995 imports: 875; Dec. 1990 1m-

ports: 791. 

could be used with either digital or analog cameras, but digital cameras 

performed best with digital lenses. Whether a firm man
_
ufactured 

lenses in Japan or in East Asia depended on the technologtcal com­

plexity of the lenses, as well as the trade-off between the cost of pro­
duction and the need to protect its intellectual property. 

Japan's imports of analog photographic lenses from 1990 to 2000 are 
shown in Figure 6.3. During the 1990s, the largest exporting countries to 
Japan of photographic lenses increased from four to six. The countries 

supplying very small percentages of Japan's imports were grouped to­
gether as "other." The big gainers over the decade were China �up from 

zero to 32.8 percent), where eight firms manufactured; and Thailand (up 

from zero to 7.6 percent, with some fluctuation), where Canon, Hoya 
and Nikon had located manufacturing. The countries recording big de­
clines were Sweden (down from 26.6 to 2. 1 percent), the home of the 
Hasselblad; and Germany (down from 35.7 to 11.6 percent), home to 
Zeiss, Leica, Schneider, and others. Sweden's exports to Japan may have 
included lenses for Hasselb1ad cameras that were originally made else­
where, for example by Zeiss and Schneider in Germany. The two coun­
tries that held steady export shares to Japan were: Malaysia (up from 
15.2 to 19.9 percent), home to manufacturing operations of Canon, 
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Figure 6.3 Japan's Imports of Photographic Lenses, by Country 
(percent, based on value) 

r:IThailand 

•Taiwan 

�<�Malaysia 

II Sweden 

Sources: Japan Tariff Association. 2000. Japan Exports and Imports, Commodity 
by Country (Tokyo: JTA). Dec. imports: 837-38; Dec. 1995 imports: 872; Dec. 1990 
imports: 787. 

Hoya, Minolta, and Fuji Photo Optical; and Taiwan (up from 12.2 to 
15.5 percent), home to Pentax, Canon, Hoya, and Ricoh facilities. 

Hoya, for example, was an important firm in optical products, as it 
manufactured and supplied a broad range of lenses of varying techno­

logical levels. Firms utilized a combination of manufacturing strategies. 
Low-cost manufacturing sites were used for simpler photographic lenses 
(e.g., plastic lenses), while high-cost manufacturing sites were used for 

higher-quality lenses made of glass. Within a country such as China, 

where a variety of skill levels were present, firms manufactured both 
simple and complex optical goods. This accounts for why China was a 
major exporter of both compact cameras and photographic lenses. 

Japan's total imports of lenses for cameras grew steadily from ¥2.7 bil­

lion in 1990, to ¥5.2 billion in 1995, and reached ¥7 billion by 2000. 

Implications 

Of the many reasons for actively investing in East Asia, the most impor­
tant was cost. The original impetus for investing in East Asia was to 
service the Japanese market with lower-cost goods, not inferior-quality 
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goods. As the East Asian markets began to grow, demand for Japanese 

optics-based goods expanded, enticing firms to expand their FDI to ser­

vice local markets. Long-term investments were integrated with the sup­

ply of components, parts, metals, and various consumables (such as toner 
for copiers) to assembly plants, and then directly to consumers within 

the entire East Asian region. Thus, various manufacturing locations were 
coordinated for specific local markets and for export from those mar­
kets, as described above. 

The data indicate that manufacturing in East Asia had shifted in line 

with price/cost considerations. Data from other industries (including 
refrigerators, radios, calculators, televisions, and automobiles) confirm 

that a large proportion of production had moved out of Japan, and that 
Japanese products were being reverse imported on an increasing scale 
(Ozawa 1999; Ravenhill1999). In general, low-technology goods were 
produced in low-cost countries, and high-technology goods were pro­

duced in higher-cost countries. Firms moved increasingly higher tech­

nology into plants located mainly in the NIEs. They shifted lower 
technologies to plants in the newer FDI locations (the second-tier 

NIEs, China, and Vietnam). Because manufacturing low-technology 
goods required lower skill levels, the parent firm had time to train new 

staff, and then to prepare them for the next technological shift upward. 
Skills such as problem solving were transferred to locals through on­

the-job training {Urata 1999). Integrated production throughout East 

Asia, therefore, allowed each plant within the network to specialize in 

a particular group of skills and to raise skill levels continuously. Com­
ponent manufacturing was suited to integrated production in East Asia, 
because production could more easily be adapted to local skill levels 
and coordinated among several manufacturing locations. 

Olympus was a good example of coordinated manufacturing. The 

firm manufactured simpler items in East Asia, but complex and sensi­

tive goods in Japan. It reasoned that if a camera, lens, copier, or fax 
machine had a fault, it could be easily repaired or replaced. However, 

if an endoscope, a highly precise medical instrument, had a fault that 
jeopardized a person's life due to malfunction during an operation, 
then there would be serious consequences for Olympus. For this rea­

son, the firm manufactured its highly sensitive medical instruments 
such as endoscopes in Japan, which cost much more, but allowed the 
firm to keep strict control over manufacturing quality. It also allowed 
firms to make larger profit margins from each endoscope produced, 
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whereas inexpensive consumer goods such as cameras (including digi­
tal) do not allow for high margins. Because reliability was all-impor­

tant, firms had to be careful to protect their global image as 

manufacturers of reliable, high-quality precision instruments. At some 

point, if conditions in Japan become too expensive, Olympus may 

have to relocate even these sensitive manufactures out of Japan. 
While this process was still evolving in the early twenty-first cen­

tury, emerging patterns of trade and manufacturing investment offered 

the potential for new opportunities for firms exporting from East Asia 

into Japan, such as the Chinese computer maker Legend (Economist 

2001). Ozawa {1999) may have been correct in asserting that Japanese 

firms, and their transplants in East Asia, were at a competitive disad­
vantage in components and assembly in the electronics and automobile 
industries, because there were firms in the region that could produce at 

lower cost than the Japanese firms. The threat to Japanese firms was 

that they would lose their technological and brand advantages to new 
East Asian competitors. 

The increasingly inter-connected trading relationships in the re­

gion offered both positive and negative opportunities for Japanese 
firms. Firms that managed their new business relationships in East 

Asia well (and had luck on their side) would succeed in the long run. 

Innovation in digital optics and components, and the coordination 
challenges implicit in regional production networks, were expected 

to raise the level of competition. Digital technologies could poten­
tially trigger consolidation among the traditional electronics firms 

and the optics-based firms. This may reduce the number of global 
competitors, while at the same time offering opportunities for 

smaller local or regional players. It may well be that skillful manage­

ment of the opportunities and threats in the changing business and 
financial context of East Asia is what will separate the winners from 
the losers among Japan's MNCs. 

Conclusion and Policy Implications 

By 2001, East Asia had grown to become the primary target of Japanese 
FDI in the manufacturing sectors, and major Japanese multinational firms 
had integrated production in the region. This analysis points to a num­
ber of conclusions. First, the Japanese multinationals that brought Japan 
to its postwar economic peak had changed the rules of the game, and 
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were reverse importing their goods to Japan. To do this, Japanese firms 
employed integrated production across the East Asian region. Second, 

the data highlight the strategic use of long-term FDI in various East 

Asian nations, complementing the larger trend toward regional economic 
integration. Third, Japan's reverse imports from East Asia rose steadily 
during the 1990s, driven by the multinational firms' need to manufac­
ture in low-cost areas, and permeated Japan's previously insulated home 
market. 

The rise of Japan's multinationals and their expansion into inte­

grated production networks tells a universal story of the globalization 
of business. The Japanese optics-based firms, discussed in detail 

above, are exceptionally useful for analyzing integrated production be­

cause they have led the world in that sector. Thus, the Japanese import 
data provide a useful tool that gives a strong indication of Japanese 
firms' exports from East Asia into the Japanese market. Although the 

firms became active investors in East Asia in the 1970s, it was not until 

after the mid-1980s that a large number of linked manufacturing plants 

became operational in the region. The major optics-based firms in­
vested in more than one East Asian nation, and coordinated their East 
Asian plants across national borders to produce top-quality consumer 

goods. Intra-firm trade within the region was nearly impossible to 

trace, since it took place within one finn, and therefore did not show 

up in the Japanese trade data. 
Plants in high-cost countries (e.g., the NIEs), where the firms had 

been active over a longer period, were in 2001 being used as high­
technology manufacturing locations requiring highly skilled employ­
ees. A few of these East Asian manufacturing plants were at or near the 

leading edge in, for example, photographic lens manufacturing and 
digital cameras. Newer investments (mainly in the second-tier NIEs) 
were in low-technology manufacturing with skill requirements that 

suited the local labor supply. China was the exception, with both low­
and high-technology manufacturing investments. Firms exploited these 

long-term manufacturing investments in this way because their prod­
ucts were highly sensitive to price/cost considerations, due to the high 
level of competition in the industry. 

By August 2001, Taiwan had (like Japan) become very expensive 
for manufacturing, and the government announced that much of 
Taiwan's manufacturing capacity would move to mainland China. 
The global semiconductor c hip slowdown in early 2001 hit Taiwan 
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especially hard. Both Taiwan and China would benefit from 

Tai
_
wan' s ��nufacturing move to China, especially since their appli­

cations to JOin the World Trade Organization were approved in Sep­

tember 2001. 
As the cost of doing business rose in Japan, especially during the 

1990s, the optics-based firms moved more business activities out of 
Japan, increased their reverse imports into Japan, and opened up new 
opportunities for other firms. The insulated Japanese market was in the 
process of being opened to imports through reverse imports in 2001, 

causing an important shift in Japan's industrial structure. Meanwhile, 
Japanese MNCs located at horne were being emptied of all but their 
most important functions. Leading firms projected in 2001 that the 
o

_
nly operations left in Japan would be marketing, R&D, product de­

S_Ign, corporate strategy, and coordination. In short, Japanese multina­
tiOnals had caused a policy "re-think." 

Japan faced numerous problems at the beginning of the twenty-first 

century. Among those that affected Japanese multinationals most were 
Japan's strict labor laws and the high production costs in Japan. Strict 
labor laws meant that Japanese MNCs could not bring inexpensive la­

bor into Japan, and instead had to move manufacturing to where the 
workers lived. Another problem for manufacturing firms was the lack 

of desire among young Japanese to work in production, but this was 
offset by an abundant supply of eager and very efficient workers in 
East Asia. High business costs in Japan meant that firms were unable 
to hire new workers domestically (thus raising the average age in the 
firms) and that they had to find ways to reduce current staff. In this 
vein, integrated production highlighted synergies among the countries 
in East Asia. As an advanced industrialized country, Japan had a 
complementary economic relationship with the NIEs, and with the 
emerging market economies of the second-tier NIEs, China, and Viet­
nam. The complementarity was in skills, labor costs, and technologi­
cal levels. 

. 
The East Asian investments of the Japanese optics-based firms pro­

:Vtde a� exc�llent
. 
example of the sector-specific nature of permeable 

�nsul�tiOn. �trms m the optics sector clearly preferred noninterference 
m �heir affatrs, and were no longer dependent on government-led insu­
latiOn. Instead, they were mapping out a new regional division of la­
bor. If the lesson

_
s of the optics industry can be generalized, we may 

expect to see raptd structural transformation, and perhaps de-industri-
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alization, in those sectors that opt against insulation. In such sectors, 

the role of the government may run increasingly toward some of the 

support features that Elder (see Chapter 7) highlights. 

While rapid globalization of production will be an attractive strat­

egy for some leading industries and firms, many firms will continue to 

seek insulation from global competition. However, even those firms 

that make full use of private and public-led insulation strategies will be 

unable to ignore the effects of "hollowing out" in the leading sectors, 

and will need to improve their competitiveness in the face of the in­

creasingly unavoidable globalization of competition. As the experi­

ence of the 1990s shows, it was impossible for the government to 

prevent MNCs from leaving the country. Instead, the government was 

challenged to create a good environment for competitive firms to stay 

in Japan; but this would be difficult to accomplish while simulta­

neously providing insulation for weaker firms. Thus, while MNCs 

moved ahead, the Japanese state was confronted with the difficulty of 

maintaining permeable insulation in the economy. 

Notes 

I would like to gratefully acknowledge the helpful comments of John Ravenhill, the 
editors and contributors to this issue, the participants of the Japanese Politics Collo­
quium, and the participants of the Research Institute of Economy Trade and Indus­
try (RIETI) research seminar. I would also like to express my thanks to the Japan 
Foundation Endowment Committee for its financial support (Grant No. 171). All 
errors are my own. 

1. Industrial optics in materials other than glass or plastics were also develop­
ing at a very fast pace, sometimes by specialized firms not considered in this 
analysis. 

2. Hereinafter, Asahi Optical is referred to as Pentax, which is the brand name 
of the firm's world-renowned camera line and was expected to be adopted as the 
parent company's name. 

3. The current account is net exports of goods and services, minus net imports 
of goods and services, including invisible trade such as royalties paid on patents. 

4. If Company A supplies a finished product to Company B and it carries 

Company B's brand name, then Company A supplies Company B on an OEM 
basis. 

5. For a discussion of business needs and interests regarding Japan's future 
international trade policy, see Keidanren (2001). 

6. For a more detailed analysis, see Nelson (1998). 
7. The exchange rate was originally set at ¥360 to the U.S. dollar in April 

1949, in the hope that it would help halt hyperinflation (Tsuru 1996). But from the 
mid-1950s, and for the next fifteen years, Japanese exports came to have a sub­
stantial price advantage over their competitors in the U.S. market and in European 
markets. 
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8. The aim of economies of scale, or volume production, is to spread the 
cost of the initial (and further) investment across more units through large-scale 

manufacturing. 
9. Sony did not manufacture optics as of 2001. 

10. "Greenfield" refers to the building of new facilities, as opposed to taking 
over existing ones. 

11. The Japanese fiscal year runs from April 1 to March 31. 
12. Each firm's data are reported according to accounting standards based on 

either the Japanese fiscal year (ending in March) or the calendar year (ending in 
December). 

13. The more important consolidated sales data were not available. 
14. Information from Olympus, August 2001. 

15. Information from Asahi OpticaUPentax, August 2001. 
16. Interview with Toshiro Shimoyama, director and supreme adviser, Olympus 

Optical, August 2001. 
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METI and Industrial Policy 
in Japan 

Change and Continuity 

Mark Elder 

This chapter takes up the question of how Japan's industrial policy 

evolved in the 1990s in response to a changing domestic and global 

environment. In particular, it focuses on the policies of the Ministry of 

Economy, Trade, and Industry (METI), formerly the Ministry of Inter­
national Trade and Industry (MITI). This chapter argues that there were 

elements of both continuity and change, and that these can be under­

stood in terms of a strategy of permeable insulation similar to the other 
areas discussed in this book. On the one hand, METI branched out in 

new directions in the direction of greater permeability. On the other 

hand, many "insulative" policies remained. 

In the 1980s, there was a fierce debate over the role of MITI in 
Japan's economic miracle, and whether other countries could improve 
their economic performance by adopting all or parts of the Japanese 

model. Chalmers Johnson, in his classic study MIT/ and the Japanese 

Miracle (1982), argued that MITI was the pilot agency that steered Ja­
pan Inc. to spectacular economic success through the use of industrial 
policy, which constituted a range of policies used to implement state­
led development. Johnson associated industrial policies mainly, 
though not exclusively, with MITI, though others pointed out that the 
term could be applied more generally to almost any kind of 
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microeconomic interventionist policies, including less successful poli­
cies of more domestically oriented ministries (Okimoto 1989). Others 

argued that many of these policies were not successful or were subject 

to interest group politics (Calder 1993; Callan 1995; Samuels 1987; 
Zinsmeister 1993 ). 

By the late 1990s, however, MITI was out of the spotlight, and it 
came to be viewed as largely irrelevant, a relic of the past, with little to 

do besides collect statistics. American Enterprise Institute scholar Karl 

Zinsmeister declared that "the Japanese now are discarding industrial 

policy and government management of their economy-a widely 
underreported fact in the West" (1993 ). MITI had, after all, lost many 

of its formal powers as far back as the 1960s, and to implement its 

policies it relied mostly on extralegal verbal persuasion known as "ad­

ministrative guidance," which was not enforceable by the courts 
(Johnson 1982; also see discussion in Schaede 2000, pp. 11-14). 

Moreover, many of the "infant" manufacturing industries like autos, 
electronics, and steel that MITI tried to promote eventually ''grew up" 

and produced strong, global companies by the 1980s. Regardless of 

whether one believes that the success of these industries was because 

of MITI' s help or in spite of it, these industries no longer appeared to 

need government assistance by the late 1980s. Companies could gener­

ate their own technology and finance internally, or obtain them over­
seas. By the 1990s, the intensification of globalization and the 

acceleration of the rate of technological change, particularly the rapid 

growth of the internet and related fields, reinforced the idea that tradi­

tional industrial policy was dead. Four decades of trade and capital lib­
eralization, however gradual and reluctant, had greatly narrowed the 

scope for formal protection, and increased foreign scrutiny had made 

informal protection and administrative guidance more difficult (though 

not impossible) to hide. And how could a government agency like 
MITI ever dream of keeping far enough ahead of the rapidly evolving 
internet technology to help Japanese companies compete with their 

foreign rivals? 

The East Asian financial crisis, which struck a number of countries 
that had adopted variants of the Japanese model of development, so­
lidified the view that the era of industrial policy was (or should be) 
over (Cumings 1999; Wolf 1998). Even many analyses that empha­
sized the role of the international dimensions of financial panic and 
contagion in causing the crisis were careful to acknowledge the con-
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tributing role of various domestic "weaknesses" (Goldstein 1998; 

Krugman 1999; Noble and Ravenhill 2000; Radelet and Sachs 1998). 
By the 1990s, it often took a great deal of detective work to uncover 

and explain MITI's policies and administrative guidance (see, for ex­

ample, Tilton 1996 ); and among specialists knowledgeable about 
MITI, the prevailing consensus was that it was mired in the past, offer­

ing tired old solutions, such as tacit encouragement of collusion and 
subsidies to small business, that would become increasingly irrelevant 

and ineffective in the age of globalization and the internet (Katz 1998; 

Lincoln 1999). 
When asked directly in interviews in 2000, MITI officials claimed 

"we do not do industrial policy anymore," and some had difficulty ex­

plaining just what their ministry was doing. To be sure, MITI has al­

ways been good at saying what the United States wants to hear, and it 
has been guarded in publicizing its activities in order to avoid fanning 

the flames of trade disputes. However, at least as of summer 2000, its 

officials appeared to work as hard as ever, toiling late into the night. 
For a ministry that supposedly had nothing to do, why were its officials 
still working so hard, and what were they doing? 

The large-scale government reorganization in January 2001 pro­
vides further evidence that MITI was still a major player. As part of 

this reorganization, MITI was given a new, grander sounding name, 

the Ministry of Economy, Trade, and Industry (Keizai Sangy6sh6) 
(METI). (In the rest of this chapter, METI should be read to include its 
previous existence as MITI, where relevant.) This change went largely 
unnoticed in the United States. 

This chapter argues that, at the beginning of the twenty-first cen­
tury, METI still played an important role in Japanese economic policy 
making, and it outlines the key features of METI' s policies. The main 

point is that METI' s industrial policy-defined, very broadly, as 
microeconomic policies aimed at affecting the allocation of re­

sources-has branched out into important new directions. However, 

elements of more traditional, industry-specific policies also remained, 
but even here, the nature of these policies has changed in some re­
spects. Concretely, METI tried to shift toward an emphasis on 
economy-wide reforms in many areas outside its jurisdiction, which 
required greater efforts to cooperate with other ministries. METI still 
tried to promote specific industries, but it used different methods than 
in the past. It tried to move away from "insulative" and sector-specific 
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protectionist policies, and increasingly toward more "permeable" gen­
eral policies that could benefit a range of industries. These more gen­
eral policies included promoting and diffusing information technology, 

stimulating the development of environmentally friendly products and 
production techniques, and establishing policies to encourage new 
venture businesses. Nevertheless, in a number of areas, such as energy 
and chemicals, more traditional policies were still implemented, in­

cluding tolerance of collusion to avoid excessive competition and re­
strain imports. 

Rather than providing a comprehensive survey of METI policies, 
this chapter discusses a selection of cases that illustrate the different 
policy directions. Cases were selected on the basis of how they clari­

fied the issues at hand. The main focus of this analysis is domestically 
oriented policy rather than trade policy, even though trade policy con­
tinues to be one of METI's critical responsibilities, including impor­

tant negotiations in the World Trade Organization (WTO), the Asia 

Pacific Economic Cooperation (APEC) forum, and many more (on the 
WTO, see Chapter 4). Moreover, this chapter does not aim to evalu­

ate the effectiveness of METI's new policy directions, because as of 
2001 it was too early to attempt such a judgment. While these poli­

cies had been insufficient to revive the economy by 2001, this did not 

necessarily mean that they had no effect, or would not have any ef­

fects in the future. 
This chapter suggests several hypotheses that may explain why 

METI's policy has shifted, although a full explanation will have to 

await further research. One conclusion that can be drawn is that as of 
2001, the pressures of globalization had by no means forced METI to 

abandon its efforts to promote the competitiveness of Japanese compa­
nies, including the use of more interventionist policies, or converge on 
the Anglo-Saxon model of minimal, regulatory-style business govern­

ment relations. However, it is more difficult to pin down the reasons 
for the shift in policies, including why particular policy directions were 
chosen instead of others, and why more traditional industrial policies 

were maintained in some areas rather than others. On the one hand, the 
broad outline of policy change and continuity appeared to reflect a 
METI strategy to enhance its own bureaucratic status and promote the 

interests of manufacturing industries under its jurisdiction, taking into 
account the increased diversity of these interests. On the other hand, in 
the late 1990s, Liberal Democratic Party (LDP) politicians appeared to 

MET! AND INDUSTRIAL POLICY IN JAPAN 163 

take a more visible role in the formal decision-making process, for ex­

ample, by establishing a series of blue ribbon economic advisory com­
mittees to deal with issues such as competitiveness, technology, and 

information technology. More research is needed to better assess the 
relative contributions of bureaucrats and politicians to these policies. 

A National Strategy 

One important, unchanging element of METI's policy is the overall 
emphasis on national strategy and the need to promote national com­
petitiveness. The view that competitiveness is too important to be left 
entirely to the whims of market forces was still strong within METI as 

of 2001. Although METI officials claimed they did not "do industrial 
policy" any more, they readily acknowledged that they were working to 
improve Japan's competitiveness (interviews with various METI offi­
cials in Tokyo, June 2000). This view was not limited to METI. A num­
ber of high-level advisory committees had been formed in the late 1990s 

that had pushed strongly for a national strategy, including the Economic 

Strategy Council, the Information Technology (IT) Strategy Council, 
and the National Industrial Technology Strategy Development Commit­
tee. Regardless of the extent to which their reports were implemented or 

effective, they underscored the Japanese government's belief that a na­
tional strategy was important and desirable, and signaled a willingness 
to exert effort to formulate such a strategy. 

The emphasis on a national strategy to enhance competitiveness 
was, somewhat surprisingly, also clearly articulated in English. This 
represented a significant shift from the late 1980s and early 1990s, 
when METI generally avoided explicit language discussing industrial 
promotion policies, especially in English, so as not to provide ammu­
nition to "revisionist" scholars who might use it against Japan in de­
bates over trade friction.1 For example, according to the "Basic IT 

Strategy," a report of the IT Strategy Council, "Europe and Asia, not to 
mention the United States, are aggressively developing their IT infra­
structures as part of their national strategies in recognition of the im­
portance of creating a knowledge-emergent environment to secure 

world competitive leadership in the twenty-first century" (IT Strategy 
Council 2000). The IT Strategy Council, headed by Sony chairman 
Nobuyuki ldei, specifically set the goal of catching up to the United 
States: "Japan should aim to surpass the United States in high-speed 
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internet infrastructure within five years" (Guth 2000). In 2000, the 

Minister's Secretariat wrote in Tsusan Jiinaru, METI' s in-house jour­

nal, that along with the globalization of markets comes "an intensifica­

tion of the competition between national systems," and in this 

environment Japan should take the opportunity to create a "Japan-like" 

value structure (MITI 2000c). Sometimes these reports reflected a de­

sire to lessen Japan's dependence on the United States. Hiroyuki 

Yoshikawa, chairman of the National Industrial Technology Strategy 

Development Committee, in the preface to the (provisional) English 

translation of the committee's report, said that the Science and Tech­

nology Basic Law of 1995 intended to "transform Japan into a truly 

independent nation capable of making an original international contri­

bution instead of following the policies of other countries" (NITS 

1999). Clearly, Japan-like other countries-has not accepted Paul 

Krugman's notion that competitiveness is a "dangerous obsession" and 

that countries do not compete with each other like firms do (Krugman 

1994). 

The point here is not to engage in the competitiveness debate or 

elaborate a new "Japan Inc." conspiracy, but rather to emphasize that 

Japan has by no means abandoned the idea that nations are in some 

fundamental sense in competition with each other, however much this 

may contravene economic theory. Japan's government still believed in 

200 1 that it was the government's responsibility to do what it could to 

help domestic firms compete in the global economy. In fact, the Japa­

nese government continued to benchmark Japan's performance against 
other countries and study their microeconomic promotional policies, 

for example in the area of government sponsorship of research and de­

velopment (STA 1999). Public justification of new initiatives often 

included references to parallel U.S. initiatives in part to ward off criti­
cism (see, for example, Ostrom 1999). 

METI's Evolving Policy Orientation 

METI' s general policy orientation in the late 1990s can be divided into 
three main parts. The first part, which represents a new policy direction, 
was a strong effort to emphasize economy-wide reforms, in contrast 

with the more traditional focus on promoting specific sectors like steel 
or supercomputers. Examples include areas such as: e-commerce stan­

dards and regulation; revision of the Commercial Code; facilitation of 
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corporate reorganization; reform of the tax structure, pensions, and la­

bor standards; promotion of research and development; and improve­

ment of access to financing for new businesses. In terms of technology, 

METI's goal was to shift the focus from "catch up" efforts to improve 

existing technology, to promoting innovation and new technology. The 

ministry planned a big push to support basic research, and tried to break 

down barriers to research cooperation between universities, industry, 

and government. This emphasis on economy-wide reforms was funda­

mentally a move in the direction of permeability, since these measures 

were not necessarily aimed at shielding domestic firms from competi­

tion, protecting domestic markets, or excluding foreign firms, even 

though they could be used in such a way. 

The second part of METI's policy orientation involved promotion 

of new industries and firms. Many of these promotion policies were of 

a different character than in the past. Traditional policies, which had 

focused on infant industry protection, allocation of capital, licensing of 

entry and restriction of competition, and export incentives, were often 

no longer feasible due to the cumulative effects of formal trade liberal­

ization, deregulation, and the maturing of Japanese industry. The new 

policies took on a more general character, and were even more market­

conforming than those in the early postwar period. They emphasized 

goals such as developing technology, improving human capital, in­

creasing information, reducing transaction costs, and in general help­

ing with public goods and coordination problems. Thus, METI claimed 
to be moving away from the industry-specific promotional policies of 

the past (MITI 2000c, p. 22; interviews with MITI officials, Tokyo, 

June 2000). These policies represented a significant shift in METI's 

policy stance, especially when considered in combination with the new 

economy-wide policies. Still, despite the differences between the old 
and new policies, there remained a definite concern with promoting 
specific sectors, even though many were more broadly defined than in 
the past (for example, promoting information technology instead of 

computers, or biotechnology instead of petrochemicals). 

Continued support for existing industries, both strong and declining 
ones, was the third part of METI's policy orientation. Through this 
support, METI tried to help industries to improve their international 
competitiveness. Many of these industries enjoyed a certain amount of 
privatized protection that worked through the distribution system, 
which in turn was related to lax enforcement of the antimonopoly law, 
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and there appeared to be little effort to change this (Elder 1998; Katz 
1998; Tilton 1996; Wolff and Howell 1992; Schaede 2000; Schaede, 
this volume, Chapter 8). In other words, despite the absence of formal 

protection, these industries were able to restrain imports through 

anti competitive business practices. Thus, despite METI' s efforts to 
shift the policy in new directions, older and newer versions of insula­

tion-type policies continued to be implemented in some areas. 

METI's Political Strategy 

METI's increasing emphasis on economy-wide measures was also part 
of a political strategy to expand the ministry's mandate to achieve a 
more economy-wide jurisdiction, instead of being in charge of just manu­

facturing. To be sure, many areas where METI hoped to have an impact, 
such as reforming education, health, or pensions, were of vital impor­
tance to METI's core constituency, the manufacturing sector. It goes 

without saying that METI had little or no policy-making authority in 
these newly targeted areas, and so in many cases there is little it could 

do other than lobby Diet members or other ministries on behalf of manu­
facturing, or use a public relations strategy. 

One big opportunity to do this arose with the establishment of fif­

teen interministerial coordination committees (kankei sh6ch6 renkei 

kaigi) charged with implementing the "Program for Improvement of 
the Environment for the Creation of New Industries."2 This program 

was part of the "Action Plan for the Change and Creation of Economic 

Structure (First Follow-up)," which was approved by the Cabinet in 
December 1997 (Cabinet 1997, appendix). These fifteen committees 

corresponded to industry areas listed in the plan (see Table 7.2, below). 

METI and several other ministries belonged to all committees, while 
the Ministry of Finance (MOF) was involved in only three. 

MITI' s past efforts to expand its jurisdiction had led to fierce turf 

wars with other ministries (Calion 1995; Johnson 1989), and it could 

be expected that further efforts would likely yield the same result. Yet, 

as of 2001, METI efforts to influence policies of other ministries had 

met with some success. For example, cooperation with the Ministry of 

Justice (MOJ) on efforts to reform the Commercial Code and with the 

MOF on related tax law changes achieved concrete results in the form 

of new laws (interviews with METI officials, summer 2000). METI 

did not get everything it wanted in these changes, but important 
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progress was made. In contrast, METI' s turf war with the Ministry of 
Posts and Telecommunications (now part of the Ministry of Public 
Management, Home Affairs, Posts and Telecommunications) over 

telecommunications policy and the future of Nippon Telegraph and 
Telephone (NTT) certainly continued. Thus, while turf battles contin­
ued to be fierce in areas with more overlap in jurisdiction such as tele­
communications, policy differences with strong mainline ministries 
such as Justice-where METI had no hope of gaining turf-were 

muted. For these reasons, negotiations with the Ministries of Labor or 

Health and Welfare could be expected to be more policy-oriented than 
turf-oriented, and may have a greater chance of success. 

Paradoxically, METI' s lack of formal policy tools, and even a lack 
of formal jurisdiction in some cases, could be an asset rather than a 
liability in its efforts to expand its sphere of influence to include 
economy-wide reform. In areas where it does not have primary juris­

diction, METI' s main tools are limited to public relations and quiet 

lobbying. A lack of formal jurisdiction may make it easier to use the 
bully pulpit to cajole other conservative, recalcitrant ministries into 
considering substantial reforms more seriously, since advocating a 
policy in an area where it did not have jurisdiction would be less likely 

to create conflicts among its own industry constituents. For example, 

METI might be less inhibited about taking a strong public stance on 
health care reform than the Ministry of Health and Welfare, which has 
to appease a range of powerful constituencies. In contrast to METL 

most other ministries retained substantial regulatory powers and juris­
dictional authority, including Health, Labor and Welfare; Land, Infra­
structure and Transport; Education, Culture, Sports, Science and 

Technology; and Public Management, Home Affairs, Posts and Tele­
communications. 

In order for METI to negotiate successfully with these ministries, a 
public relations strategy is important. The case of reform of the Com­

:nercial Code showed that a quiet strategy of constructive engagement, 
m which credit is shared with other ministries, can also yield results 

(see also Chapter 9). Thus emerged a win-win proposition for 
METI: If its lobbying of other ministries did not succeed in effect­
ing reform, at least METI would be seen by the public as a progres­
sive "ministry of reform" or "ministry of deregulation", with the 
blame falling on the other ministries. Makoto Kuroda, a former MITI 
vice minister for international affairs, remarked: "The world has 
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changed. Now it's MITI's job to tell other ministries to improve com­
petitiveness through deregulation" (quoted in Landers 1997). If the 

pushing succeeded, however, METI could receive a share of the
.
c
.
redit. 

In the twenty-first century, METI will have many opportum tles to 
try out this strategy. A variety of advisory councils, cabinet-level

.
com­

mittees, interagency committees and other groups have been trymg to 

address many of the broad-ranging policy issues discussed here, and 

METI has been involved through the provision of information, and in 
many cases staff support. These bodies included the IT Strategy Head­

quarters, IT Strategy Council, National Industrial Technology Strategy 
Development Committee, and the Economic Strategy Council. 

MET/ and Administrative Reorganization 

The effort to expand METI's purview is reflected in MITI's metamor­
phosis into METI as part of the government's large-scale reorgani�ation 

implemented in January 2001. Some suggest that MITI may have mflu­

enced the final form of the administrative reform proposals (Ito 1997; 

Vogel 1997), though not everyone agrees with this interpretation 

(Mishima 1998). Either way, MITI definitely fared much better than 

most of the other economy-related ministries, especially in comparison 

with the MOF (which had its regulatory bureaus spun off), the Minis­
tries of Construction and Transportation (which were forced to merge), 

and the Ministry of Posts and Telecommunications (which was folded 
into the Ministry of Public Management, Home Affairs, Posts and Tele­

communications). Not only did METI retain its overall powers and ju­
risdiction, but it also expanded somewhat, absorbing parts of the 

Economic Planning Agency. Moreover, its name was changed from the 

narrower Ministry of International Trade and Industry to the more en-

compassing Ministry of Economy, Trade, and Industry. 
. 

The government reorganization of January 2001 also resulted m a 

number of changes in METI' s internal structure that reflect the new 
overall policy orientation described above (see Table 7 .1). Th

.
ere

. 
are 

four significant points to be made about this internal reorgam
.
zatwn. 

First with electronics as a key exception, almost all manufacturmg bu­
reau� were consolidated into a single bureau. This reorganization 
would facilitate the resolution of conflicts of interest between manu­
facturing industries, by reducing the need for coordination at the bu­
reau level. The old Basic Industries Bureau was renamed the 
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Table 7.1 

METI's New Organizational Structure 

Old MITI Bureaus 

• Minister's Secretariat 

• Trade Policy 

• Trade Administration 

• Industrial Policy 

• Basic Industries 

• Machinery and Information Industries 

• Environment and Industrial Location 

• Daily Life Industries 

New METI Bureaus 

• Minister's Secretariat 

• Trade Policy 

• Trade and Economic Cooperation 

• Economic and Industrial Policy 

• Manufacturing Industries 

• Commerce and Information Policy 

• Industrial Science and Technology 
Policy and Environment 

Manufacturing Industries Bureau (Seiz6 sangyo kyoku), and it re­
ceived the auto and machinery sections, in addition to steel, chemicals, 

and other metals and materials. It was now also in charge of textiles, 

paper, construction materials, and other sectors previously belonging 
to the Daily Life Industries Bureau, which was eliminated. 

Second, the new structure implied an increased focus on informa­
tion technology and electronics, and in particular their connection with 

the distribution system. The old Machinery and Information Industries 

Bureau was renamed the Commerce and Information Policy Bureau 
(Sh6mu joh6 seisaku kyoku), and it acquired several sections from the 
former Industrial Policy Bureau dealing with distribution. This bureau 
is now in charge of the electronics industry. Presumably, the intent was 
to make it easier to promote the modernization of Japan's distribution 

sector using information technology. 
Third, the new structure allowed a much stronger emphasis on tech­

nology. A new Industrial Science and Technology Policy and Environ­

ment Bureau (Sangy6 gijutsu kankyo kyoku) replaced the old 
Environment and Industrial Location Bureau. Much of this new bureau 

carne from the Agency of Industrial Science and Technology (K6gy6 
gijutsu in), which had always been affiliated with MITI; now, the 
agency's functions were transferred to the ministry proper. The new 
bureau also retained the Environmental Policy and Recycling Promo­
tion Sections. The industrial location sections were transferred to the 
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new Economic and Industrial Policy Bureau, which replaced the old 

Industrial Policy Bureau. 
Fourth. the old Industrial Policy Bureau received a name upgrade to 

the Economic and Industrial Policy Bureau (Keizai sangyo seisaku 

kyoku). The Industrial Policy Bureau had long been
. 

re�arded as 
MITI's flagship bureau, and its chief was typically next m l�ne �o be­

come administrative vice minister, the highest career offic1al m the 
ministry. The renamed bureau retained its overall p�anning and c�ordi­
nation sections, and presumably its strategic functiOns. As mentioned 

above, some sections relating to the distribution industry were m?ved 

to the new Commerce and Information Policy Bureau. In return, 1t re­

ceived sections relating to regional policy and industrial location. 

It is evident that this reorganization was more of a streamlining, not 

a wholesale restructuring. The original MITI functions remained es­

sentially intact, but were reorganized in a somewhat rr;ore r�tional 

fashion. The reorganization seemed to strengthen METI s honzontal 

functions (ranging across industries, not tied to a specific industry), 

especially the new emphasis on technology. In:portantly,
. 

ho":'ever, 

METI did not abandon its vertical functions (relatmg to spec1fic mdus­

tries) and jurisdiction. If anything, the industry-specific functions ap­

peared to have been consolidated and more focused in the two n�w 

vertical bureaus, Manufacturing, and Commerce and InformatiOn 

Policy (Kokusei Joho Sent:a 2000). 
. . 

Of course, the name change did not really come wtth mcreased legal 
powers, so in one sense it may be symbolic. Clearly, in order to ef�ect 

economy-wide reforms, it would be necessary for METI to negotiate 

with other ministries. This is precisely what METI has done, and fu­

ture policy making would be even more dependent than before on ne­

gotiations with other ministries. 

Economy-Wide Structural Policies 

METI's increased emphasis on economy-wide reforms was a key new 
policy direction. One central element o� this policy was t� make progres� 
on general structural issues, often relatmg to human capttal, �nance, o 

corporate law, that were outside METI's jurisdiction but very tmportant 
to its key constituents, the manufacturing industries. Other elements of 
this policy included issues where METI had jurisdicti?n, but n?t exclu­
sively so, such as the promotion of e-commerce and mformat1on tech-

� 
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no logy, technology policy, and policies to promote new business forma­
tion and small business. 

General Structural Issues 

Among the structural policy issues outside METI's jurisdiction were 

pensions, health insurance, labor deregulation, university reform, tax 

policy, and reform of numerous elements of the Commercial Code. 

All of these immediately affected the manufacturing industries, and 
thus were of concern to METI. The ministry was especially keen to 

develop a 401(k)-style pension system. In the late 1990s, this issue 

was discussed in the Industrial Structure Council, one of METI's key 

advisory bodies, demonstrating a high level of concern (ISC 1997). 
Serious discussions about reform of the Japanese university system 

were also launched at the turn of the century. New measures to im­

prove labor market flexibility, such as relaxation of regulations on 
temporary workers, have been instituted. Many of these measures were 

also designed to promote flexibility and reduce transaction and in­

formation costs. While other ministries and agencies were not neces­

sarily opposed to reform, these issues were very complex and 
interrelated, and the interests of many different groups other than METI 

were at stake, so the scope, shape, and pace of changes needed to be 

negotiated. 

The revision of several provisions of the Commercial Code in 1999, 

in order to facilitate corporate reorganization, is an important example 
of a case in which METI succeeded in beginning the process of reform 
in an area outside its jurisdiction. The MOJ and METI negotiated revi­

sions as part of the 1999 Industrial Revitalization Law (Sangyo saisei 

ho). These revisions were accompanied by a number of related 

changes in the tax law that required negotiation with the MOF. Previ­

ously, the Commercial Code contained many provisions that made cor­
porate restructuring difficult, expensive, and time consuming. Under 
the basic philosophy of traditional Japanese law, courts were seen as 
having a responsibility to protect the public interest and exercised a 

significant amount of oversight over proposals for corporate reorgani­
zation. This oversight involved long delays and high transaction costs 
(such as requiring certifications and audits by independent lawyers, 
who in tum hired accountants), and as a result corporate reorganization 
was rarely attempted. 
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MITI engaged in lengthy negotiations with the Ministries of Justice 

and Finance to try to streamline this aspect of the Commercial Code. 

MOF was reluctant because of possible revenue implications. Both 

MOF and MOJ had a difficult time understanding the implications of 

the changed economic conditions on the competitiveness of Japanese 
companies and the role of the proposed changes in helping companies 

cope with these conditions. MOJ was also reluctant to drastically 

change the fundamental basis of Japanese commercial law, especially 

given the enormous effort it would take, including convening various 

advisory committees and persuading retired MOJ officials and law 
professors at the University of Tokyo and elsewhere of the necessity of 

change. Finally, MITI convinced the other ministries of the merits of 

relaxing some of these restrictions. 
The resulting reforms made it easier to implement mergers and acqui­

sitions, spin-offs, and management or employee buyouts. Stock options 

were legalized. There were also related tax measures to make it easier 

for companies to take advantage of the new provisions of the Commer­

cial Code. The Commercial Code is still not fully modernized, but par­
ticipants felt that significant progress was made (Nakahara 1999a, 

1999b ). Other related legal changes included the legalization of holding 
companies, and various measures to improve corporate governance (see 

Chapter 9). While the ultimate effectiveness of these measures will only 

show over time, this kind of policy initiative represents a significant 

change compared to the policies of the past. 

Measures to Promote E-Commerce and 
Information Technology 

At the tum of the century, METI also intended to play a leading role in 

the promotion of e-commerce and information technology industries. 

Rather than using traditional policies, such as promoting coordination 

by firms, the new approach seemed to do so mainly through economy­

wide measures, including some that involved reducing transaction and 

information costs. Among METI's high priorities were measures to fa­

cilitate e-commerce, for example legalizing electronic contracts and digi­

tal signatures, and establishing other related rules (JECC 2000, pp. 

62-64). METI also pushed laws to promote privacy on the internet. To­

tal IT-related budget requests for fiscal 2001 totaled about $7 billion 

(Dewey Ballantine 2001). 
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Moreover, demand promotion became an important part of the 

government's internet strategy. The 2000 "e-government" initiative 

could be seen in this light. Measures included digitization of public ad­

ministration within central and local governments, as well as of public 

services to the private sector, publication of administrative information 

via the internet, central government support for local governments, re­

form of regulations to increase the number of documents that could be 
submitted electronically, and digitization of procurement procedures. 

There were also plans to upgrade the technological capability of schools 

�IT Strategy Council 2000). The economic stimulus package drawn up 
m October 2000 provided for ¥200 billion (roughly $1.5 billion) to pro­

mote computer literacy, including basic internet training for seven mil­
lion people (Suzuki 2000). 

These measures, when fully implemented, promised to yield large 

efficiency savings. Yet, as anyone who had visited Japanese central 

government offices in 200 l could plainly see, implementation of this 

vision would require very large investments. This could provide a 

l�rge demand stimulus for the relevant industries. Industry experts es­

timated that the central government was likely to spend more than 

¥500 billion (about $4 billion) by March 2004, and that total expendi­

tures for both central and local governments on creating government 

networks would reach ¥1 trillion ($8 billion) by fiscal year 2003 

(Suzuki 2000). Of course, this demand stimulus would not necessarily 

benefit only Japanese firms. Yet, given the presence of Japanese firms 

in internet-related industries, domestic benefits from a large increase 
in demand would be expected to be large. 

Last but not least, the 2000 IT Strategy Council report called for 

the establishment of an ultra-high-speed network infrastructure and 
e�hanced co�petition in the telecommunications market. The report 

d1d not specify whether the network was to be built publicly or by 
�he private sector, but either way the result would be a significant 

Improvement in infrastructure as well as a demand stimulus. The re­
p�rt also called for the promotion of research and development in 

�h1s area. Interestingly, the report advocated increased competition 
m th

,
e telec?mmunications industry. This was aimed at reducing 

NTT s dom1�ance over this market, which was viewed as having 
created formidable obstacles to the spread of the internet and e-com­
merce in Japan

. 
(IT Strategy Council 2000). An economic package 

was drawn up m October 2000, providing for ¥800 billion (about 



ij I I 

174 DOMESTIC POLI TICAL ECONOMY A:-.ID PERMEABLE INSULATION 

$6.4 billion) to build fiber-optic networks and other infrastructure 

(Suzuki 2000). 

The IT Strategy Council's report did not just call for the promotion 

of IT for its own sake or as part of a competition among nations. It also 

viewed IT as a way to help Japan solve pressing social problems. 

These included coping with the aging society, medical and nursing 

care, improving transportation and traffic, environmental protection, 

improving education, and promoting art and science . Nevertheless, IT 

promotion was clearly an example of national targeting. Japan was 

afraid of falling behind, and a feeling of national crisis could be 

sensed. But the way in which the Japanese government planned to pro­

mote this agenda appeared to respond to past criticism of industrial 

policy. Thus, IT promotion was launched as an economy-wide promotion 

effort, with a focus on reducing information and transaction costs, stimu­

lating demand, and upgrading technology, and not a traditional policy of 

using infant industry protection and reducing excess competition. 

Technology Policy 

Traditionally, Japanese industrial policy placed a large emphasis on tech­

nology promotion, and that has not changed. In 1999, Japanese govern­
ment expenditures on science and technology amounted to ¥3.2 trillion 

(about $26 billion), of which MITI's share was about ¥493 billion ($4 
billion), or about 15 percent. In 1997, Japanese government research 

and development (R&D) expenditures accounted for 0.63 percent of GDP 

(in contrast with 0.8 percent for the United States), and 19.1 percent of 

all national nondefense R&D expenditures (in contrast with 15.7 per­

cent for the United States) (STA 1999, pp. 106--7, 215). 
However, at the turn of the century, the composition of R&D spend­

ing began to change. In the past, Japan's technology policy had fo­

cused mainly on promoting applied technology, rather than on basic 
research (Anchordoguy 1997). But METI was trying to shift gears and 
push the nation's technology establishment to increase the amount of 
basic research. In the early postwar period, Japan could license tech­
nology based on basic research done elsewhere, but as Japan reached 
the technological frontier, increased basic research would be necessary 

to maintain Japan's competitive position. To be sure, this was not go­
ing to happen overnight, and significant resources continued to be de­
voted to applied technology, to enable Japan to catch up with the 
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United States in key areas of new technology. So, even though a recent 
report �y the National Industrial Technology Strategy Development 
Committee called for transforming the technological innovation sys­

tem fro� �  "catch-up" type to a "frontier-creation" type (NITS 2000), 

the transition may take considerable time. 

. 
Another new element was an emphasis on systemic improvements 

m the R&D system .
. 
These included expanding and improving training 

of researchers, rnakmg more use of foreign researchers, and long-term 

structural reform of the university research system. In particular, 

METI worked to create a better system of coordinating research be­
tween business, government, and universities. Again, change would 

�ot occ�r overni�h:, and would probably require extensive negotia­

tiOns with the Mmistry of Education, Culture, Sports, Science and 
Technology. Nevertheless, these goals were promoted in a variety of 
government reports (including IT Strategy Council 2000, MITI 2000a, 

NITS 1999, ST A 1999). Of course, just because these policies were 
stated in a wide range of government reports did not say much about 

the speed or degree to which they would be implemented. Still, it was 
official government policy to work toward these goals. 

In addition to this attempt to formulate technology policy in a more 

systemic fashion, there continued to be a significant amount of govern­

�ent-s�ons_ored �r coord�nated research designed to promote specific 
mdustnes, mcludmg key mdustries in METI' s jurisdiction such as au­
tom?biles, steel, and chemicals. The 2000 Japanese version of Japan's 

Natwnal Technology Strategy (Kokka sangyo gijutsu senryaku) was 
408 pages long, and most of it was organized by economic sector 

(NITS 2000). 

In automobiles, for example, the government plan for the year 2000 
promoted a myriad of projects including fuel cells, electronic toll col­

lection, and other "intelligent transportation" systems, building on the 
strength of Japan's auto industry. Many of these were related to mak­
ing aut

.
os more environmentally friendly. Funds earmarked by METI 

f?r vanous "Clean Energy Vehicle"-related projects exceeded ¥21 bil­
lion (about $170 million) (MITI 2000b ). 

The semiconductor industry was another example where insulative­
type technology policy seemed to make a comeback, through METI's 
sponsoring of re

_
search projects. Semiconductors, previously a high­

profile Japanese mdustry, had largely been forgotten in terms of indus­
trial policy. After becoming a highly successful industry no longer in 
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need of government help, Japanese semiconductor manufacturers were 
challenged by Korean firms in the 1980s and 1990s, using Japanese­
style industrial policy. Some Japanese producers dropped out, and the 

ones remaining seemed competitive on the basis of their own efforts. 
Moreover, some have argued that even in the heyday of Japanese gov­
ernment-sponsored cooperative research projects in high technology, 
there were many problems, including coordination difficulties and re­
luctance of companies to be involved (Calion 1995). However, since 
the 1990s, the Japanese semiconductor industry had been largely de­

pressed, as U. S. companies like Intel took the lead in key areas like 
microprocessors, and as competition from South Korean and other 
East Asian firms intensified. 

In this environment, MITI launched a new joint research project in 

1999 to help develop basic technology for the next generation of semi­

conductors using 0.1 micron technology. The participants were ten 

Japanese semiconductor producers (NEC, Toshiba, Hitachi, Fujitsu, 

Mitsubishi, Matsushita, Sony, Sharp, Sanyo, and Oki), and they com­

mitted a total of 100 researchers to the project (Nikkei, October 25, 

1999). Apparently, the Japanese electronics companies had shed their 

earlier aversion to these cooperative projects. The participation of 

Sony was particularly ironic, since some of its officials, shortly after 

the project was launched, had criticized the tendency of other compa­

nies to look to METI for help and suggested that METI was no longer 

able to be of much use to the industry (interviews, Tokyo, June 2000). 

Thus, it is evident that industry-specific technology promotion policies 

have not disappeared, and that some of the more traditional technology 

promotion policies, such as government-sponsored research consortia, 

may in fact be reinstated. 

New Business Formation and Small Business 

Promotion Policy 

Another of METI's new priorities was to promote the formation of new 
businesses, and this job fell mainly to METI's Small and Medium Enter­
prises Agency. Some U.S. researchers have argued that one of the keys of 
U.S. success in the internet economy in the 1990s was what they call the 
"Silicon Valley System," which fostered the creation of new companies 
that were the source of rapid innovation and adaptation to new economic 
environments (see, for example, Cohen et al. 2000, p. 26). Smaller com-
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panies can commercialize new technology rapidly through access to ven­
ture capital, experienced management, and contract manufacturing. METI 
agreed with this view, and began to promote venture businesses in the 

1990s. METI was very concerned that Japan had fallen behind in terms of 
new business formation, and was therefore losing out on the innovation 
and technology that smaller entrepreneurial companies generate. It was 
said t� be ve:r difficult to start these kinds of companies in Japan, be­
cause It was difficult for them to obtain access to finance, human resources, 

and management support. METI began to use various small business pro­
grams to try to address these problems. 

This was a significant change in METI's attitude towards small and 
medium-size enterprises. The old view, developed in the 1960s, was that 
s:nall firms �ere less productive than large ones, and the policy objec­
tiv

.
e was to Irnp

.
rove their productivity through modernization and pur­

SUit of economies of scale through mergers. The new view was that 

small firms were a source of dynamism, flexibility, mobility, and cre­

ativity, and therefore the ministry should develop a more positive stance 
towards them (SMEA 2000a, 2000b; interviews with officials of 

METI's Small and Medium Enterprises Agency, Tokyo, June 2000). 
This change in the basic policy stance was reflected in a 1999 revision to 
the Small and Medium Enterprises Basic Law ( Chushi5 kigyo kihon hi5). 

This is not to say that the old policy gave small and medium-size en­
terprises little attention or help; in fact METI's Small and Medium En­
terprises Agency has long provided substantial assistance. What has 
changed is the overall direction of METI policy, and the rationale behind 
�t. Thus, instead of trying to turn small enterprises into large ones (or 
Improve their complementarities with large ones), METI shifted its 

policy
_ 
to try t? harness the special advantages smaller companies may 

have m adaptmg to the rapidly changing environment of the internet 
economy. One priority was to promote start-ups and new venture busi­

nesses through finance and credit guarantees. There was even a measure 
to allow limited equity participation by the government in some small 
start -ups. Other policies included encouraging small companies to im­
prove their management structure and make better use of information 
technology, and strengthening the ability of small companies to generate 
new technology. Management consulting services for small business 
were initiated. These were funded by central government and provided 
t�ough the Japan Small and Medium Enterprises Corporation (Chi:isho 
Kigyo Sogo Jigyooan) and local governments (JASMEC 2001). Much of 
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the consulting is subcontracted out to private consultants, who are re­
quired to register with METI and pass an exam or take a training course. 

There were 15,491 registered consultants as of April 1999 (SMEA 1999, 

pp. 34-37; interviews, Small and Medium Enterprises Agency, Tokyo, 

June 2000). The main objective of consulting was to improve basic man­
agement skills and help with common problems like upgrading informa­

tion technology systems. Still, one wonders whether a government-spon­
sored consulting system could be used to bolster hidden traditional 
industrial policies of reducing excess competition by tacitly promoting 

cooperation and collusion, though historically it has been difficult to do 
this in industries with many small companies. 

Despite these efforts to promote small businesses through nontradi­
tional policies, small business policies still involve a large amount of sub­
sidies. The Small and Medium Enterprises Agency has a large budget for 

loans and various subsidies to small businesses, and this is supplemented 

by a numrer of other public and quasi-public funding agencies. METI's 

total budget in FY 2001 for small and medium-size enterprises was ¥134 
billion (over $1 billion) and the total government budget for small and 

medium-size enterprises was ¥195 billion (about $1.6 billion). While this 
may not seem like a lot, much more is available through various quasi­

public funding agencies. Three of the biggest ones, Small Business Fi­

nance Corporation (Chiisho Kigyo Kin'yil Koko), National Life Finance 
Corporation (Kokumin Seikatsu Kin'yil Koko), and the Central Coopera­

tive Bank for Commerce and Industry (ShOko Chilkin) requested a total of 
¥8.5 trillion (about $68 billion) in new lending authority for FY 2001 

(SMEA 2001). As of March 31, 1999, loans outstanding provided by these 

three agencies totaled almost ¥30 trillion (about $240 billion) (SMEA 

1999). Even though these agencies are legally separate from METI, they 

are affiliated with the ministry and play an important role in small business 

policy implementation. METI' s Small and Medium Enterprises Agency is 

at the center of the policy-making process. Moreover, the Small Business 

Finance Corporation and the Central Cooperative Bank for Commerce and 
Industry were both headed by former MITI administrative vice ministers 

as of 1999 (Toyo Keizai 2000). 

METI has attempted to distribute benefits from these programs ac­
cording to objective criteria, and hold the recipients to performance 
standards. For at least some new programs involving subsidies, firms 
are required to submit business plans that are evaluated by panels of 
independent experts, and METI itself is not supposed to intervene in 
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the decisions. Many loans are also distributed by private banks. METI 
was well aware that Diet members might try to influence the distribu­

tion of benefits to particular firms, so it took steps to try to insulate 

these programs, including removing itself from the individual deci­
sions (SMEA 1999, p. 8; interviews with METI officials, Tokyo, June 

2000). Objective criteria and performance requirements are definitely 
official policy, but given the large number of complex programs relat­

ing to small business, it is impossible to know whether objective crite­

ria were indeed widely used or consistently implemented. 

Of course, small business promotion policy was neither new nor 
apolitical. Lincoln ( 1999) has criticized this system as a kind of wel­
fare for small business, and given the large budget involved this may 
be the ultimate effect of the policy, even if METI used it to promote 
structural reform and even if some or most of the benefits were distrib­
uted according to objective criteria. Still, when challenged about small 

business policy and the significant sums of money spent, METI has 

been quick to point out that the U.S. Small Business Administration 
has also spent a great deal of money promoting similar goals with 

similar policies. In fact, in designing its new policies to promote small 
business, METI looked to the U.S. Small Business Administration as a 
guide (interviews with METI officials, summer 2000). True, there is 

no guarantee that these policies will make even a small step towards 
creating a "silicon valley" of small, entrepreneurial high-tech compa­

nies in Japan, and certainly METI was under no such illusions that 
these policies would produce quick success. Still, it would be a mis­
take to characterize these policies as no different from those in the 
past, and METI does seem to be trying to adapt to changing conditions 

by experimenting with new policies. 

Policies to Promote Specific Industries 

Efforts to promote specific industries have not stopped, despite METI's 
increasing emphasis on more general, economy-wide policies. In fact, a 
wide range of industries continues to re targeted. One important change is 
that in many cases there has been a shift in emphasis away from more 
traditional policies of protection and curbing "excess competition," and 
toward policies that are aimed more at reducing costs, upgrading technol­
ogy, and stimulating demand. Included here are measures such as devel­
oping infrastructure, upgrading human resources, deregulation, and 



180 DOMESTIC POLITICAL ECONOMY AND PERMEABLE INSULATION 

promoting the diffusion of information technology (Cabinet 1997). Nev­

ertheless, many ofMETI's traditional client industries still benefit from a 

policy that tacitly allows competition to be restrained through lax en­

forcement of the antimonopoly law, including steel, chemicals, paper, 

and other basic goods industries (Beeman 1999; Elder 1998; Tilton 1996). 

Schaede (Chapter 8) argues that because of a pronounced shift to "self 

regulation" in these industries, protectionist and anticompetitive effects 

remain strong. 
It is impractical here to try to discuss every industry in which MITIJ 

METI has been involved; but it is possible to get a sense of overall 
priorities, particularly in terms of the promotion of new industries. In­
terestingly, MITI's annual document, Priority Trade and Industry Poli­

cies, typically focused on more economy-wide measures and did not 
clearly indicate priorities in terms of specific industries. Nevertheless, 
the Cabinet's Action P lan for the Refonn and Creation of Economic 

Structure indicated fifteen broadly defined industry areas for promotion 
(Cabinet 1997), and it listed METI as a member of al l  of the 
interministerial committees formed to implement the plan.3 This plan 
represents policy that METI is obligated to implement. The fifteen in­
dustry areas are listed in Table 7.2, along with illustrative examples. 

At first glance, this list looked like a comprehensive laundry list, 
prompting the question of what industries were left out, especially when 
the designated industries ranged from babysitting to supersonic aircraft. 
Some items seemed overtly political, like ocean industries (possibly in­
tended to benefit the politically powerful fishing industry) and industries 
relating to urban environment (perhaps an attempt to appeal to urban 
voters). Some more narrowly specified industries appeared to have been 
singled out for special treatment, such as biotechnology, and air and 
space. Moreover, even industries that did not appear directly on th� lis:, 
like construction, steel, chemicals, or autos, were likely to benefit mdl­
rectly, either through increased sales or cost reductions. 

The selected industries were all thought to have potential for high 
growth, and to form a base for future employment. These industries 
also fit well with other government efforts to address important social 
problems (such as the aging society, environment, and ur?an li�e). 
Moreover, it was probably hoped that promoting these mdustnes 
would improve the competitiveness of a wide range of other industries. 

Another way of thinking about the rationale for focusing on these in­
dustries was suggested by the analytical framework of Michael Porter's 
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Industry Areas Targeted for Promotion 

area 

1 . Medical and welfare 

2. Daily life and culture 

3. Information and 
telecommunications 

4. New manufacturing 
technology 

5. Distribution and logistics 

6. Environment 

7. Business support 

8. Ocean 
9. Biotechnology 

10. Urban environment 

11. Air and space 

12. New energy and energy 
conservation 

13. Human resources­
related industries 

14. Internationalization­
related industries 

15. Housing-related 
industries 

Home health care service, medical equipment 

Education service, tourism, fashion, babysitting, 
textiles, household goods 
Software and system integration, intelligent 
transport systems (ITS) 
Integration of IT, new chemical processes; 
micromachines, robots, lasers, new materials, 
minaturization, fine ceramics 
Improve efficiency through new technology, 
information technology 
Eco-materials, low-pollution manufacturing, 
recycling industry 
Outsourcing of business support functions, office 
and network security, advertising, design industry 
Develop industries near coastal areas 
Use of genetic technology for medicine, agriculture, 
chemicals, energy 
New, environmentally friendly materials for urban 
construction, building ventilation systems, new 
transportation, environment and safety systems 
Next-generation supersonic plane, avionics, global 
positioning system (GPS) 
Refuse-derived fuel, clean-energy vehicle, solar 
power 
Temporary staffing, training, internships 

Ports, airports, roads, consulting, and information 
for foreign companies in Japan 
Housing construction, building materials 

Competitive Advantage of Nations (1990). In a way, Porter's argument 
can be interpreted to support strategies of permeability rather than insu­
lation. Porter argued that governments should not try to improve com­
petitiveness through protection, short-term cost reduction, or other 
traditional targeting measures. Rather, policy should focus on: (1) firm 
strategy and structure, particularly promoting competition; (2) develop­
ment of advanced factors of production; (3) promotion of sophisticated 
demand; and (4) promoting "clusters" of related industries that can build 
on each other's strengths. Many of the industries on Japan's priority list 
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do coincide with these objectives, whether or not Japanese officials were 
consciously considering Porter's arguments. The list of industries built 
on Japan's strengths in existing industries, such as manufacturing and 
electronics, and promised to strengthen Japan's "clusters" in these areas. 
It dealt with some of Japan's key "selective factor disadvantages" such 
as energy and human resources. All industries on the list can be seen as 
tapping into or aiming to develop sophisticated demand, particularly in 
areas of high social priority, such as dealing with problems relating to 
the environment and aging society. The list also emphasized what ap­
pear to be key emerging technologies, including information technology, 
manufacturing technology, biotechnology, new energy, and new materi­
als. Of Porter's four factors, the only one that is not emphasized in 
METI' s policy is promoting competition, although the more general 
policies refeiTed to earlier do address issues of firm strategy and struc­
ture. The coincidence of this list of "targeted" industries with Porter's 
policy guidelines is somewhat ironic, given that Porter specifically ar­
gued that targeting is not likely to be effective. 

In sum, METI has not given up targeting specific industries, but 
there has been a shift in the rationale for which industries are empha­
sized, as well as a shift in the content of the policies. Yet, in some 
industries there have been important continuities with past policies. In­
dustrial policy is not dead. It is very much alive, but it is constantly 
changing. These issues will be illustrated by looking in more detail at 
three industry examples below. 

Environment-Related Industries 

In recent years, METI has taken an active leadership role in the area of 
environmental protection and recycling. For example, it has sponsored 
laws to mandate recycling in areas such as automobiles and electronic 
appliances. In political terms, the promotion of industry and environ­
mental protection are often seen as conflicting goals, as was clearly il­
lustrated in the United States by President George W. Bush's decision to 
withdraw from the Kyoto Protocol on global warming, on the grounds 
that it would be harmful to business. In contrast, in Japan, METI adopted 
more of a pro-environment stance. Furthermore, METI seemed to view 
environmental protection as an increasingly important facet of indus­
trial policy. METI appeared to have adopted Michael Porter's (1990) 
view that strong environmental regulations can serve as a demand stimu-
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Ius to develop environmental protection and recycling industries and 
related new technologies. 

This emphasis on environmental protection had clear political im­
plications. First, it made METI appear progressive and "green," 
strengthening its public image. Second, the environmental focus would 
make it easier to obtain government research and promotion funds for 
industry. Third, any research and promotion funds would appear to for­
eigners as part of environment policy rather than as a return to the old 
industrial policy, thereby perhaps heading off some future potential 
trade friction. Fourth, mandated recycling could develop into a WTO­
legal nontariff barrier, affording Japanese firms an advantage through 
advanced knowledge of design-in recycling requirements. Finally, the 
manufacturing industries under METI' s jurisdiction would benefit 
most from these policies, particularly important struggling industries 
like steel and chemicals, but also electronics and automobiles. 

Air and Space Industries 

Critics of industrial policy have often labeled this industry as one of the 
more dramatic cases of failure (see, for example, Porter et al. 2000, pp. 
31-32). Despite decades of heavy promotion, as of 2001 Japan had yet 
to build a complete civilian aircraft, and a series of rocket failures had 
put the future of the space program in doubt. Nevertheless, others have 
argued that Japan has made a number of achievements in this field, par­
ticularly in the field of new materials as well as in aircraft parts (Fried­
man and Samuels 1993). Now, Boeing airplanes are made with an 
ever-increasing share of Japanese-made parts. 

Far from writing its aircraft and space industries off as failures, Ja­
pan was aggressively strengthening them even more. In 2002, Japan 
planned to begin full-scale development of a new mach-2 supersonic 
transport plane, possibly in cooperation with foreign partners, which 
was hoped to go into commercial service in 2020 (Kyodo News Ser­
vice, February 19, 2001; Daily Yomiuri, February 10, 2001). Japan was 
also developing two next-generation military aircraft to be made in Ja­
pan, including an antisubmarine patrol plane to replace the P-3C, and a 
cargo transport plane to replace the C-1. The Finance Ministry pro­
posed ¥5.3 billion (about $42 million) for ongoing development of 
these planes in fiscal2001 (Kyodo News Service, December 20, 2000). 
Again, it is by no means certain that these programs will be successful 
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or without problems, but it is clear that industrial policy is still active 
in air and space industries. 

Energy and Chemical Industries 

Energy and chemicals are two industries where METI has in the past 
exercised fairly extensive oversight, and it clearly continued to do so 

at the tum of the century. The energy industry still had substantial bu­
reaucratic resources devoted to it, and was represented at the agency 
level in the Energy and Natural Resources Agency. The agency remained 

a part of the new METI even after the government reorganization of 
2001. While deregulation has proceeded in a slow but steady fashion 

over the last few years, and although METI seemed committed to a 

thorough restructuring of the industry, this restructuring remained in­
complete and METI guidance remained strong. 

Similarly, METI's guidance remained strong in the chemical in­
dustry, which was undergoing restructuring and slow deregulation. 

As of2001, Japanese chemical industry publications continued to de­

scribe government policy (including recommendations of advisory 
councils appointed by the prime minister, such as the Economic 

Strategy Council and the Industrial Competitiveness Council) as call­

ing for traditional industrial policy measures such as reductions in 
excess capacity and employment countermeasures (Kagaku Kogyo 
Nipposha, various years). Moreover, as of the mid-1990s, many 

widely used petrochemicals were still subject to formal tariffs with 
effective rates ranging from 4 to 24 percent (Masuda 1995, pp. 65-

70). Clearly, old-style industrial policies have not been completely 
abandoned in all industries. 

Explaining Change and Continuity in METI Policy 

As of200 1, any claim of a conclusive explanation of the pattern of change 
and continuity in METI policy would have been premature. However, 
we can explore some preliminary hypotheses based on the four catego­
ries that political scientists often use to classify explanations for policy 
change: international factors, institutions, interest groups, and ideas. 

One conclusion that could be reached as of 2001 was that globaliza­
tion had not caused Japan to abandon industrial policy and converge on 
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the Anglo-Saxon model of minimally regulated markets. To be sure, 

international pressure, particularly from the United States, by the late 

1990s had constrained many overt policies of insulation that Japan had 
used in the past. Yet Japan, and in particular METI, found ways to 

continue some of these policies. 

The main contending perspectives that bear on explaining METI 
policy are institutions and interest groups. Concretely, the question is 

the relative influence in the policy-making process of the METI bu­
reaucrats, the politicians, and business interests. Much of the evidence 

presented in this chapter suggests that METI was shifting into the role 
of a policy entrepreneur, trying to advance its own power and prestige 
through finding creative ways to advance the interests of its key con­
stituents, the manufacturing industries. METI certainly did well in the 
administrative reorganization of 2001. Many of the policies adopted by 
the Cabinet referred to in this chapter were prepared by METI' s main 

advisory committee, the Industrial Structure Council. This means that 
METI had significant influence over the development of these policies, 
since METI chose the council members, provided its staff, and formed 

its agenda. METI definitely had incentives to try to stake out a role in a 
rapidly changing policy environment in which industrial policy 

seemed to be less and less relevant. 

But it is also important to consider how much politicians influenced 
policy. In the late 1990s, it became clear that politicians were playing 
an increasing role in policies relating to METI (see Chapter 2). The 
strongest evidence consisted of the fact that former prime ministers 
Hashimoto, Obuchi, and Mori played an increasingly visible role in 
articulating economic policy, and in particular appointing several blue 

ribbon advisory panels on issues such as information technology strat­

egy, technology strategy, and industrial revitalization. Moreover, the 
members of these committees seemed less dependent on bureaucratic 

influence than their predecessors, since they included powerful critics 

of traditional economic policies like Sony chairman Idei Nobuyuki (IT 
Strategy Council) and economists Nakatani Iwao and Takenaka Heizo 
(Economic Strategy Council). As noted earlier, some saw the 2001 ad­
ministrative reorganization of the ministries as evidence of increased 
influence of politicians (Mishima 1998), while others believe bureau­
crats may have influenced the final form of the reorganization plan (Ito 
1997; Vogel 1997). 

An argument can also be made for an increased influence of busi-
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ness on METI policy. The presence of prominent businessmen on key 

prime ministerial advisory committees could be seen as an example of 
this. Moreover, there was evidence of lobbying by Keidanren on many 

issues discussed in this chapter (interviews with Keidanren and METI 
officials, summer 2000). Nevertheless, more detailed research on the 
decision-making process in specific policy cases is needed before the 

relative influence on policy of bureaucrats, politicians, and business 
can be fully assessed. 

Finally, it is possible to argue that Western ideas may have had 
some influence on the policy. In the 1980s and 1990s, large numbers of 

Japanese elite bureaucrats and business people studied in foreign 
graduate programs in business, government, and international rela­
tions, often in the United States. By 2000, many of these former stu­
dents had reached decision-making positions in their organizations in 
Japan. Most of the graduate programs they attended included a heavy 

dose of neoclassical economics, and those who studied Japan's eco­
nomic and political relations in the United States were exposed to de­
bate and criticism of Japan's economic and political systems. While 
these Japanese overseas students may not have found the critiques very 
persuasive, they were exposed to outside ideas that may have played a 
role in motivating changes in METI policy. 

Conclusion 

In conclusion, the combination of change and continuity in Japan's in­
dustrial policy described in this chapter illustrates the combination of 

permeability and insulation with which Japan has responded to changes 
in the domestic and international political and economic environment. 

On the one hand, in terms of permeability, there has been a clear effort 

to move away from some of the protectionist and anticompetitive poli­
cies of the past, and a desire to try to reap the benefits from global trends 
and new technologies. On the other hand, in terms of insulation, some 
protection remained, particularly informal protection fostered by the 
trend towards self-regulation (see Schaede, Chapter 8). And even in the 
cases where industrial policy had moved away from protection, there 
was still a clear sense that the government must help Japanese industry 
in the transition, even if that meant turning to promotional measures 
that might also benefit foreign firms (e.g., promotion of human capital, 
facilitation of corporate restructuring). In some cases, like the develop-
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ment of the supersonic transport, cooperation with foreign firms will be 
necessary, even though the goal is to promote Japanese aerospace com­

panies. So even while implementing measures to promote Japanese firms, 
there is a definite trend away from the idea that foreign firms should be 
actively excluded from the Japanese market. (In fact METI's official 

policy is to encourage foreign investment in Japan.) For industrial policy, 
permeable insulation means that while Japan's strategy is moving in a 

new direction, but there are still important elements of continuity. 

Notes 

1. Johnson ( 1999) argued that in the 1980s and 1990s MITI tried to play down 
t?e extent to w�ich it wa� engaged in industrial policy to avoid giving the impres­
SIOn that Japan s economic system was fundamentally different. 

2. Shinki sangyo soshutsu kankyo seibi purogrammu. 
3. Other (pre-2001) ministries involved in all committees include the Economic Plan­

ning Agency, Science and Technology Agency, Ministry of Construction, Ministry of 
Posts and Telecommunications, Ministry of Transportation, and Ministry of Labor. 
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Industry Rules 

From Deregulation to Self-Regulation 

Ulrike Schaede 

A major point of contention between Japan and its trading partners has 

long been the issue of market access and competition. For decades, for­

eign companies have complained about an "uneven" playing field and 

limited access to Japan's large, affluent market due to industrial policy, 

implemented by the Ministry of Economy, Trade, and Industry (MET!) 

and other ministries to uphold vast regulations and protect domestic 

producers. Foreign governments, in particular that of the United States, 

backed their domestic corporate interests by initiating a series of trade 

negotiations intended to increase market access, beginning with agri­

culture and then progressing to manufacturing, transportation, telecom­

munication, and the service and financial industries.1 The Japanese 

government responded to these pressures with a process of seemingly 

never-ending "regulatory reforms." This chapter argues that the result 
of this extended process is a prime example of permeable insulation. 

Over the last two decades, Japan has announced almost too many 

deregulation programs to count. To mention just a few of these, the 
1983 Japan-U.S. Yen/Dollar Committee proposed interest rate deregu­

lation and a sequence of financial reforms, many of which were ac­
complished by 1994 (KZJK 1985). The 1986 Maekawa Report 
contained a laundry list of deregulation proposals, although it was not 
obvious what this program really achieved in the end. A March 1995 
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deregulation initiative across all ministries was aimed at reducing the 
number of ministerial rules and regulations pertaining to all industries 
(see, for example, MITI 1995). Following on its heels, the five-year 
"Big Bang" financial reform program was announced with great fan­
fare in 1996, as a move finally to make Japan's financial markets "free, 
fair and global" by 2001, implicitly admitting that the 1983 initiative 
had been insufficient to achieve this. A 1999 "Three-Year Deregula­
tion Program" was supposed to reduce further the regulatory grip of 
Japan's ministries over their industries. In the process of these various 

deregulation programs, some of Japan's major trade and industry laws 
were revised and restrictions on cross-border transactions lifted. Per­
haps the most important impact of these reforms was how they 
changed the competitive landscape in Japan's financial industry 
(Hoshi and Kashyap 2001). 

Curiously, though, after twenty years of deregulation we find that, 

while a few Japanese product markets have in fact opened up, the ma­
jority continue to be dominated by Japanese firms. True, some notori­
ously protected industries suddenly began to change; for example, 
within just a few years in the 1990s, the finance and automobile indus­
tries opened up significantly. Yet, market share data for the 1990s re­
vealed that the average foreign market share ("import penetration") 

across a wide range of intermediate and end products was less than 5 
percent (see, for example, JFTC 1993; Nikkei 1998). Although on pa­
per deregulation had pertained to all industries, in reality it had af­
fected product markets differently. Apparently, deregulation and the 
numerous legal revisions and regulatory amendments resulted in some 
markets breaking open and others remaining closed. 

The explanation for this puzzle is that while deregulation has indeed 
proceeded, in the process official regulation has been replaced with 
private regulation by the industries themselves. Left largely to their 
own devices, industries could decide on the openness of their own 
markets; given this choice, some industries opted to be permeated by 
more competition, while others chose to insulate. Deregulation has re­
sulted in a choice between open and closed markets, because it reduced 
the ministries' ability to guide industries, and no new mechanisms of 
oversight were introduced in its stead. Reforms have rewritten many of 
the laws that previously allowed ministries to employ the intricate and 
often subtle carrot-and-stick mechanisms of "administrative guidance" 
(i . e., extra-legal regulation). Because the informal processes of admin-
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istrative guidance were not replaced by more formal means of com­
merce ?versight,

. 
dereg�lation 

.
of entry requirements created a regula­

tory vmd. Many mdustnes realized an opportunity to step into this void 
and structure their own market rules. Just how these rules were struc­
tur�d differed across indu�tries: Some opted to open up to competition, �hlle others strove to replicate the protectionist setting previously pro­
vided b� the regula�or�. Thus, firms in many industries began to struc­
ture their own restnctlve rules of market entry, limits to competition, 
an� othe: means to deter entry by new competitors. While this was a 
maJO� s

.
htf� for Japan-as private rules were substituted for regulation 

by �mstnes, and power shifted away from ministries and toward in­�ustnes-for forei�n competitors, the result looked very much like 
mo:e of the same, as many product markets remained insulated from 

foreign competition. 
Self�regulation by industry also meant that official government de­

r�gulatiOn programs were rendered largely meaningless in those indus­
tnes t�at chos� to self-regulate with the goals of substituting and 
upholdmg previous protectionist regulation . The only serious chal­
l�ng� to such pro�ectiv� self-regulation could be provided by a reorga­
mzahon of Japan s antitrust law and its enforcement. As of 2001 the �apanese antitrust authority was ineffective in containing self-re�ula­
tl?�· and no �owerful constituency within Japan was pushing for a re­
VISion of antitrust enforcement. Thus, as long as Japan's deregulation 
and reform program focu

_
sed on the reduction of industry-specific 

rules, rather than the creatiOn of new mechanisms of oversight and a 
fun�amentally new approach to antitrust enforcement, deregulation 
mamly served to make Japanese regulators less important, but did not 
lead to more open markets across all industries in which deregulation 
occurred. 

The outcome of official deregulation, in combination with the con­�urrent increase in industry self-regulation, has been permeable insula­
tion. By n?t mo?itoring market behavior and enforcing antitrust 
statu:es agamst pnvate trade barriers, Japan's government allowed in­
dustnes to st�uc�u:e their own markets, so that they could either self­
promote (by m:•tmg competition) or self-protect (by closing up their 
m�rket). Allowmg government regulation to be replaced by self-regu­
latiOn m�ant that the Japanese state withdrew--only to enable some 
firms to msulate, an

.
d othe

.
r firms to break out. It is highly unlikely that 

the government destgned 1ts deregulation policies with this outcome in 



!94 DOMESTIC POLI TICAL ECONOMY AND PERMEABLE INSULATION 

mind; however, when confronted with the increase in self-regulation, it 
chose not to stop it. 

Japan's Regulatory System and Change 

An analysis of the logic of deregulation in Japan is greatly helped by the 

important differentiation between two fundamental types of regulation: 

"entry regulation" and "process regulation." Entry regulation refers to a 

government's rules on who is allowed to compete, as determined by 

certain minimum requirements (e.g., on capital or expertise); it is imple­

mented through the issuance of licenses, permits, and other official stamps 

of approval. In contrast, "process regulation" refers to the monitoring of 

firms once they have entered the market, such as through reporting and 

disclosure requirements, or on-site inspections. In most industrialized 

countries, entry regulation is typically spelled out in laws and regula­

tions, and process regulation is conducted based on formal rules by sepa­

rate supervisory agencies. In the United States, examples of such agencies 

are the Federal Communications Commission, the Securities and Ex­

change Commission, or the Commodities and Futures Trading Com­

mission (Greer 1993; Weidenbaum 1990). In general, the regulatory 

process consists of a combination of these two types of regulation, and 

emphasis typically differs by industry. For example, banking regulation 

in most countries consists of both minimum capital requirements for 

licensing and regular inspections, whereas some service industries may 

be based on licenses only (e.g., hairdressers, carpenters), and others may 

have free entry but regular process supervision (e.g. , investment bank­

ing, restaurants). 

Countries and their legal systems differ as to where the emphasis is 

placed and how the actual regulation is conducted. Japan's regulatory 

focus has long been almost exclusively on entry regulation. Entry ap­

proval came in a large array of different legal types of licenses, per­

mits, or authorizations, all of which were issued by the cognizant 

ministry (all referred to as "licenses" in the remainder of this chapter). 

In contrast, after a company had received permission to enter a market, 

subsequent process regulation was highly informal, if it occurred at alL 

With the exception of the financial industry, where the Financial Ser­

vices Agency was created only in 1998, there were no specific supervi­

sory agencies in Japan in 2001. Instead, process monitoring was also 

placed in the hands of the cognizant ministries, which were thus in 
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ch�ge of both nurturing and supervising the industries. For example, 
dunng the 1950s and 1960s, the Ministry of Finance (MOP) had to 

ensure a stable financial system with no bankruptcies while also mak­

ing sure that banks obeyed the rules; because economic growth was the 

overriding priority, supervision was sometimes compromised for the 
sak

.
e of expansion. Other ministries faced similar regulatory conflicts 

of mterests; for example, the Ministry of Health and Welfare was in 

charge of fostering a strong pharmaceutical industry and of securing 
public safety (the HIV -tainted blood scandal of the 1990s was only the 

most egregious example of the ministry's bias toward growth). The 
easiest way to solve this conflict of interest, inherent in giving a minis­

try the two tasks of industry promotion and supervision, was to rely on 

informal c?ntacts with the regulated firms that allowed for early prob­

lem detection and backroom deals for quiet solutions. 
Process regulation by the ministries occurred through various infor­

mal, albeit institutionalized routes. The first route was through con­

stant interaction between the ministry and the regulated company. This 

was implemented via a designated company employee, whose task was 

to contact the bureaucrat in charge at the cognizant ministry on a regu­

l�r and frequent basis, and to exchange information on company spe­

ctfics and new regulation. This employee was the so-called -tan, as in 

"MOF-tan" in a bank-that is, the employee in charge of contacts with 

the MOP. The second route of informal exchange was the "Old Boy" 

network created through a process called amakudari (descent from 

heaven), whereby retired bureaucrats were hired by private firms with 

the explicit task of smoothing the information flow between company 

and ministry. A third route of Japan's informal process supervision 

was through the industry's trade association, which was often in 

char�e of collecting industry data for the ministry and discussing up­
cornmg regulatory changes with the ministry (Schaede 1995, 2000). 

Between the 1950s and 1990s, Japan's ministries thought of process 
regulation primarily as a means to solve problems quickly and infor­
mally, 

.
while :he regulatory emphasis was squarely placed on entry 

regulatwn. Th1s had two important implications. First, it gave rise to 
t�e phenomen:m �f 

.
administrative guidance, whereby without a spe­

ctfi� le�al basis mmtstries enticed certain behavior by regulated com­
pames m return for preferential regulatory treatment. For instance, a 
rninistr� could pro�is� easier access to a license, or threaten to deny a 
future hcense applicatiOn. The more licenses to be issued, the more 
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powerful the ministry. Administrative guidance also had (and contin­
ues to have) a strong situational character, as licenses could be granted 
or revoked in discretionary fashion and without easy legal recourse for 
the licensee. Yet, by the 1990s the continuing process of deregulation 
began slowly to undermine the ability of ministries to induce particular 
corporate behavior. The financial "Big Bang" program that began in 
the late 1990s included amendments of some of the basic laws that had 
previously afforded ministries leverage. While administrative guid­
ance continued to exist, ministries had lost many of their powerful 
tools and increasingly had to formulate guidance based on negotiations 
with the regulated industries. This further undermined the strength and 
relevance of process regulation. 

A second implication of Japan's emphasis on entry regulation was 
how it shaped U.S.-Japan negotiations of market opening and the re­
sults of deregulation in Japan. In contrast to Japan, regulatory focus in 
the United States has traditionally been on process regulation. True, 
requirements for entry licenses were numerous in the United States as 
well, but they were typically based on a clearly formulated set of re­
quirements, and in principle anyone who fulfilled the specified re­
quirements would receive a license. Regardless of whether or not 

_
an 

industry was subject to licensing requirements, incumbent compames 
in many industries were formally monitored or inspected on a regular 
basis (Weidenbaum 1990). In the United States, this focus on process 
regulation was considered to be "fairer," as it allowed firms to compete 
as long as they complied with the rules. 

Given this way of thinking, U.S. companies objected to Japan's 
less-than-transparent, informal, and occasionally discriminatory regu­
latory process. Supporting domestic corporate interests, the U.S. g?v­
emment began to push for "deregulation" in the early 1980s-meanmg 
primarily the removal of entry licenses. And even the complaint� _re­
garding "reregulation" (the introduction of new rules with the abolition 
of old ones) referred to the introduction of new entry rules.2 However, 
what was really necessary for Japan to open its markets was, in fact, �n 
increase in process regulation-that is, more monitoring and supervis-
ing market rule compliance by_all firms. . 

However, because Japan relied almost exclusively on informal mom­
taring, it lacked the institutions and rules for process supervision. There­
fore, by the 1990s the process of deregulation began to cause _a 
regulatory void, by reducing entry rules without placing more emphasiS 
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on supervision. The decline in ministerial leverage, exacerbated by post­
bubble period scandals in the late 1990s, greatly diminished the bureau­
crats' authority in informal supervision. For example, in reaction to 
scandals about inappropriate dinner outings by MOF officials at the ex­
pense of their regulatees, the position of the MOF-tan was abolished in 
most banks, and bureaucrats were asked not to converse regularly with 
bank employees. Further, following public outrage at government 
spending in general, and perks for bureaucrats in particular, reforms 
were suggested to restrict, or even bring to an end, the institutionalized 
processes of amakudari, in which the government negotiated with pri­
vate firms the post-retirement placement of high-ranking bureaucrats. 

Meanwhile, business did not sit still. Rather, realizing that deregula­
tion of entry rules without an increase in monitoring could cause con­
fusion in their markets, many industries set out to fill the regulatory 
void through increased self-regulation. Implemented through the in­
dustries' trade associations and formulated to fit their needs, self-regu­
lation was used for different purposes by different industries, but in all 
cases resulted in an increase of private rules over official ones. Japan's 
markets remained insulated in many respects, although the element of 
choice contained in self-regulation allowed breakouts from insulation 
by those industries operating at the cutting edge of global competition. 

Self-Regulation 

The term "self-regulation" (jishu kisei) describes a process by which a 
trade association, comprised of the leading firms in an industry, designs 
rules of trade for that industry and enforces iliose rules through self-de­
signed sanctions. While self-regulation is certainly not unique to Japan's 
trade associations, the increased scope and depth with which Japanese 
associations pursued it beginning in the 1990s made its role in the regula­
tory system much more significant than in other countries. This was pos­
sible because of the confluence of a lenient antitrust system, the particular 
evolution of Japan's political economy, and deregulation.3 

Types and Examples of Self-Regulation 

Self-regulation encompasses a broad spectrum of activities, which can 
be grouped into two main categories: 
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a. Administrative self-regulation. This category includes activities 

that aim to structure the rules and regulations of the industry, with 

the primary motive to facilitate or enhance trade. Activities in­

clude: setting standards or minimum quality requirements, con­

ducting quality inspections, setting rules on advertising and ethical 

standards, controlling mutual trade credit financing, or providing 

mutual management support. Often, these activities increase the 

overall quality reputation of the industry and advance economic 

growth. While some of these activities may have anticompetitive 

effects, most types of administrative self-regulation are trade­

enhancing, and are therefore legal in many countries. 

b. Protective self-regulation. This category refers to all activities ulti­

mately aimed at shielding the industry from competition by creat­

ing defensive barriers to trade. Examples include: agreements on 

prices, entry barriers, exclusive trade tie-ups, boycotts, and refus­

als to deal with nonmembers of the association. The legal interpre­

tation of these activities differs across countries: While price-fix­

ing is usually considered illegal, countries diverge in how they 

consider, for example, restrictions in the distribution system. Thus, 

whereas from the U.S. perspective much of protective self-regula­

tion looks like "unfair trade practices," which are restricted by law, 

not all of it is interpreted as such in Japan. 

The boundaries between administrative and protective self-regula­
tion are blurred. Sometimes administrative self-regulation may evolve 

into protective self-regulation over time, or companies may choose ac­

tions that contain both aspects of self-regulation. For instance, an asso­

ciation might set industry standards-either on minimum quality 

requirements or certain product characteristics-such that only incum­

bent firms can meet these standards; whereas setting standards is gen­

erally considered a trade-enhancing activity, setting them at the 

disadvantage of potential competitors is not. One, somewhat curious, 
example of this strategy comes from Japan's flat glass industry, where 

standards were actually set too low for full competition. Window glass 
manufacturing is based on a large number of standards, including 

safety provisions. In the mid-1990s, U.S. glass manufacturers claimed 
superior safety properties of their products, given stricter safety stan­
dards in many U.S. states than in Japan. Still, it was difficult for these 
manufacturers to export glass to Japan because safety standards for 
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Japanese public buildings were lower and different, so that windows 

could be p:oduced more 
.
cheaply by Japanese companies. Although 

safety reqmrements for wmdows sounded like a reasonable standard 

setting them such that they gave an advantage to domestic firms re� 
suited in a trade restriction.4 

Another outstanding example of blurred legal boundaries concerns 

t�e "
.
trad

.
e habits" (shOkanko) that are common practice in the Japanese 

dtstnbutiOn system. Consisting of a complicated system of rebates, re­

turns, exclusive wholesaler relations, and retail price maintenance­

each of which by itself is not necessarily a powerful barrier to 

entry-these "trade habits" have developed over years into an intri­
cate, interwoven system that often results in insurmountable obstacles 

for outsiders seeking to compete. Examples abound of product markets 

:"'here these mech�nisms were in place in the 1990s, including the beer 

mdustry, electromcs, books, cosmetics, paper, pens, and many other 

consumer products. 

Perhaps the best-chronicled case is that of the photographic film in­
dustry. Japan's market leader, Fujifilm, had over time constructed a 

distribution system for its product that lined up a series of regional and 

local exclusive wholesalers who assured regular and constant supply of 

film to outlets all around Japan, from specialized photo stores to sub­

way kiosks and tourist park vendors. This distribution network was ex­
pensive, and to maximize sales, Fujifilm introduced a variety of rebate 

schemes, including one whereby a retailer would earn a higher margin 

per roll of film, the more rolls he sold. Moreover, for exclusive outlets 

Fujifilm promised to take back unsold and expired film at no cost, thu� 
limiting the retailer's risk in losing capital through overstocking; as retail­
ers rarely ran out of stock, availability to film anywhere at any time was 

assured. This was strategically important because, from the consumer's 
perspective (except for professionals, perhaps), switching costs in film 

:vere low,
. 
making availability the primary purchase variable. Therefore, 

m competmg against Kodak, Fujifilm would win if its product was more 

readily available. For Kodak, the fact that Fujifilm had tied a majority of 

film wholesalers and retailers into its distribution network meant that it 

faced insurmountable barriers to providing wide access to its product. s 

Moreover, price rules in the distribution system are often related to 
price agreements among the product manufacturers, who then use re­
strictions on t�eir exclusive r�tailers to enforce their price-fixing 
through the retail system. A typtcal example is the consumer electron-
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ics industry. Matsushita Electric Industries, the world's largest elec­
tronics manufacturer in the 1990s, sold its various brands (National, 

Panasonic, Technics, JVC) through vertically aligned, exclusive retail 
outlets. In 1995, the company controlled more than 25,000 such stores 
all over Japan. Sony, Toshiba, and Hitachi likewise sold through ex­

clusive retail outlets. The companies printed a reference price on the 
cardboard boxes in which products were shipped, and stores were 

forced to follow reference prices through a threat of discontinuation of 
shipments. Once in a while, retailers seemingly offered discounts from 
this reference price to lure customers into their shops. Suspicious of 
recurring patterns in these discounts, Japan's Fair Trade Commission 

(JFTC) (Kosei Torihiki Iinkai) had looked into these practices for 
many years until, in 1992, the four largest firms were found to have 
agreed not only on the product price, but more deceptively on a spe­
cific percentage discount off their reference price; the manufacturers 

then required their exclusive retailers to follow this predetermined 
"discount." In this way, the four companies had fixed prices and yet 
created the impression of competition, while in fact also controlling 

the occasional discount, thus fully controlling the retail price structure 
(JFTC 1994, pp. 86-94).6 

Finally, protective self-regulation can simply be an attempt by an 

association to raise the price for a good or service, and then monitor 
all members. In addition to the simple motive to increase profits, 
such arrangements often serve more complicated objectives. A fit­
ting example is the case of a northern Tokyo association of 

mahjong club owners in 1996. Mahjong is originally a Chinese 

game based on small pictograph stones and dice, which in many 

ways assumes the social and functional equivalent role of poker in 
the United States. Mahjong clubs match groups of four players who 
bet on their luck. These clubs were regulated by a special law that 
set the maximum hourly fee at ¥620, as of 1996. Partially as a result 

of the recession, however, in the mid-1990s the clubs in northern 
Tokyo charged only about 70 percent of this maximum price and, 
with dwindling clientele, many club owners found themselves in 

dire straits. The local mahjong club owners convened in their asso­
ciation and decided that, rather than let some of their members go 
bankrupt, they would all raise their fees to the legal limit of ¥620; 
the association printed out a price schedule that all members posted 
in their clubs (JFTC 1996, p. 28). 
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This case highlights several important aspects of self-regulation. 
First, even in industries that are normally competitive, recession can 
trigger efforts at cooperation and price agreements. Second, the logic 

with the price hike in the mahjong case was that even with below-aver­
age attendance, all owners could stay in business. One wonders why at 
least one of the club owners would not try to attract all players by 
charging lesser fees, and then take over the entire market after every­
one else failed. Why did everyone comply with the price hike? Two 
explanations stand out for this seemingly odd behavior. First, the legal 
fee limit of ¥620 per hour put an upper bound on the profits that an 
aspiring monopolist could earn if he was successful in breaking the 
cartel. This was too small a future payoff to risk alienating all other 
club owners, since in normal times everyone could charge ¥620 even 
with all clubs open. Second, precisely because there was more than 
enough demand during boom years, taking over the local industry and 

then rigging prices would inevitably have caused a great loss in reputa­
tion, which was an important asset to a club owner; thus, all club own­
ers were better off by going along with the price hike. 

Why Companies Self-Regulate 

Frequent interactions with industry competitors come at immense costs 
for a company, of which employee time expenses and constraints to 
individual corporate strategy are only the most visible. While exact data 
on trade association memberships are difficult to come by, interviews 
and data analysis conducted in 1995 revealed that most firms in Japan­
even small ones-were members of at least one trade association, and 
large firms typically belonged to several. Moreover, in interviews with 
thirty-seven major trade associations conducted in 1995, I found that 
these associations had, on average, nineteen committees with seventeen 
members, as well as seventy-five subcommittees with ten members each 
(Schaede 2000). Committees met monthly, and therefore the average 
number of employees attending committee meetings exceeded I ,000 
per month for just these thitty-seven associations. Although many trade 
associations in Japan were smaller than those surveyed, if we visualize 
the traffic related to committee meetings of just the 3,000 largest indus­
try associations, we get an idea of how much time, effort, and money 
companies were willing to expend for the purpose of self-regulation. 

What, then, are the benefits from self-regulation? In general, there 
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are four primary reasons why companies find self-regulation beneficial 

over time: 

1. As for administrative self-regulation, companies may have three 

prime objectives: first, to replace or augment existing official regu­
lation in fast-changing markets (e.g., in high-technology industries 
such as biotechnology or investment banking); second, to create a 
reputation of fairness and sound business by self-enforcing ethical 
standards and launching social responsibility campaigns, as in 

many medical or other professional associations; and third, to in­
crease the bargaining power of the association's members vis-a-vis 

large customers, especially in intermediate product markets. These 
types of activities are common to trade associations in many coun­
tries, and they are typically considered legal, unless adherence is 

coerced or rules are used to limit competition in the industry. 

2. In combining practices of administrative and protective self-regu­

lation, the predominant motive is for companies to reduce uncer­
tainty through extensive exchange of information, including in­
vestment plans and costs. The goal is to lower variance in profits. 

The means to achieve this goal are plentiful, including agreements 

to reduce capacity, to keep dividend payments low, to allocate cus­
tomers and markets, or to require exclusive trade rules in the distri­
bution system (e.g., boycotting discount stores) and other "trade 
habits," as previously mentioned. 

Related to the objective of stabilizing profits over time is the use 
of self-regulation to construct a "sanctuary strategy." This strategy 

aims to build a profit cushion in the home market that allows com­

panies to compete forcefully through price discounts abroad. 
Lower profits in export markets are counterbalanced by higher 
profits in the domestic market. To implement this strategy, self­

regulation may include price fixing, retail price maintenance in the 
domestic market, and other means to restrain competition in the 
home market.1 

3. As for purely protective self-regulation, companies may aim to in­
crease profits through collusion with their competitors; this objec­
tive is typically achieved through price fixing. One challenge for 
price cartels is the monitoring of cartel members to insure adher­
ence with the price limits. Self-regulation through constant meet­
ings and through distribution rules is the ideal tool for carrying out 
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price agreements. Yet, while price fixing may be the most obvious 
motive of self-regulation and the one practice that is easiest to ob­

serve, it is not typically the dominant objective. 

4. A particularly important reason to participate in self-regulation in 

Japan is group pressure. Because self-regulation often pertains to 
access to the distribution system, sometimes companies have no 

choice but to participate in the cooperative agreements of the in­
dustry, lest they be excluded from business. Examples abound of 
how self-regulation can be structured such that undermining the 
agreement becomes bad corporate strategy. Moreover, promotion 
systems in Japanese companies set incentives for individuals not to 
stand out, thus limiting the efforts of individuals to resist industry 

pressure to self-regulate. 

Whatever the motivation, in the early twenty-first century most 
Japanese firms were members of one or more trade associations, and 

all trade associations engaged in some form of self-regulation-be it to 
self-promote or self-protect. 

Why Self-Regulation Is Stable 

This chapter argues that self-regulation introduces permeable insulation 

to Japan because it affords industries choice where previously there was 

official regulation. Self-regulation is becoming increasingly important 
in Japan because it fills the regulatory void caused by entry deregula­
tion in the 1980s and 1990s and a lack of concurrent increase in process 

regulation. Given that regulatory reform is a process, one might think of 
self-regulation as just a temporary "filler" that could soon be replaced 
by market mechanisms or further reforms and new state regulation. 

However, there are several reasons why the relevance of self-regulation 
in Japan is unlikely to diminish in the medium run, and why self-regula­

tion-and the permeable insulation it entails-are bound to be impor­
tant features of Japan's political economy for many years into the 

twenty-first century. 
First, self-regulation as an activity of trade associations is inherently 

stable, because it is couched in repeated interactions of various kinds. 
Moreover, foreign participation in self-regulation may in some cases 
change the thrust of self-regulation and lead to more open markets, but 
it will not undermine the actual process or the viability of self-regula­
tion as an activity pursued by all trade associations. And finally, as will 
be argued in the next section, to curb self-regulation Japan will have to 
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revise its antitrust system fundamentally; however, there are no indica­
tions that this is at all likely or even possible. 

To argue these points in order, first, it may look as if self-regulation 
might be unstable, because cooperation among firms to restrict prices 
or close markets is basically a cartel and, like other cartels, invites 
cheating (i.e., the exploitation of an opportunity to increase market 
share by at least one company in the industry). However, protective 
self-regulation differs importantly from a cartel by being a continuous 
process nested in the trade association and connected to other, long­
term industry activities, such as lobbying. Self-regulation is an institu­
tionalized, ongoing process, and it is thus inherently much more stable 
than a cartel, where companies get together with the singular purpose 
of fixing prices. While cartels in Japan typically build on self­
regulation and are often organized through trade associations, self­
regulation is not based on a cartel, and it may not constitute a cartel. 
Self-regulation is therefore more perpetual and predictable than a cartel. 

Structuring and enforcing protective self-regulation is much easier 
if the number of participating firms is small (because it is easier to 
agree), and the industry is stable (because sudden shifts in technology 
or demand require renegotiation). Many Japanese trade associations 
have addressed this problem by breaking into small chapters, either 
geographically or by product specification. For example, there are re­
gional chapters of tatami (rice straw mat) makers, and the writing uten­
sil industry is broken up into more than five separate associations by 
product-those for pencils, ball pens, fountain pens, highlighters, eras­
ers, and white-out ink. As a result of this approach, with 15,426 asso­
ciations (as of 1999), Japan had more than twice as many trade 
associations as the United States, adjusted by size of the two econo­
mies (JFTC 1999, p. 287; Schaede 2000, chap. 2). Moreover, data 
analysis has supported the notion that protective self-regulation is 
more likely to occur in industries with less technological change, more 
homogeneous products, and where the association has adopted special 
organizational measures, such as a representation of all member firm 
executives on the association's board (Schaede 2000, chap. 6). Thus, 
while there are industry characteristics that facilitate self-regulation, 
Japan's trade associatio�s have also been very astute in structuring 
their associations such that self-regulation is possible and sustainable 
in the long run, even where those characteristics are not present. 

Self-regulation is further stabilized because it also includes self-

INDUSTRY RULES 205 

enforcement-that is, the association is in charge of supervising com­
pliance. Regular and frequent meetings ensure constant interaction and 
mutual monitoring. Having outlined the competitive behavior for their 
industry, companies often negotiate business plans or divide markets 
either by territory or product category. Companies may agree to refuse 
to deal with companies that are not association members, and monitor 
their members' behavior by requesting detailed trade statistics from 
each. An industry may create a fund that everyone has to pay into, and 
a company that deviates from the agreed-upon plan may find its contri­
bution confiscated as a penalty. Adherence to agreements is often en­
forced in the marketplace, through the association's watching prices 
charged by their competitors. 

Moreover, many industries use standardized rate schedules and 
control the books of their members to insure compliance. One indus­
try repeatedly investigated over the years for this practice is propane 
gas. Various local chapters of the Propane Gas Wholesalers Associa­
tion had issued "management guidance" to their members by way of 
suggesting a standard cost-accounting table. Whereas the claim was 
to help small entrepreneurs, effectively the table prescribed that all 
members charge the same percentage over the purchase price, and thus 
resulted in a price cartel (JFTC 1995). The staff of the association's 
local chapters was also seen monitoring adherence by contacting cus­
tomers and inspecting members' profit reports. Interestingly, in the 
thirty-two years between 1963 and 1995, JFTC issued no less than 
thirty-four informal and formal notices to the various local chapters 
of this association (see below for why there were no effective legal 
deterrents). s 

Therefore, because self-regulation is tied into the larger activities of 
trade associations, and because it includes institutionalized mecha­
nisms of self-sanctioning, it is stable internally even without being re­
inforced by the government. Administrative self-regulation, being 
trade-enhancing, is naturally in the interest of all members. In terms of 
protective self-regulation, in those instances where it has failed, prod­
uct markets may have become more open; however, the threat of retali­
ation by incumbent firms and of new competition from the outside has 
often been sufficient incentive for firms to agree with and to abide by 
the restrictive market rules. 

Next, one might think that foreign entry could undermine the stabil­
ity of self-regulation, either by way of foreign companies opening up 
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subsidiaries in Japan or by their acquiring Japanese firms. The revision 
of the Foreign Exchange Law in 1998 removed all remaining legal 
constraints to capital inflow and outflow, and the extended recession 
reduced the stock price of many Japanese firms, triggering a sharp in­
crease in foreign direct investments into Japan, especially in wholesale 
finance and automobiles. While self-regulation in these two global in­
dustries may well have been boiled down to administrative rules only, 
there are several reasons why increased foreign participation is un­
likely to affect the overall logic of self-regulation, at least in the me­
dium term. 

First, a foreign firm that begins operations in Japan will either be 
excluded from the association due to restrictive self-regulation, or it 
will become a member. It will be excluded only if it is small and 
unlikely to undermine industry rules on its own; if so, it will not pose 
a threat to the system. If included, the firm can shape the 
association's self-regulation, but there is no obvious reason why it 
would want to disturb even protective self-regulation (other than per­
haps if it entails price fixing). In a regulatory void such as that expe­
rienced in Japan in the early twenty-first century, rules by the trade 
association are often preferable to no rules. What is more, as long as 
a foreign firm is part of the "in" group, it will welcome entry barriers 
and other restrictions just as much as the domestic incumbents. An 
example of this scenario was provided by the insurance industry. 
Throughout the 1980s and early 1990s, U.S. insurance companies 
had lobbied hard for government support in prying open Japan's in­
surance markets. When the breakthrough was finally accomplished 
in 1995 and a few U.S. insurance companies were allowed to open 
subsidiaries in Japan, these companies suddenly changed their tune 
and asked the U.S. government to prevent more deregulation in Japan 
as that would "destabilize" the market.9 Companies around the world 
like to self-regulate. 

Even in situations where a foreign firm finds self-regulation disad­
vantageous and too restrictive, it may have no choice but to go along. 
For the same reason that Japanese companies feel group pressure to 
participate in trade association activities, foreigners that refuse to do so 
are likely to find themselves without access to the distribution system. 
Finally, even if an influential, large foreign firm could disrupt some of 
the protective practices in its industry, the result would be that this one 
industry would move toward more administrative, rather than protec-
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tive self-regulation-that is, the industry would open up. However, 
one industry moving from protective to administrative self-regulation 
does not change the overall market situation in Japan, and it certainly 
does not undermine the entire logic of self-regulation. 

Thus, in the long run the biggest impact of foreign participation in 
self-regulation in Japan will be how it affects permeable insulation­
that is, the balance between those sectors that choose to self-promote 
and those that self-protect. If it turns out that, over time, foreign firms 
indeed effect self-regulation by shifting it toward more open markets, 
more sectors of Japan's economy may become more permeable. This 
process will take time, however, and in any event the system of self­
regulation is bound to continue. 

Self-Regulation and Antitrust 

Besides its embeddedness and the likelihood of cooperation even by 
foreign firms, the third and most fundamental reason why self-regula­
tion is stable in the medium term is political. At the turn of the century, 
there were no powerful constituents in Japan that found self-regulation 
to be objectionable. There were thus few voices calling on the authori­
ties to contain it, either through more formal process regulation in each 
industry or through a stricter application of antitrust statutes for all in­
dustries. As long as this was so, there were few official limitations to the 
rule making by trade associations. 

Antitrust enters the picture in the following way. The substitution of 
deregulation by industry self-regulation means that industries can 
structure their own markets. As we have seen, some industries have 
used this opportunity to open up; but not many industries were so com­
petitive as to reach this outcome, and in many industries the outcome 
of self-regulation was a replacement, or even an increase, in restrictive 
measures. The only regulatory tool available to stop these trade-re­
stricting measures was antitrust enforcement. 

In general, throughout the postwar period the JFTC has been less 
than effective in curbing self-regulation. Given that the demarcation 
between administrative and protective self-regulation is not clear, it is 
not always easy to see, let alone prove, measures of protective self­
regulation. Moreover, throughout the postwar period, as part of their 
administrative guidance many ministries encouraged companies to en­
gage in protective self-regulation as a way to implement industrial 
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policies. In the process, even competitive industries such as automo­
biles or electronics learned that it paid to cooperate, especially in times 
of recession or when faced with a foreign competitive threat. Since this 

often occurred under the umbrella of the Ministry of International 
Trade and Industry's (MITI's) industrial policy, there was little the 
JFTC could do. Even in cases where self-regulation was obviously 
protective to an extent that violated Japan's antitrust statute, the JFIC 
faced tremendous difficulties in containing this behavior because of 
the tradition, structure, and logic of Japanese antitrust enforcement. As 

of 2001, in spite of repeated announcements that it would increase its 
enforcement activities, the JFIC remained weak when faced with in­
stances of protective self-regulation. 

The JFTC' s difficulties stemmed from two interrelated factors, both 
grounded in the letter of the antitrust law and the legal doctrine devel­
oped over time. When the JFTC identified a potential violation, it had 
a choice among four possible ways to proceed: ( 1) bring a criminal 
case; (2) launch a formal, administrative case; (3) treat the case infor­
mally; or (4) do nothing, due to insufficient evidence. In the United 
States, roughly 50 percent of all cases brought by the Federal Trade 
Commission and the Department of Justice between the 1950s and 
1990s were brought as criminal cases (i.e., with the possibility of re­

sulting in fines and imprisonment), whereas the other half were 
brought as formal administrative proceedings (Kawagoe 1997, 
pp. 459-60). In contrast, the JFIC prosecuted a total of only ten crimi­
nal cases in the fifty years between 1947 and 1997; this equaled less 
than one percent of all 1,007 formal cases of that period. Instead, most 
cases were settled informally in Japan, through the issuance by the 

JFTC of a written ''warning" or oral "caution" (Schaede 2000, chap. 5). 

Neither of these measures carried any penalties. 
Moreover, Japan's antitrust law10 differentiates between outright 

cartels such as through price fixing (prohibited under Section 3), and 
"unfair trade practices" such as boycotts and other barriers to entry 
(prohibited under Section 19). Traditionally, the law has placed stron­
ger emphasis on cartel prosecution, and Section 3 prescribes a set of 
penalties, including surcharges and fines, for violations. In contrast, 
unfair trade practices such as those entailed in protective self-regula­
tion have been covered by the much more lenient Section 19, which 
allows for no more than a legally inconsequential "cease-and-desist" 
order, and which offers no provisions against repeat offenders. 
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An analysis of all postwar antitrust cases brought by the JFIC re­
veals that the agency used Section 3 for many price-fixing cases, but 
chose to treat the majority of protective self-regulation either infor­

mally or, when applying the law, to do so under Section 19 (Schaede 

2000, chap. 5). Moreover, in looking at JFTC prosecution over the 
years, one finds that on average the JFIC settled more than four times 
as many cases informally (i.e., without even invoking the law) as it 
brought formally. This had two important implications. It sent a strong 
signal to associations that antitrust violations could be settled fairly 

easily, thus creating few legal deterrents to protective self-regulation. 
It also meant that no body of legal precedents was created that would 
have helped to change the legal doctrine over time. 

In addition to these legal constraints, the JFIC, possibly more than 
antitrust authorities in other countries, was subject to political pres­
sure in terms of how strictly to enforce the law and what kind of 
interpretations to adopt. In the United States, too, antitrust enforce­
ment seems to vary with administration and business sentiment.11 Ja­
pan, of course,' was ruled consistently by the pro-business Liberal 
Democratic Party during the postwar period. What is more, the JFTC 
was constrained in its activities by the priorities given to industrial 
policy attempts to support important companies. For the JFTC to 

adopt a stricter posture on self-regulation in the twenty-first century 
would require a change in political sentiment. Politicians and the 
ministries in charge of regulating the various industries would have 
to agree that a more rigorous interpretation of the antitrust law would 
be good for Japan. As of 2001, however, this stance was rarely found. 
In fact, no constituency within Japan-neither Liberal Democratic 
Party (LDP) politicians, nor bureaucrats, nor business, nor consum­
ers-brought any real pressure onto the JFTC to change its law en­
forcement practices. 

Finally, the JFIC had its own, very straightforward reasons why it 
was not eager to prosecute protective self-regulation more rigorously. 
Just like other antitrust agencies, the JFIC faced budget constraints 
and, like other antitrust authorities, was therefore likely to prosecute 
those cases that yielded the largest fines and highest visibility (Goshal 
and Gallo 2001). These were large price-fixing cases, such as construc­
tion bid rigging, where surcharges and criminal fines could be levied to 
retrieve a certain amount of the calculated damage. In contrast, ex­
pressing in yen amounts the damage caused by, for example, exclusive 
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deals in the distribution system, was much more difficult because fines 
were more complicated to assess. Such cases were considered more 

cumbersome and labor intensive, while having less impact. The 
JFTC's incentives were to concentrate its activities on cases that would 

yield high fines and gain the backing and appreciation of the public. 
The combination of these factors made real change in self-regula­

tion through different and stricter antitrust enforcement unfeasible. At 

the turn of the century, self-regulation had assumed a dominant role in 
Japan's new regulatory system. Self-regulation was achieved without 

ministerial involvement and official backing, but it was not opposed 

by the government. While neither the bureaucrats nor the politi­
cians planned for this situation to evolve, once they realized the 
outcome of permeable insulation brought about by self-regulation, 
they accepted the practice as an equilibrium outcome in Japan's 
regulatory system. 

Conclusions 

Permeable insulation is the policy outcome that allows for sectorally 
differentiated responses to globalization. The substitution of self-regu­
lation for official regulation in many industries is one important means 

through which this differentiation by sector is accomplished: By letting 
industries determine their own rules, the government introduces choice 
into its system of regulation. 

Japan's deregulation programs in the 1980s and 1990s did not yield 
the expected increases in market access for new competitors, because 
they were accompanied by an increase in self-regulation that was cur­
tailed neither through new process regulation nor through heightened 
antitrust enforcement. In the course of deregulation, Japan amended 

many previous rules relating to a large numbers of issues, and covering 

many industries. Important basic laws, such as the Foreign Exchange 
Law, were liberalized. Industry laws, such as that pertaining to the 
transportation industry, were rewritten. Ministries had fewer means to 

induce or enforce certain corporate behavior. While entry regulations 
remained numerous, the Japanese government's efforts to reduce their 

numbers were real and ultimately resulted in a significant change. Yet, 
this did not lead to free market access by new competitors across all 
industries, because many of the previous official regulations were sim­
ply replaced by industry self-regulation. 
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Most protective self-regulation takes the form of entry barriers, 

boycotts, and price restrictions. Historically, the JFTC has opted to 

deal with such potential antitrust infractions leniently. As a result, as 

of 2001 existing legal doctrine did not treat unfair trade practices as 

cartels, even if they included price restrictions, and did not provide 

legal ground for repeat offense prosecution. Even if the JFTC ad­

monished a trade association to stop its unfair trade practices, the as­

sociation could repeat the same practice without having to fear more 

serious punishment. The law thus placed no real deterrent on protec­

tive self-regulation. 

At the beginning of the twenty-first century, an equilibrium situa­

tion had emerged. Self-regulation was inherently stable because it was 

embedded in a set of accompanying activities by trade associations. 

Even foreign firms entering Japan, though they may initially have 

pushed for more open markets, were neither sufficiently numerous and 

widely represented, nor had they, as incumbents, for any good reason 

interested in undermining the practices of self-regulation. Finally, the 

government showed no signs of attempting to change the practice. As 

of 2001 there was no prominent constituency within Japan pushing for 

a different treatment of unfair trade practices, and thus self-regulation. 

The JFTC was unlikely to change its stance on self-regulation without 

a political mandate for change; and for such change to be meaningful, 

it would have to be accompanied by an increase in process regulation 
-the missing regulation for which industry self-regulation is meant to 

substitute. As long as there is no evidence that Japan's politicians are 

planning such a large-scale institutional and regulatory change, indus­

try self-regulation is there to stay. 

Probably the main reason why industry self-regulation has emerged 

as a key feature of Japan's regulatory system at the turn of the century 

is that its structural outcomes fit Japan's overall policy approach so 
perfectly. In previous episodes of industrial policy, a ministry desig­

nated "strategic industries" and then afforded these industries protec­
tion and support, even if that came at the expense of the development 

of other industries. In contrast, in the twenty-first century, industries 
more than ever before make their own choices of whether to open up or 
to remain closed. While many markets remain protected, aggressive 

industries are allowed to opt out. Deregulation has resulted in perme­
able insulation. 
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Notes 

I. See Johnson (1982) on the role ofMITI in postwar Japanese economic policy; 
Schoppa (1997) on the logic of "foreign pressure" (gaiatsu) and trade negotiations, 
Yamamura (1990) on the U.S.-Japan trade debate, and Prestowitz (1988) for an 
example of U.S. opinion in the late 1980s. 

2. Vogel ( 1996) has argued that the process of removing licensing requirements 
is often combined with the introduction of new requirements, in a process of "re­
regulation" staged by the bureaucrats to maintain power over industries. This may 
be one reason why deregulation in Japan is a never-ending story. However, evidence 
shows that Japan has indeed either removed or relaxed a large number of entry 
requirements across many industries. Vogel's concept, therefore, does not fully ex­
plain why market restrictions remain in the early twenty-first century. 

3. See Schaede (2000) for details on the history and evolution of trade associa­
tions, and of antitrust and industrial policy in the immediate postwar period. 

4. At the time, U.S. trade negotiators claimed that safety requirements for win­
dows in public buildings were a policy matter, so that the government was behind 
this standard. While it is true that the Ministry of Construction had to introduce and 
enforce the standard, it was proposed and specified by the Flat Glass Association of 
Japan, such that it would benefit its three member firms (interviews, Tokyo, 1995). 

5. See Dewey Ballantine (1995) for a detailed account of how Fujifilm struc­
tured its distribution system. While this report places too much emphasis on the 
government's role in structuring what was fundamentally a self-regulatory system, 
the details of the system itself are accurately described. The Eastman Kodak Com­
pany eventually took this case to the U.S. government, which filed a suit with the 
World Trade Organization (WTO) (see Pekkanen, Chapter 4 ). Importantly, the WTO 
did not rule on the existence of barriers in the distribution system, but only deter­
mined that there was insufficient evidence of strong government involvement in 
structuring them. Given that the distribution system was based on self-regulation, 
this finding seemed appropriate. 

6. See Schaede (2000, p. 132) for other examples. The JFTC launched a formal 
case in this instance, and the four companies accepted the recommendation to stop 
the practice in 1993. No fines or other penalties were levied. 

7. One obvious concern with self-regulation is the danger that it may result in 
collusive practices that harm the efficiency of the industry and its firms. If firms block 
market entry and rig prices, over time they face the danger of becoming sloppy and 
cost-inefficient, and some of Japan's domestic industries have succumbed to this slack. 
Yet, some of Japan's export-oriented industries have successfully avoided the pitfalls 
of collusion. There are three major ways in which industries can benefit from self­
regulation while escaping potential pitfalls: (1) By focusing on their international com­
petitors, besides their domestic ones, as the measure for competitiveness and 
benchmarking, companies can avoid being blindsided; (2) by sharing cost and other 
strategic information for the domestic market, companies can make more informed 
business decisions and reduce waste of resources; and (3) by limiting self-regulation 
to those activities that do not harm efficiency, companies can leave room for competi­
tion-for example, even under price agreements they can agree to compete on quality. 
Therefore, while self-protecting industries may suffer a loss in efficiency from in­
creased self-regulation, competitive industries can use self-regulation to self-promote-
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that is, to structure the rules of trade so as to enhance competitiveness. 
8. See Schaede (2000, p. 137) for sources and more examples, as well as an 

account of th� mec?anisms of antitrust enforcement in postwar Japan. 
9. Interview with U.S. government official, 1995. 

10. The full title of the law is "Law Concerning the Prohibition of Private Mo­
no�o�i�s and the Assurance of Fair Trade" (Shitei dokusen no kinshi oyobi kosei 
tonhtkt no kakuho m kan suru hi5ritsu, shortened to Dokkinhii), Law No. 54 of 194 7. 

11. For evidence of more active antitrust enforcement when the Democratic 
Party is in office, see Posner (1970) and Weidenbaum (1990). Their insights 
are challenged by Ghosal and Gallo (2001), who show that antitrust enforce­
ment varies with business cycle and budget constraints, rather than White House 
administrations. 
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Changing Japanese Corporate 
Governance 

Christina L. Ahmadjian 

As it moved into the new millenium, Japan experienced a corporate 

governance crisis. Suddenly, the issue of corporate governance was trans­

formed from an obscure concern of financial economists and legal ex­

perts into front-page news. The mass media blamed corporate 

misbehavior and economic doldrums on a lack of concern for share­
holders, cozy cross-shareholding relationships between firms and banks, 

boards of directors that looked more like old boys' clubs than respon­

sible monitors, and executive compensation packages that gave CEOs 

little incentive to improve the bottom line. Foreign institutional inves­

tors traveled to Japan to promote governance reforms. Some managers 

of large Japanese multinationals complained that existing governance 

practices hindered efforts to compete globally. Reforms in financial ac­

counting regulations, sales of cross-held shares, increased foreign in­
vestment, and ongoing negotiations for a revision of the Japanese 
Commercial Code all transformed the political and economic institu­

tions that had previously supported a distinctive Japanese system of 
corporate governance. 

These changes in corporate governance are extremely important to 
understanding the political and economic change in the Japanese 
economy in the 1990s and the first years of the new millennium. A 
corporate governance system comprises a wide range of practices and 
institutions, from accounting standards and laws concerning financial 
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disclosure, to executive compensation, to size and composition of cor­

porate boards. A corporate governance system defines who owns the 

firm and dictates the rules by which economic returns are distributed 

between shareholders, employees, managers, and other stakeholders. 

As such, a nation's corporate governance regime has deep implications 

for firm organization, employment systems, trading relationships, and 

capital markets. Thus, changes in Japan's system of corporate gover­

nance would have important consequences for the structure and con­

duct of Japanese business. 

As with many aspects of economic and political change in Japan 

during this period, debate on the prospects of corporate governance 

reform tended to be framed around two extremes. Those who predicted 

convergence argued that existing Japanese institutions had failed (see, 

for example, Katz 1998) and that global capital and product markets 

would inevitably drive Japanese firms to a "global standard"--or more 

specifically, American practice (see, for example, Economist 2001). 

Others argued that the pace of change in Japan was much slower than 

met the eye (Yamamura 1997), and that distinctive elements of the 

Japanese system were worth preserving (Dore 2000). 

This chapter argues that neither perspective fully explained the tra­

jectory of corporate governance reform in Japan. Rather, corporate 

governance reform in the 1990s reflected the theme of permeable insu­

lation. During this period, on the surface there appeared to be a pro­

nounced trend toward openness and adoption of international 

standards. Firms increasingly adopted practices long associated with 

U.S. corporate governance, such as small boards and stock options. 

Managers, bureaucrats, and the mass media all argued that Japanese 

firms must adopt a global standard of corporate governance to assure 

that Japanese firms remained competitive in a global economy. 

These changes, however, were of far less consequence than sug­

gested by the amount of publicity they received. Stock option grants 

were small and boards, though reduced in size, remained insider domi­
nated. During this period, Japanese firms were markedly reluctant to 

make changes that would increase the influence of outsiders on boards, 
and true independent directors remained rare. Firms were also reluc­
tant to implement changes that would undermine the authority of the 
company president to appoint and dismiss directors, approve his own 
compensation levels, and select his own successor. Thus, while the 
rhetoric of the global standard became widespread, most firms re-
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mained insulated from the market, and transparency and accountability 

to shareholders remained low. 

This chapter examines two pillars of corporate governance: execu­

tive compensation and board composition. The introduction of stock 

options (legalized in 1997) and several aspects of board reform are ex­

plored, including the shikko yakuin (corporate executive officer) sys­
tem, independent directors, and the debate over the future of the 

kansayaku (corporate auditor) system. The material presented is based 

on my field research and includes information collected from exten­

sive interviews with corporate executives, bureaucrats, academics, in­

vestors, and others involved in governance reform. I have also relied 

considerably on the written documentation on corporate governance, 

ranging from proposals for reform to opinion surveys, that emerged 

from various study groups and organizations over this period. 

An Overview of Corporate Governance 

In its broadest sense, corporate governance refers to a complementary 

set of legal, economic, and social institutions that protect the interests of 

a corporation's owners. In the Anglo-American system of corporate gov­

ernance, these owners are shareholders. The concept of corporate gov­

ernance presumes a fundamental tension between shareholders and 

corporate managers or, in more theoretical terms, an agency problem 

(Berle and Means 1932; Jensen and Meckling 1976). While the objec­

tive of a corporation's shareholders is a return on their investment, man­

agers are likely to have other goals, such as the power and prestige of 
running a large and powerful organization, or entertainment and other 

perquisites of their position. In this situation, managers' superior access 

to inside information and the relatively powerless position of the nu­

merous and dispersed shareholders of the American firm, mean that 

managers are likely to have the upper hand. 

Economists have offered a number of solutions to this agency prob­

lem between shareholders and managers. In general, these solutions fall 

under the categories of incentive alignment, monitoring, and discipline. 

Incentives of managers and shareholders can be aligned through stock 
options or other market-based compensation. Monitoring by an indepen­

dent and engaged board of directors ensures that managers behave in the 
best interests of the shareholders (Fama and Jensen 1983). CEOs who 
fail to maximize shareholder interests can be removed by concerned 
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boards of directors, and a firm that neglects shareholder value is disci­

plined by the market through takeover (Jensen and Ruback 1983). 

In the late 1980s and early 1990s, researchers' interests moved be­

yond the boundaries of the United States to consider the distinctly 

different governance regimes found around the world (Charkham 

1994; LaPorta, et al. 1998; Roe 1994). Japan was a particular focus 

of interest, since Japanese corporate governance diverged so widely 

from U.S. practice (Schaede 1994). In contrast to the U.S. managers, 
Japanese managers did not take it for granted that shareholders were 

the ultimate owners of the firm. Rather, a Japanese firm sought to 

balance a wide range of stakeholders, including creditors, employees, 

managers, and business partners (Aoki 1990; Fukao 1995). Special­

ists on the Japanese economy identified a number of mechanisms 

that, taken together, constituted an effective system to protect the in­
terests of these stakeholders. 

Influential main banks monitored firm performance and provided 

both discipline and resources to those in financial trouble (Hoshi, 

Kashyap and Scharfstein 1990, 1991; Sheard 1994 ). Closely linked busi­

ness groups, or keiretsu, used ownership stakes and interlocking direc­

torships to monitor not only their investments in each other, but also to 

ensure long-term, mutually beneficial business relationships (Gerlach 

1992; Gilson and Roe 1993). "Administrative guidance" (gyosei shidi5) 

and the system of amakudari, in which retired government officials as­

sumed post-retirement careers as private-sector managers, ensured that 

relevant ministries kept close tabs on firm behavior (Schaede 1994). 

Until quite recently, experts contrasted the Japanese system of cor­

porate governance favorably with the Anglo-American system (Roe 

1994). The Japanese system, they argued, encouraged patient capital 

and close sharing of information between firms and their shareholders, 

which in tum promoted innovation, stability in employment, and inter­

firm cooperation (Gerlach 1992). Conversely, the American system, 

with its shortsighted shareholders, hostile takeovers, and greedy ex­
ecutives, held back growth and innovation (Porter 1992). 

Mounting Pressures for Governance Reform in Japan 

in the 1990s 

The perception of Japanese corporate governance as effective and wor­
thy of imitation around the world changed drastically with the burst of 
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the bubble economy in the early 1990s. As the 1990s progressed, ki5poreto 

gabanansu or kigyi5 ti5chi, terms virtually unknown previously except in 

small circles of legal experts, became common vocabulary among man­

agers and the business press. Committees of corporate executives, in­

vestors, academics, and bureaucrats published a barrage of reports, 

proposals, and surveys highlighting Japan's corporate governance crisis 

and proposing solutions. 

There is room for debate over the degree to which inadequate corpo­

rate governance was to blame for the bubble economy, as well as the 

scandals and low growth rates of the 1990s. There is, in fact, wide debate 

as to the degree to which corporate governance can be clearly linked to 

better or worse economic performance (Blair 1995). It is clear, however, 

that changes in the Japanese economy in the 1980s and 1990s rendered 

the postwar system of governance, as described above, less effective. 

From the late 1980s, large firms increasingly turned to capital markets 

rather than banks for funds. As a consequence, the incentive for banks 

to monitor firms declined (Aoki 2000). Similarly, keiretsu ties between 

firms began to weaken. Large manufacturers began to loosen long­

term relationships with some of their suppliers (see, for example, 

Ahmadjian and Lincoln 2001). Mergers across corporate groups-such 

as those between Sumitomo Bank and Mitsui Group member Sakura 

Bank, and between Fuji Bank, Dai-Ichi Kangyo Bank, and Industrial 

Bank of Japan-suggested further weakening of keiretsu identity. 

Banks, in response to the banking crisis of the 1990s, sold large por­

tions of their stock portfolios, further weakening the main bank system 

and loosening keiretsu ties. Between 1986 and 1999, banks' holdings 

of publicly listed shares declined from 16.1 percent to 12.8 percent 

(see Figure 9.1). Foreign institutional investors purchased many of the 

divested shares, and foreign participation in the stock market grew 

sharply, from 4.7 percent to 12.4 percent over the same period.1 

Throughout the 1990s, foreign share purchases represented a large pro­

portion of activity on the Tokyo Stock Exchange, and consequently 

foreign investors had considerable influence on share prices, and thus 

on corporate management. 

. 
Foreign investors brought their own notions of corporate governance 

Into the Japanese market. During the 1980s, corporate governance be­
came a rallying cry for institutional investors such as the California state 
employee pension fund (CalPERS). Investor activism, a heated market 
for corporate takeovers, and an increasingly strong rhetoric of share-
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Figure 9.1 Changing Patterns of Share Ownership in Publicly Listed 

Firms, 1986-1999 (percent of shares issued) 
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holder value-fanned by the business press and academics-led to what 

Michael Useem (1996) has termed "investor capitalism," in which a 

firm's leading, and perhaps sole, objective, was deemed to be maximiza­

tion of shareholder value. Investors promoted better corporate gover­

nance through strong, independent boards of directors and properly 

compensated managers, as a way to promote their interests. With the 

globalization of financial markets and advances in financial technology, 

interest in corporate governance soon spread. Institutional investors
. 
be­

gan to demand that non-U.S. firms adopt corporate governance pract�ces 

similar to those that had been established in the United States (parttcu­

larly, those pertaining to board independence and composition). 

The burst of the bubble and stagnation of the Japanese economy co­

incided with an increasing interest in corporate governance in the 

United States and western Europe. Furthermore, a spate of corporate 

scandals, including the cover-up of massive stock-trading losses at 
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Daiwa Bank, the hiding of product liability claims by Mitusbishi Mo­

tors, sales of tainted milk by Snow Brand, and various other incidents 

of corporate negligence or outright corruption, raised concerns about 

lack of transparency and accountability of Japanese firms. 

Globalization and the Rhetoric of Reform 

One of the most striking aspects of corporate governance reform in Ja­

p
_
an during this period was the widespread acceptance, at least in rheto­

nc, that Japanese firms needed to adopt a global standard of corporate 

governance. For example, the Corporate Governance Forum of Japan 

(C�FJ), a group of business executives, academics, investors, and jour­

nalists that was one of the earliest proponents of corporate governance 

reform, began its "Corporate Governance Principles" with a statement 
emphasizing global compatibility of corporate governance: 

The globalization of the marketplace has ushered in an era in which the 

quality of corporate governance has become a crucial component of cor­
porate survival. The compatibility of corporate governance practices in 

an international context has also become an important element of corpo­

rate success. The practice of good corporate governance has been a nec­
essary prerequisite for any corporation to manage effectively in the glo­
balized market. (CGFJ 1998, p. 36) 

The group went on to make it clear that its notion of corporate gov­

ernance revolved around a firm's obligation to its shareholders: 

The �egitimacy of the shachO [CEO] derives from, and is recognized only 

by h1s or her sense of dedication and responsibility to the shareholders 
and their representatives, the board of directors, through the pursuit of 

the maximization of corporate value. (CGFJ 1998, p. 38) 

A range of statements from widely divergent sources similarly re­

fl�cted this rheto�c of a global standard of corporate governance. A 
Ltb�ral

_ 
J?emocratlc Party (LDP)-endorsed bill proposed to limit direc­

tor hab1hty for shareholder derivative suits (i.e., lawsuits by sharehold­
ers against corporate directors) and to strengthen the existing 
k�n_s�yaku, or corpo�ate auditor, system. While this bill was widely 
cntiCized for weakenmg corporate governance, it was couched in lan­
guage quite similar to that of the CGFJ: "It is time to introduce the 
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Global Standard of corporate governance, looking to the model of the 
U.S. firms in strengthening the function of outside directors, and to 

improve focus on shareholders" (ShOji Homu, 1998, p. 54). 

As the LOP's statement on corporate governance indicates, much of 
the rhetoric of the global standard clearly associated this standard with 

U.S. practices. Discussions of corporate governance reform, whether 

in the mass media or in reports from government, academics, or other 

groups, featured little discussion of alternative models, such as Ger­
man or other continental European systems. 

Taken at face value, this rhetoric suggests that Japanese corporate 

governance practices would soon converge with this "global standard." 

Indeed, throughout the 1990s, a number of reforms intended to align 

management and shareholder incentives, or to improve monitoring and 

discipline of top managers, were introduced. Stock options became le­

gal in 1997 and spread rapidly. Firms began to shrink their boards of 

directors, and many instituted a system of shikko yakuin, or "corporate 

executive officer," as an attempt to delineate the supervisory function 

of a board of directors from the operating responsibilities of the top 
management team. Many firms also announced appointments of inde­

pendent directors. But how deep and thorough were these changes? 

And what did they really signify? The next sections explore these 

questions through a more detailed analysis of reforms in executive 

compensation and board composition. 

Executive Compensation 

One pillar of a corporate governance system is a mechanism to align 

incentives between managers and shareholders (Jensen and Murphy 

1990). Stock options are one way to achieve this alignment. The value 

of a stock option to a corporate executive depends on the stock's market 

value and, in this way, ties an executive's compensation to the value of 

a firm's shares. 

In 1996, Sony became the first Japanese firm to introduce stock op-

tions. Since actual stock options were still prohibited by the Commer­

cial Code at the time, through a bit of financial engineering Sony 

created a pseudo-stock option. The ban on stock options was lifted 

shortly thereafter, in 1997, and by 2000 more than 800 firms 
_
ha� 

adopted stock options (Daiwa 2000). Most firms appeared to bnut 

stock option grants to members of boards of directors (since Japanese 
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boards of directors tend to be operating managers as well, this meant 

the senior management team). 

The process by which the Japanese Commercial Code was revised 

to allow stock options marked a sharp break from the long-standing 
procedure for revisions in law. Politicians introduced a bill to revise 

the Commercial Code directly to the Diet (by a process known as giin 

rippo), without first going through the standard procedure of examina­

tion and study by a committee of legal scholars under the auspices of 
the Ministry of Justice (the Hosei Shingikai, or Legislative Council). 

Stock options had wide support, both from the ruling coalition and a 
number of opposition parties. The bill passed on May 15, 1997, and 

became law on June 1, just in time for the late-June rush of sharehold­

ers' general meetings (a firm was required to receive the approval of 

shareholders before issuing stock options). Legal scholars accused 

politicians of blindly serving the interests of big business, and criti­

cized their willingness to circumvent the standard law-making process 
and forgo the usual process of study and negotiations guided by the 

Legislative Council. A group of legal scholars wrote in the influential 

legal journal, Shoji Homu: 

This bill was put together with the LDP and some people from the busi­
ness world, and with some ministerial cooperation from the Ministry of 

Finance and Ministry of Justice. The contents of the bill were unknown 

to anyone else, until they were finally reported in the newspaper a few 

days before it was submitted to the Diet. (ShOji Homu 1997, p. 76) 

They further criticized the process as "opaque and secretive." 
At first glance, the speedy passage and wide support of stock option 

reform was consistent with a move toward convergence between Japa­

nese and U.S. practices. A closer look at the details of the reform, how­

ever, suggests otherwise. While stock options became legal, numerous 
provisions ensured that they had limited substance. The Commercial 
Code limited stock option grants to no more than 10 percent of a firm's 
outstanding shares, and a firm was required to submit a list of the 

names of potential grantees for approval by the shareholders' general 

meeting. Unfavorable tax consequences and unfavorable stock market 
conditions also decreased their appeal. 

Furthermore, the introduction of stock options was not accompanied 
by fundamental changes in the determination and allocation of execu­
tive compensation. Executive compensation continued to be deter-
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mined by very senior executives and firms rarely disclosed the details 
to shareholders. Only the boards of a handful of firms established inde­
pendent compensation committees to set compensation for the CEO 
and top executives. In most companies, however, the process for set­

ting executive compensation (including that of the president) remained 
highly secretive. While firms were required to report the total amount 
of director salaries (i.e., the president and the rest of the top manage­
ment team), very few firms broke this figure down by individual ex­
ecutive. A survey of 1,310 firms conducted by the Tokyo Stock 

Exchange in the year 2000 found that only fifteen firms disclosed indi­
vidual directors' remuneration (Tokyo Stock Exchange 2000, pp. 12, 

13, 24). Of the nondisclosing companies, seventeen planned to dis­
close individual remuneration, while 793 said they would not consider 
it. An executive responding to the same survey suggested that outside 
parties (such as shareholders) had no legitimate reason to want this 

information: "We are urged to disclose individual directors' remunera­
tion, but such a disclosure would have an aspect of only satisfying 
third parties' curiosity." 

In my interviews, several managers noted that disclosure of com­
pensation and independent compensation committees were neither 
necessary nor desirable in Japanese firms. They argued that Japanese 

firms did not suffer from the problem of excessive CEO compensa­
tion observed in the United States, and thus did not need to concern 
themselves with compensation issues. While perhaps justified, this 
view completely missed the fundamental link between compensation 
and corporate governance. The purpose of disclosure of compensa­
tion is not to allow outsiders to evaluate whether an executive is 
making too much or too little, but rather to disclose to shareholders 
the degree to which compensation is tied to shareholder interests. 

The process by which stock options were introduced, as well as their 

spread among Japanese firms, reveals evidence consistent with perme­

able insulation. There was a real change in regulation to allow stock 
options, and many firms adopted stock options upon their legalization. 

However, stock option grants remained small, and like other forms of 
executive compensation, insiders determined the amount and alloca­

tion with no input from representatives of shareholders (such as, for 

example, a compensation committee composed of independent direc­
tors). In the vast majority of firms that adopted stock options, there 
was no concurrent move toward greater disclosure and transparency. 
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Composition of Boards of Directors 

The board of directors represents another pillar of corporate governance. 
In general, the board of directors represents a firm's owners, and moni­
tors the CEO to assure that he and his management team are operating 
in the owners' best interests. If the interests of owners and managers 

diverge (as is assumed by the theory that forms the underpinnings of much 
corporate governance research), a board of directors will only be an effec­
tive monitor if it is independent. Thus, the monitoring capability of a board 
declines drastically if it consists solely or mostly of insiders. 

In 1990, the average U.S. firm had nine outside directors and three 
inside directors (Ward 1997, p. 99). Although the law does not require 
a firm to have outside directors, the New York Stock Exchange re­

quires a firm to have a board with an audit committee consisting of at 
least three "financially literate" independent directors. Interestingly, 
the dominance of American boards by outsiders is a relatively new 
phenomenon, historically speaking: In the 1920s to the 1960s, the av­
erage big company board had a majority of insiders (Ward 1997, 
pp. 61, 99). 

Independent boards of directors play an important role in other 
economies as well. Large German firms are required to have a supervi­
sory board, with representation from both shareholders and labor (the 
proportion depends upon the specific type of company). No member of 
management can be on the supervisory board, and thus the supervisory 
board consists of 100 percent outside directors. These play a critical 

role in monitoring and, if necessary, disciplining the CEO. Duties of 
the German supervisory board include approving items such as the 
company's accounts, major capital expenditures and strategic acquisi­
tions, appointments to the management board, and the dividend 
(Charkham 1994). 

In contrast, Japanese boards rarely played a supervisory role during 
the postwar period. Though the Japanese Commercial Code stipulated 
that the board of directors represent the shareholders, and required that 
the board approve a wide range of decisions in the best interests of the 
shareholders, board meetings were usually little more than a formality. 
One reason is that Japanese boards were very large. A 1990 study of 
one-hundred large firms found that board size ranged from eight to 
fifty-six, and averaged 30.6 (Takeuchi 1991, cited in Schaede 1994). 
The boards of only 19 percent of the firms surveyed in this study had 
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any outsiders at all. And, many outside directors were retired govern­

ment officials, bankers, or managers from important trading partners 

or parent companies, who could not be called independent. Further­

more, board members, both insiders and outsiders, tended to assume 

operating responsibilities. Top operating executives, as well as heads 

of important functions and divisions, tended to have seats on the board. 

Japanese boards of directors did not monitor management because 

they, themselves, were top management. 

While Japanese boards of directors did not play the monitoring role 

that they did in the United States and Germany, boards nevertheless 

had an important function in the Japanese corporate system. Board 

membership was the ultimate achievement for an employee who had 

slowly ascended the ranks in the age-based promotion system utilized 

by most large firms. Board membership was thus an important incen­

tive: While not every employee could aspire to be president, the large 

size of boards made board membership a more reasonable goal. Board 

membership also played an important ceremonial role-there were 

certain functions that only a board member could perform. For ex­

ample, in an interview, a respondent suggested that general contractors 

in the construction industry deliberately kept their boards large in or­

der to have enough directors to attend numerous ground-breaking and 

ribbon cutting ceremonies. 

Critics of Japanese corporate governance took aim at the lack of in­

dependence and unwieldy size of Japanese boards. CalPERS's corpo­

rate governance standards for Japan, for example, urged reductions in 

size and increases in independence of boards. The "Corporate Gover­

nance Principles" of the CGFJ, the group of concerned corporate ex­

ecutives and other leaders whose 1998 corporate governance principles 

for Japan were broadly publicized, similarly focused on these issues of 

board size and independence. Press reports suggested that Japanese 

companies actually responded to these criticisms by reducing bo�rd 

size, separating monitoring and operating functions, and increasmg 

numbers of independent directors. But how meaningful were these 

changes? 

Board Size Reductions and the Shikko Yakuin System 

In 1997, Sony, with great fanfare, reduced its board size from 38 to 10. 
It renamed those directors removed from the board shikk6 yakuin, and 
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translated this term, fairly literally, as "corporate executive officer." The 

stated objective was to separate strategic oversight from implementa­

tion. The shikk6 yakuin system spread rapidly among large Japanese 

companies. In a survey of 1,310 listed firms conducted by the Tokyo 

Stock Exchange in September 2000, 35.5 percent of the respondents 

had adopted the shikko yakuin system, an increase of32 percentage points 

from the previous survey, conducted in 1998 (Tokyo Stock Exchange 

2000, p. 2). 

According to Sony officials, the decision to change the status of 

twenty-eight directors to shikk6 yakuin was a wrenching one. As men­

tioned earlier, the position of director, and therefore, board member, 

was the ultimate career aspiration of many a corporate employee, and a 

change in status to shikko yakuin was inevitably seen as a demotion. 

The experience of being "demoted" to shikk6 yakuin was apparently so 

traumatic for some directors that Sony's chairman wrote a letter to 

their wives, explaining that the decision was not really a demotion. He 

also made the transition to the new status easier by allowing shikko 

yakuin to keep their cars and other perks of their former positions. 

Sony and other observers touted the shikko yakuin system (and the 

concurrent introduction of stock options) as evidence that corporate 

governance in Japan was converging with the U.S. system. A closer 

look at the actual functioning of the shikk6 yakuin system, however, 

suggests that this was quite not the case. Sony argued that the shikko 

yakuin system would improve corporate governance by separating the 

supervisory and operating functions of a firm. The board of directors 

would supervise the business and maintain a holistic outlook on busi­

ness strategy, while the shikko yakuin would pay attention to the opera­

tional aspects of business. In general, the rationale behind dividing 

supervisory and operational functions of a board is to install an objec­

tive body that monitors management, and represents the interests of a 

firm's stakeholders. However, Japan's shikko yakuin system entailed 

naming one set of insiders (since the directors tended to remain insid­

ers) as monitors, and another set as executive officers. 

Reductions of board size through the shikko yakuin system were 
also not accompanied changes in the status of the board vis-a-vis the 
CEO. The board of directors continued to serve at the discretion of the 

president. As my interview respondents reported, the president or the 
chairman (usually the retired president or retired executive of a parent 
company) still selected the president's successor. 
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The widespread enthusiasm of Japanese firms for the shikko yakuin 

system also stood in stark contrast to their resistance to independent 
directors. While in the late 1990s, appointments of independent direc­
tors were much in the news, in reality they were still few and far be­
tween, and there was little desire among executives to place more 
outsiders on their boards. For example, the year 2000 survey of 1,310 
listed firms by the Tokyo Stock Exchange suggested that only 19 per­
cent of the firms had outside directors-no change from the 1990 sur­
vey noted earlier. Of firms with outside directors, only 57.5 percent 
reported that they had one or more "noninterested" directors (Tokyo 
Stock Exchange 2001). Even Sony, probably the most vocal advocate 
of corporate governance reform, had only three outsiders.Z 

To some extent, institutional constraints made it difficult to increase 
independent directors. Professor Iwao Nakatani of Hitotsubashi Uni­
versity was forced to resign his professorship in order to join Sony's 

board, as professors of national universities were forbidden by law 
from serving on corporate boards. My interviews with Japanese execu­
tives, however, suggested that resistance to independent directors was 
far more deep-rooted. In these interviews, the question of outside di­
rectors tended to generate the strongest opinions. "Japanese don't ac­
cept outsiders" was a response heard from a number of managers. 

The spread of the shikko yakuin system, combined with deep-seated 
resistance to independent directors and lack of change in the relationship 
between the board and the chairman, is further evidence of permeable 
insulation. Despite their rhetoric of board reform and corporate gover­
nance, corporate executives gave up little control to independent repre­
sentatives of shareholders. My interview respondents suggested that 
the shikko yakuin system had little to do with improving corporate 
governance. Rather, it was about solving problems of internal corpo­
rate politics. Several respondents said that the motive behind board 
size reduction was to shift power from factories and functional areas 
(such as R&D) and concentrate it more tightly in the hands of a smaller 
group of senior managers who could maintain broader perspective 
over the business as a whole.3 By removing heads of once powerful 
factories and functional groups from the board, a firm sent a strong 
message about their reduced role in strategic decision making. I�ter= 
view respondents also suggested that board reductions and the shckko 
yakuin system symbolized changes in the long-standing policy of age­
based promotion. A reduction in board size meant that a firm could no 
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longer guarantee an eventual directorship to its most loyal employees, 
and signaled to employees that entrance to the highest ranks of man­
agement would henceforth be based on merit.4 

The Kansayaku System and Commercial Code Reform 

In the late 1990s and early years of the twenty-first century, another 
important focus of corporate governance reform concerned the system 
of kansayaku. The Commercial Code mandated that a firm appoint 
kansayaku, or corporate auditors, to monitor the board of directors on 
behalf of shareholders and to ensure that the board complied with the 
law. The role and relevance of the kansayaku was a central focus of a 
major reform of the Commercial Code that was passed in 2002. Prior to 
this reform of the Commercial Code, the kansayaku system was a topic 
of hot debate that exposed fault lines between the Ministry of Economy, 
Trade, and Industry (METI, formerly the Ministry oflntemational Trade 
and Industry [MITIJ) and Keidanren, 5 and which also revealed points of 
disagreement between globally oriented Japanese multinationals and 

more domestic firms. 
The Japanese Commercial Code required a large firm to have at 

least three kansayaku, at least one of whom had to be an outsider. 
However, the definition of an "outsider" was not very restrictive, 
meaning someone who had not worked for the firm in the previous five 
years. Thus, "outside" kansayaku tended to be retired employees, or 
managers from closely related banks, subsidiaries, parent companies, 

or other affiliates. 
In theory, the kansayaku monitored the board of directors for adher­

ence to law, and evaluated the financial reports provided by a firm's 
outside auditors. A number of problems, however, made it difficult for 
kansayaku to be truly independent monitors. First, while the law stipu­
lated that the shareholders' meeting must approve kansayaku appoint­
ments, shareholders in fact rarely rejected the recommendations of the 
company president. Staff limitations further reduced the scale and 
scope of kansayaku audits. A survey of 1,64llisted firms by the Japan 
Corporate Auditors Association (JCAA) found that in only 41 percent 
of listed firms did kansayaku have any staff at all, and in only slightly 
more than 50 percent of these cases was there more than one staff 
member (JCAA 1996, pp. 51, 52). Several interview respondents also 
noted that kansayaku staff were unlikely to be enthusiastic about seek-
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ing out their firm's dirty laundry. Staff members were usually career 
employees who rotated temporarily into the kansayaku office, and who 
had no desire to compromise their future with the firm. Kansayaku 

were also constrained by the lack of a vote in the board of directors' 
meeting. What is more, they suffered from low status and respect: The 
position of kansayaku was typically seen as a consolation appointment 
for someone who failed to be promoted to director. 

The kansayaku system developed out of a number of revisions of 
the Commercial Code in the postwar era (Kanda 2001 ). Debate over 

the continuing role of the kansayaku became particularly heated in the 
1990s. In September 1997, the LDP Law Section, Committee on the 
Commercial Code, proposed a bill that included several revisions to 
the Commercial Code. Several days later, Keidanren issued a set of 

virtually identical proposals. There were two important elements to the 
LDP/Keidanren proposals. The first was the limitation of director li­

ability for shareholder derivative suits. The second concerned strength­
ening the function of the kansayaku. The LDP/Keidanren proposals 

suggested that with a few improvements, the kansayaku system could 
play the same role as independent directors. 

In 2000, METI put out its own proposal for revision of the Commercial 

Code. As Elder (Chapter 7) notes, METI focused on the revision of the 

Commercial Code and its provisions related to corporate governance as a 

key to improvement in Japan's national competitiveness. METI officials 
argued that Japan had no choice but to adopt a more U.S.-style of gover­

nance in the face of increasing global competition, globalizing financial 
markets, and advancements in information technology. 

METI' s final proposal offered a choice: A firm could either appoint 

an auditing committee dominated by independent directors and be ex­

empt from the kansayaku requirement, or maintain the existing 
kansayaku system (METI 2000). According to METI's logic, the mar­
ket would eventually decide which form of governance was more effec­
tive. Interview respondents close to the preparation of this proposal 

indicated that METI' s original position favored independent directors 
and the abolishment of the kansayaku system; the proposal to give firms 
a choice between two systems was a compromise under pressure from 
Keidanren. Insiders also noted that Keidanren was facing its own inter­
nal pressures, both from global firms that wanted to reshape their boards 
to reflect U.S. practices, and from domestic firms that resisted change. 

The eventual fate of the kansayaku was determined in a revision of 
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the Commercial Code passed by the Diet in 2002. While there had been 
partial amendments to the Commercial Code in the 1990s, the 2002 revi­
sion was the most extensive revision since 1950.6 A Ministry of Justice­

appointed Legislative Council for Company law (Hosei Shingikai) with 

twenty members, mostly law professors, was entrusted with hearing 
opinions of interested parties, and drafting and revising the new law 
prior to submission to the Diet. According to the revised Commercial 

Code, fmns could choose between the existing kansayaku system and a 
board structure similar to that of U.S. fmns, consisting of outsider-domi­

nated auditing, nomination, and compensation committees. 

In their introduction to this book, Schaede and Grimes argue that 
insulation in post-developmental Japan is flexible: Firms have consid­
erable leeway to make their own choices on how to respond to de­
mands of a global economy (Chapter 1). In her chapter on trade 
associations, Schaede shows how this has resulted in widely varying 

degrees of insulation across industries (Chapter 8). The revised Com­
mercial Code actually wrote a provision for permeable insulation into 

law, by allowing firms to choose whether to adopt a U.S.-style board 
or to maintain the existing kansayaku system (MOJ 2001 ). A likely 
outcome of this arrangement is a dual system of governance. Globally 

oriented firms would increase board independence and introduce au­

diting, nomination, and compensation committees, while more domes­
tically focused firms would maintain the kansayaku system and 
continue to maintain managerial autonomy and insulation from de­
mands of shareholders. 

The Process of Change 

Despite the rhetoric of a global standard of corporate governance, and 
the substantial publicity received by new practices such as stock options 

and the shikko yakuin system, these changes had little real impact on 
corporate governance. Initial reforms did little to increase incentive align­
ment between managers and shareholders, and did little to promote board 
independence and management accountability. While firms adopted 
changes that were relatively small and painless, such as stock options, 

and enthusiastically adopted practices that were beneficial from a mana­
gerial perspective such as the shikko yakuin system, reforms such as 
greater board independence that threatened managerial autonomy spread 
much less widely. 
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In interviews, managers often attributed this outcome to "culture" 

an inherent Japanese suspicion of outsiders. A closer examination, 

however, suggests that changes in corporate governance could easily 

be explained by rational strategies of players in corporate governance 

reform, given the pressures they faced. The principal players in corpo­

rate governance reform in the 1990s and early 2000s were corporations 

themselves. For example, stock options were legalized after strong 

pressure from corporations. Similarly, the shikko yakuin system and 

board size reductions were all carried out on the corporate level. 

A fundamental premise of corporate governance is that the interests 
of managers and owners diverge, and that mechanisms must be put in 
place to prevent managers from taking actions that are not in the best 
interest of owners. Thus, it is natural that corporate executives would 
not be the most enthusiastic proponents of thorough corporate gover­
nance reform. Corporate governance reform led by managers is likely 
to lead to changes that are either innocuous, or in the best interests of 
managers.7 A statement of an executive reported in a survey of corpo­
rate governance practices in Japan conducted in 2000 by the Tokyo 
Stock Exchange (2000, p. 24) reflected the management attitude to­
wards change: "I will seek our own corporate governance style that 
matches our own corporate culture." 

As might be expected, the most outspoken proponents of corporate 

governance reform were those ftnns that experienced the greatest pres­
sures for change: firms with high levels of foreign ownership, such as 
Sony, Orix, and Omron. These firms not only felt acutely the pressures 
from foreign investors, but also prided themselves on their image as glo­
bal companies-and corporate governance, as noted earlier, was closely 
associated with the theme of globalization. Yet, while the enthusiasm for 
corporate governance reform of such firms suggested influence of for­
eign investors, it is not clear just how foreigners exerted this influence. 
Senior managers whom I interviewed confirmed that they had very little 
direct contract with foreign investors until the late 1990s, after corporate 
governance reforms were well underway. Foreign investors also admit­
ted that they applied little direct pressure on Japanese companies until 

the late 1990s, when they became more active in meeting directly with 
senior management teams. Almost every manager that I interviewed re­
ferred to CalPERS as an important influence in governance reform in 
Japan. However, at least among the firms that I interviewed, none had 
been contacted directly by CalPERS about their corporate govemance.8 
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Japanese institutional investors were relatively quiet on issues of 
corporate governance. As a pension official told me: "Pension fund 
managers have many other things to do." In 1998, the Pension Fund 

Association issued guidelines that advised pension funds to start exer­
cising voting rights (the usual pattern in the past had been for pensions 
to instruct the trust banks that held their investment shares to return 
blank proxy forms, signifying their agreement with management). Ex­
ercise of voting rights has become increasingly common, but as of 
2001 had yet to be a strong check on corporate management. Further­
more, as of 2001, no particularly vocal advocates of corporate gover­
nance reform had emerged among Japanese institutional investors. 

Another group absent from the debate on corporate governance was 
labor unions. In public statements and interviews, Japanese corporate 
executives made much of the importance of employees as stakeholders 
in the firm. Although some corporate governance systems, most nota­
bly the German system, mandated employee representation on corpo­
rate boards, it is interesting that not once in the course of my 
interviews did I hear a manager advocate German-style labor represen­
tation. Given the continued weakening of organized labor in Japan, and 
the delayed entry of labor into the corporate governance debate, it was 
unlikely that it would ultimately have much influence on corporate 
governance issues. 

Managers interviewed noted that shareholder derivative suits were 
an additional, domestic impetus for governance reform. In the early 
1990s, the filing fee for shareholder derivative suits was lowered from 
a percentage of damages asked to ¥8,200. As a consequence, share­
holder suits rose dramatically. In 2000, a shareholder suit resulted in a 
¥83 billion (approximately $664 million) decision against directors of 
Daiwa Bank for not stopping trading irregularities in the New York 
branch. In general, senior executives of Japanese firms claimed that 
the specter of shareholder suits made them more cognizant of satisfy­
ing shareholders. However, they also said that the threat of shareholder 
suits made it difficult to find outside directors willing to serve.9 It is 
not clear, then, whether shareholder suits encouraged or discouraged 
movement toward greater board independence. 

As of 2001, the dominant voice in corporate governance reform was 
that of corporate executives themselves. The distinct lack of strong 
pressure by domestic shareholders and relatively indirect influence of 
foreigners seemed to assure that the pattern of permeable insulation 
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would continue. Without strong external pressures, firms could con­
tinue to pick and choose between practices related to corporate gov�r­
nance and adopt those that allowed them to appear more global, whtle 

giving up as little managerial autonomy as possible. 

Discussion and Conclusion 

This chapter has examined changes in executive compensation and board 

structure in 1990s Japan. The 1990s saw an upsurge in rhetoric ab��t 

corporate governance reform as Japanese managers, bureaucrats, politi­

cians and the mass media all urged Japanese firms to adopt a global 

stand�rd of governance to enable them to flourish in an incre�singly 

global economy. This "global standard" o� gover:nance largely rmrrored 

U.S. practice, and included alignment of mcenttves between top man­

agement and shareholders, and greater board independence to promote 

better monitoring and firmer discipline. 

While adoptions of stock options, introdu�tion of th� shikko 

1,akuin system, board size reductions, and appomtment of mdepen­

dent directors all received considerable publicity from early on, these 

practices appeared to have little real impact on corporate governance. 

Stock option grants were too small to really align incentives between 

investors and managers. The corporate executive officer system and 

board size reductions did little to increase the capacity of a board to 

monitor and discipline senior management. As of 2001, independent 

directors remained relatively rare. And, changes in board size and 

compensation were not accompanied by other fundamental 
.
changes 

in who appointed and dismissed the president, how �anagenal com­

pensation was determined and disclosed, and how dtrectors were se-

lected and evaluated. . . 

In several respects, corporate governance reform dunng this pe­

riod reflected permeable insulation. A number o� re�l changes �c­

curred in response to pressures of increased globalizatiOn of financ
.
Ial 

and product markets. Stock options were legalized, ma
.
ny co��ames 

dramatically reduced the size of their boards, and a maJor revision of 

the Commercial Code was under way. But at the same time, corpo�a­

tions resisted changes that limited managerial autonomy and In­

creased the influence of outsiders on corporate decision �aki�g. �s a  

result, these changes had little effect in achieving the basic objecttves 

of corporate governance-namely, aligning incentives of managers 

CHANGING JAPANESE CORPORATE GOVERNANCE 235 

and shareholders, and increasing the monitoring of executives by 
shareholders or their representatives. 

Further increasing the insulation of Japanese managers from 

their shareholders was the unraveling of institutions that had sup­
ported corporate governance in the past. With the decline of the 

main bank system, the apparent weakening of the keiretsu, and the 
end of administrative guidance, corporate executives arguably had 
more autonomy and were subject to less governance than ever be­
fore in the postwar period. Thus, insulation may have actually in­

creased over time. 
Corporate governance reform during this period also reflected the 

theme of permeability raised in other chapters. Firms with high levels 
of foreign ownership and a more global orientation were much more 
enthusiastic about adopting a global standard of governance, and about 
tailoring their boards and compensation systems to look more like the 

U.S. firms that represented this global standard. Sony and Orix, both 
firms with high levels of foreign ownership, pioneered board reforms 

and stood at the forefront of the corporate governance debate. Domes­
tic firms, in general, kept a much lower profile. The revision of the 
Commercial Code acknowledged this divergence in interest between 
firms, and allowed firms to choose the governance structure more ben­

eficial to them. 

While global and domestic firms diverged in their interest in corpo­
rate governance reform, it is important not to exaggerate the extent of 
change, even among the more global firms. Sony, generally acknowl­
edged to be the leader in corporate governance reform, maintained a 
board with only three outsiders out of ten directors-a level that, had 

Sony been a U.S. firm, would have exposed it to accusations of poor 
governance. While there was room for debate as to how many indepen­
dent directors were desirable, the relative paucity of outside directors 
even among the most global Japanese firms suggested that there was a 
considerable gap between the rhetoric of a global standard and actual 
practice. 

The future of corporate governance reform in Japan depends upon a 
number of factors that, as of 2001, were difficult to predict. A continu­
ing increase in share purchases by foreigners could escalate pressure 
for change in corporate governance practices. Still, foreign influence 
in the markets should not be overstated. With Japan's high savings 
rate, aging population, and the low returns of traditional savings vehicles 
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such as the postal savings system, it was likely that domestic investors 

would become more important and vocal players in the equity markets. 

The introduction of defined contribution pension plans (which give 

workers more responsibility for managing their own pension invest­
ments) and possible privatization of the postal savings system would 

potentially cause greater levels of domestic savings to flow into the 

stock market. 

While the continued banking crisis meant that the main bank system 

would continue to collapse, the future of the keiretsu was not as clear. 

While the main banks that provided the lynchpin for keiretsu groups 

were retreating, and announcements of cross-keiretsu mergers and the 

severing of long-term business ties were very visible, other indicators 

of keiretsu relationships gave a different picture. Figure 9.1, for ex­

ample, indicates that cross-shareholding between industrial firms de­

creased very little from the 1980s to the late 1990s, suggesting that a 

large portion of a firm's shares remained in the hands of trading part­

ners and other close business associates. This potentially set the stage 

for increasing conflict between shareholders who held shares as invest­

ment, such as pension and other investment funds, and firms that held 

shares as a means to manage business relationships. 

Revised accounting standards were another possible influence on 

corporate governance. In the late 1990s and early 2000s, a series of 

reforms in accounting standards brought Japanese accounting regula­

tions up to international standards. Arguably, better disclosure would 

help shareholders to monitor managers better. Accounting standards, 

however, are only as good as their enforcement. Without independent 

boards to demand more thorough audits, and with a seriously underde­

veloped auditing profession (Japan has only a fraction of the number 

of certified public accountants in the United States), compliance with 

new accounting standards was far from certain. 
What did the relative lack of reform in corporate governance during 

this period imply for the future of the Japanese economy? It suggests 
that despite the rhetoric, Japan was not converging with global prac­

tices. If anything, with the decline of the main bank system and some 
unraveling of the keiretsu, ·corporate managers were more insulated 
from their shareholders than ever before. The answer to the question of 

whether or not this would adversely affect performance depends on 
one's faith that U.S.-style corporate governance actually improves the 
performance of firms and economies. However, while the empirical 
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evidence linking corporate governance practices and the performance 
of individual firms is still slim, there is considerable agreement that 

developed economies are based upon effective and coherent systems 

of corporate governance that resolve the divergent interests between 
managers and owners (La Porta et al. 1998). Permeable insulation in 

the Japanese system of governance may, in the short run, enable Japa­

nese firms and the Japanese government to appear to adopt a global 
standard, while maintaining management autonomy and insulating 

management from shareholder demands. Whether this system is sus­

tainable, however, and what its long-term effects on the Japanese 

economy are likely to be, are yet to be seen. 

Notes 

l. A close look at this figure reveals some other interesting trends. Ownership of 
shares by domestic investment funds increased, as shown by increasing holdings by 
trust banks and investment and annuity trusts. Shareholdings by corporations de­
creased only slightly. I discuss some of the implications of these trends in the dis­
cussion section of this chapter. 

2. If Sony were an American firm, it might be criticized for having "only" three 
outsiders. When Xerox ran into financial trouble in 2001, it was criticized for hav­
ing five insiders on a board of fifteen (Bianco and Moore 2001). 

3. See, for instance, Fruin (1992) on the central and powerful role that factories 
play in Japanese corporation. 

4. Interview respondents reflected a theme also highlighted by a number of writ­
ers on the Japanese economic system, who observed that in the 1990s firms were 
moving increasingly to a merit-based promotion system for employees at all levels 
(Ariga et a!. 2000; Inagami 2000). 

5. Keidanren, or the Japanese Federation of Economic Organizations, represents 
1,004 of Japan's major firms and 117 industry groups. As the peak business associa­
tion, it coordinates the lobbying activities of big business. 

6. Although greater participation of politicians through the direct submission of 
bills to the Diet (such as the stock option reform, and the LDP bill to strengthen 
kansayaku and reduce director liability) suggested that the process of law making 
was changing, this revision of the Commercial Code proceeded according to the 
usual procedures of legal reform. 

7. Corporate governance reform in the United States in the 1980s, for example, 
was largely the result of pressure by institutional investors and the discipline of 
hostile takeovers, rather than activity to improve governance initiated by corporate 
executives themselves. 

8. It may be that important global investors such as CalPERS only invest in firms 
with sound governance in the first place. Firms on the forefront of corporate gover­
nance reform, however, such as Sony, Orix, and Omron, had high levels of foreign 
investment before they began to revise their governance structures-suggesting that, 
at least in these cases, the causality was not in this direction. 
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9. While insurance was available (i.e., directors and officers insurance), it 
does not seem to have been widely used. A typical response among corporate 
directors interviewed was "W hat's that?" T here is also much gray area concern­
ing in what situations directors are liable, who pays for the insurance premium, 
and the role of the firm in providing information to support the directors in the 
lawsuit. 
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Permeable Insulation and 
Japan's Managed Globalization 

Ulrike Schaede and William W. Grimes 

In the increasingly multilateral trade and policy environment of the 

twenty-first century, Japan faces several conflicting challenges. Inter­

nationally, Japan's trade prowess, increasing manufacturing presence 

around the world, and economic leadership in Asia have made the coun­
try an integral member of multilateral organizations such as the World 
Trade Organization (WTO). Japan is increasingly expected to uphold 
the norms of free trade and economic openness as articulated in a vari­

ety of international treaties, and to assume a geopolitical role commen­
surate with its global economic position. 

Domestically, Japan has been challenged by the need to transform 

an industrial structure that has proven unfit to ensure growth across 
most sectors in the new economy of the twenty-first century, a situa­

tion reminiscent of the early 1970s. Having built their economic suc­
cess on high quality manufacturing, many Japanese manufacturing 
firms are still among the world leaders, whether in cars, office machin­

ery, or consumer electronics. Yet with the decline of some of the 
former flagship industries, no new sectors have stepped up to allow for 
a transfer of employment and technical skills into industries with high 
growth potential. Low mobility of labor and capital have made such 
adjustment even more difficult. As a result, many declining industries 
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continue to receive protection, at a time when there has been an obvi­
ous need to support growth in both currently successful industries and 
the emerging new economy sectors. 

Following the oil shock of 1973, Japan went through a period of 
industrial soul-searching and realized that its high dependence on en­
ergy-intensive industries (shipbuilding, for example) made the country 
too vulnerable to fluctuations in the price of oiL Industrial restructur­
ing was supported by industrial policies promoting new, more capital­
intensive sectors, while subsidizing the slow phase-out of maturing 

ones. A similarly fundamental reform was needed in 2001. However, 
in the meantime, the world had changed around Japan, and this change 
eventually also affected the Japanese state and its ability to administer 
such policies. Most importantly, as a result of economic growth and 
deregulation, the Japanese state had lost many of its former tools to 
entice companies to cooperate with its strategies. At the same time, as 
an upstanding member of the WTO, Japan could not return to an ex­

plicit program of export promotion and import protection. 
The policies and approaches that Japan has adopted at this critical 

juncture are those of "permeable insulation": allowing entry and mar7 
ket competition in areas where that is the best approach for existing 
market players, while protecting (or allowing self-protection in) less 

competitive sectors. Sectors that can tolerate additional competition 
from new domestic or foreign entrants are clearly differentiated from 
those that cannot. While all this has never been explicitly spelled out as 
a policy program-in part reflecting the decline in state ability to 
launch such programs-the concept of permeable insulation best de­
scribes the mix of policies that can empirically be observed as Japan 
enters the twenty-first century. This approach is by no means singular 
to Japan; in fact, one could argue that many governments follow a 

similar dual approach to policy-making. Nevertheless, the approach 
needs to be clearly delineated lest we misunderstand the motives driv­
ing Japan's policy-making in the twenty-first century. 

Why Permeable Insulation Matters 

In some ways, Japan's shift toward permeable insulation makes the coun­
try look more like other industrialized democracies, where public stands 
on policy issues are often situational, driven by diverse domestic politi­
cal interests. Yet, for long-time observers and Japan novices alike, un-
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derstanding this shift and fully appreciating its implications are of ut­
most importance in order to capture fully the nature of Japan's policies 
and its evolving role in the international political economy of the twenty­

first century. Even policies that promote openness as a primary goal often 
leave multiple opportunities for protection; conversely, protective poli­
cies hold within them loopholes or contradictions that allow for an in­
creasing degree of permeability. Therefore, every policy measure should 
be evaluated not only for how it reads on paper, but for its supplementary, 
or in some cases original, motivation and policy consequences. For ex­

ample, supporting Japanese firms' relocation of production abroad may 
trigger domestic fears about hollowing out; but it is also an elegant way to 
locate small, slow, or troubled firms elsewhere. Pushing more open finan­
cial markets certainly increases international influence, but may also serve 
to insulate Japanese producers and financial institutions from interna­
tional currency volatility. 

Foreign firms and governments, as well as Japan scholars, must 
therefore realize that while the twenty-first century brings new oppor­
tunities for doing business with Japan, these opportunities often have 
hidden limits. The extent of both opportunities and limits varies by 
sector, and the contours of permeable insulation are subject to change 
as economic and political conditions fluctuate. While permeable insu­

lation is a generic phenomenon in Japanese political economy, it also 
calls for detailed, microlevel, sector-specific analysis. Whether one 
studies corporate governance, regulation, political processes, or 
Japan's role in the international political economy, more than ever be­
fore a firm-level or industry-level analysis is the most appropriate ap­
proach to understanding Japan. 

Ubiquity of Permeable Insulation 

The chapters in this book have provided seven examples of how perme­
able insulation has played out in practice in both public and private 
actions. The opto-electronics sector has long been one of Japan's dar­
ling industries. Supported in the 1950s through export associations and 
government sales promotions abroad, this industry grew from the pro­
duction of copy-cat cameras into the world leader in a broad array of 
optical equipment. Firms' production networks in East and Southeast 
Asia from the 1960s onward were designed without government guid­
ance, and re-imports of cameras and other products into Japan were 
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welcomed. Importantly, however, the production networks of Japanese 

manufacturing firms in Asia often built on vast hierarchies of medium­
size, small, and very small firms that followed the main assembler to the 
foreign location. This meant maintaining relatively closed manufacturing 
networks despite the increasingly multinational nature of production. 

In many industries, such investment was generously supported by 

government programs providing subsidies for outbound foreign direct 

investment (FDI). The inherent irony in Japanese government support 
for outbound FDI cannot be overlooked: The world's undisputed 

leader in designing industrial policies for export-led economic growth 
has over time also become the world's largest supporter of relocating 
production abroad, thereby depriving the country of some of its export 

b ase. A closer look at government FDI financing reveals, however, 

that by the late 1990s many of the recipients were small firms that 
were either in declining industries or were suppliers to leading firms. 

Thus, FDI support represented not only the promotion type, but also 
the phasing-out type of industrial policy at the tum of the century. 
From a political point of view, considerable FDI support was a means 
of compensating troubled small firms, with the interesting twist that 

moving their manufacturing operations abroad would weaken their fu­
ture claims to compensation. 

The increased presence of Japanese firm networks in Asia further 

strengthened Asia's predominant position in Japan's trade. In conjunc­
tion with the exposure of Japanese financial institutions to Asian debt, 
this created a clear incentive for Japan to contribute to regional ex­
change rate stability. When policy makers sought to insulate the do­
mestic economy from currency instability, they faced something of a 

"Catch-22," in that they could only do so by inviting ever greater for­
eign participation in the Japanese financial markets. The surprising 
juxtaposition of openness and insulation clearly captures the dynamics 
of permeable insulation. 

A similar activist logic of concurrent international openness and in­
sulation can be observed in Japan's attitude in, and employment of, the 

new multilateral trade organizations. The establishment of the WTO's 
dispute settlement system.led to a huge increase in Japan's role as 

_
a 

legal player. Whereas in the 1980s Japan had been involved in multi­
lateral trade disputes largely as a defendant or third party-and more 
often than not on the losing side-beginning in the 1990s it adopted a 
more proactive stance. Not only did Japan begin to appear with greater 
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frequency as a plaintiff before the new WTO, it also was more success­
ful in many of the cases in which it was a disputant. The underlying 
reason was an astute strategic use of WTO rules, either as a sword to 

prop open markets abroad, or as a shield to defend restrictive market 

practices at home. 
. 

Such pragmatic adaptation to the new global rules and pressures 1s 
by no means limited to international transactions. It is equally visible 

domestically. The comprehensive reorganization and realignment of 
Japan's ministries in 2001 was hailed by politicians as evidence of the 

change in relations between bureaucrats and politicians, industry, and 
society. An analysis of the actual structure of the new ministries and 
their tasks, however, suggests that there is some• old wine in the new 

bottles. Ministry of Economy, Trade, and Industry (METI) is a prime 
example: While officially claiming to be concerned with global warm­
ing, recycling, and other reactive policies, proactive attempts to shape 

sectors were alive and welL Just what type of policies METI adopted 

depended on the needs and requests of a given industry. While leaving 
alone industries that had long since become independent from state 

nurturing, METI continued to attend to those sectors that either pre­
ferred continued support, or were in the initial stages of development 
and in need of a jump start. Whether METI was necessarily always 

successful in these attempts is beside the point; more importantly, it 

stayed involved in some industries while allowing others to charge 
ahead without state fetters. The outcome of these policy attempts was 
permeable insulation. 

One way to implement this more permeable industrial policy was to 
delegate a large portion of regulation to industry. Following years of 

deregulation, the various ministries had lost many of their previous 
tools to entice cooperation by their regulated firms. Industries were 
happy to take over and structure their own rules of trade, as this al­
lowed firms to decide among themselves whether they preferred to 
self-promote by opening up markets to competition, or to self-protect 
by upholding barriers previously established through official protec­

tion. This shift explains why the government's deregulation programs 
often yielded less actual reform than expected. What is more, by giv­
ing choice to industry, the shift toward self-regulation also allowed for 
sectoral differences in the outcome of deregulation and the degree of 
insulation across industries. 

As the phenomenon of self-regulation grew stronger, permeable in-
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sulation also became a private-sector phenomenon. The debates and 

processes of corporate governance reform beginning in the late 1990s 

offer a prime example, combining the "sword and shield" approach 

with that of allowing firms to follow their own preferences. Eventu­
ally, some competitive firms decided to adopt internationally accepted 

mechanisms of corporate governance, including increased disclosure, 
more transparent board processes, and shareholder value maximization 

as true management goals. This enabled firms to attract foreign financ­

ing and to pursue multinational strategies. However, not all firms were 

well served by such a switch, and those that were not worked hard to 

ensure that the new corporate governance rules also allowed for con­
tinued insulation. 

The case studies in this series offer just seven stories of permeable 

insulation, but many more can be told. Examples of other areas of 

Japan's political economy characterized by this new approach include 
Japan's new venture capital market, a large portion of which consists 

of government funding for new and old industries; telecommunica­

tions, where a substantially open and competitive market in cellular 

phones coexists with a continuing land-line monopoly by the still par­

tially government-owned NTT; and government-sponsored research 

consortia in information and biotechnologies that, even if partially 

opened to foreign participants, continue to be aimed at the advance­

ment of Japanese firms. 

Implications of Permeable Insulation 

Permeable insulation both results from, and affects the very structure 
of, political processes and economic outcomes. While it may be too 

early to fully capture the long-term ramifications for Japan's political 

economy, as of 2001 several indications had already begun to emerge. 

Politics 

The approach of permeable insulation is both a reflection and a further 
reinforcement of the shift of power and emphasis within Japanese poli­
tics, away from bureaucrats and toward both politicians and industry. 
Formerly, when industrial interests were more strongly aligned around 

the objective of economic growth, bureaucrats could effect policies fairly 
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easily by pushing growth-related measures and compensating those sec­
tors or interests that were occasionally at odds. Two concurrent trends 

have undermined these processes: First, with continuing growth, indus­

try interests have become more diversified. Some need more protection, 

while others demand price stabilization for raw material imports or more 
export promotion; still others are most interested in less government. 

Second, budget constraints in a stagnant economy and increasing de­

mands for compensation have come to limit the government's largesse. 
At the same time, deregulation has reduced the number of administra­

tive "carrots" the ministries can offer their regulated industries in return 

for cooperation with state policies. 

As a result, the ministries remain important for those sectors that 
want government protection, but have become increasingly powerless 

vis-a-vis industries that want to pursue their own interests and agendas. 
Party politics is similarly divided. Compensation-based politics re­

mains an important part of many politicians' electoral strategies, but 

the lack of government money and the economic crisis at the turn of 
the century have led to a hardening of divisions, even within the Lib­

eral Democratic Party. This reinforces the trend toward limiting com­

pensation to only the weakest or most politically potent sectors of the 

economy. 

To deal with the shifting patterns of economic and political power, 
the government has adopted the dual-track policy approach of pro­

tecting some sectors, while allowing others to break through existing 
protective measures. As we have seen throughout this book, this has 
yielded some surprising policy outcomes across a large number of 

issue-areas. Domestically, dual-tracking may well contribute to a fur­

ther reduction of government influence over business, because offer­
ing permeability policies as a type of compensation to certain sectors 
will eventually curtail the standing of the government by allowing 

for increasing plurality. Meanwhile, the inherent difficulties of insu­
lation created contradictions even for policies dealing with a single 
sector. For example, in the Fujifilm-Kodak case cited by Pekkanen 

(Chapter 4) and Schaede (Chapter 8), Japan's Fair Trade Commis­
sion supported METI' s arguments in the WTO dispute settlement 
process by publicly claiming that no antitrust violations were com­
mitted by Fujifilm in Japan-in spite of the fact that the same com­
mission had, in the past, investigated and reprimanded the company 
for such violations. 
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Again, it is important to note that permeable insulation is not a 

unique Japanese policy approach. Most governments are sometimes 
forced by domestic interests to adopt self-contradictory public posi­

tions regarding trade disputes or global political issues. What is rel­

evant to note here is the significant change within Japan-from a 
highly predictable, growth-promoting, and often surprisingly unified 

public appearance by the government, to a more situational approach 

to policy. The more diversified domestic interests have finally become 

visible in Japan's statements in the international arena. 

Economics 

Permeable insulation is fundamentally a reactive government approach 

to the changing business needs of the twenty-first century, and business 

naturally has sought to benefit from it. To be sure, band-aids are often 

less painful than shock therapy, and whether Japan's industries from the 

1990s onward were most efficiently served by these policies is a ques­

tion best addressed from hindsight. As of 2001, measures of insulation 

resulted in substantial protection of domestic industries, ranging from 

large firms such as in the cement or construction industries, to a host of 

small and medium-size firms across all industries. This helped maintain 

employment in many areas, thus easing the pains of economic recession 

for society, but it also was likely to retard adjustment. In some sectors, 

protection could have long-term benefits for the economy as a whole. 
This was particularly true for industries with real prospects for long­
term growth and competitiveness, where preventing large-scale bank­

ruptcies ensured a healthy rebound by multiple, competing firms once 
the economy recovered. In declining industries, however, protection cre­

ated a long-term drag on the economy. 

Thus, an important ramification of permeable insulation for industry 

structure lies in its tendency to reinforce the bifurcation of Japanese 
industry into progressive, internationally competitive sectors on the 

one hand, and slow-growing or declining, domestically oriented indus­

tries on the other. This bifurcation-which is also evident in patterns 
of political support-became increasingly apparent with the continu­

ing recession of the 1990s. As of 2002, it was too early to tell whether 
this bifurcation was a structural and persistent problem, as Katz ( 1998) 
has argued, or rather a transitory phenomenon caused by economic 

stagnation. Regardless, the politics of permeable insulation means that, 
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at least in the medium run, Japan's government is unlikely to adopt any 

policy measures to eliminate this bifurcation; rather, the division of 

industry is likely to be further reinforced. 

Sustainability 

Over the long term, one might question whether permeable insula­

tion is politically sustainable. If insulation indeed keeps growth tepid, 

it may create increasing pressure for competitive firms to move opera­

tions overseas, as Nelson argues (Chapter 6). Nurturing uncompetitive 

sectors and losing competitive ones is an obvious formula for aggra­

vating and prolonging economic stagnation. Only if permeable insu­

lation is used in such a way as to promote adjustment to new economic 

realities will it create long-term benefits for the Japanese economy. 

The danger of aggravating economic stagnation potentially has ma­

jor political implications as well. As we have noted, compensation­

based politics works best when the overall economy is growing 

rapidly. But when the economy is stagnant or declining, and resources 

are fixed or decreasing, the conflict over their allocation is accentu­

ated. The fundamental question for Japanese politics is whether the es­

tablished coalitions of organized interests can continue to thrive on 

those limited resources, without either underscoring (or accentuating) 

internal schisms or causing the untapped political dissatisfaction of 

consumers and taxpayers to come to the fore. If citizen discontent were 
to reach a critical threshold, serious breakdowns might occur in the 

effective conservative coalition that has supported Japan's postwar po­

litical order for so long. Such breakdowns would undoubtedly mean 

flux in political parties and support patterns of organized interest 

groups. While we can only speculate on the resulting scenarios, one 

possible outcome is an increase in permeable insulation as a result of 

political strife, in the sense that industries would find it even easier to 

push their own agendas. 

In the event that the current politics prove to be unsustainable, Japan 
might become ever more subject to the global competitive and regula­

tory environment. fn this scenario, one might expect that the feasibility 
of "insulation" will slowly be undermined and Japan will be forced 
onto the road of ever-increasing "permeability." In other words, per­
meable insulation might be understood as a harbinger, or a first step 
toward, convergence with global (or American) economic practices. 
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Such an argument might be supported by data on increased foreign di­
rect investment into Japan, to suggest that domestic protection would 
either become impractical or irrelevant. 

However, as of 2001 convergence was a distant possibility for Japan. 
The only truly global, large industries at the beginning of the twenty-frrst 
century were wholesale finance and automobiles. Analyzing FDI into 
Japan in the 1990s reveals that foreign investments in wholesale finance 
and automobiles dwarfed all other inbound FDI, leaving most other 
Japanese product markets untouched. While these two industries are cer­
tainly important in terms of their contribution to total world production, 
they alone are hardly enough to effect Japan's idiosyncratic distribution 
system, labor practices, or regulatory policies across the board. In indus­
tries other than these two global ones, significant reform would require 
Japan to revise its domestic laws and regulations. Permeable insulation, 
however, means that those industries most in need of reform from a glo­

bal trade perspective are precisely the ones where change is least likely 
to occur--either because the industry resists deregulation, or because 
self-regulation is used for self-protection. 

Even in those instances where foreign competitors have entered 
Japanese product markets, they have often realized the benefits of in­
sulation and have reversed their stance on market opening (see Chapter 

8). For example, after trade negotiations had allowed a few U.S. insur­
ance companies into Japan in the mid-1990s, these companies 
quickly joined their Japanese competitors in warning that further 
market opening might "destabilize" the domestic market. Once ac­
cepted as insiders, foreign firms enjoyed the same protection that,

. 
as 

outsiders, they had tried so hard to break up. Thus, even in industr�es 

with foreign participation, more market openness was not necessanly 
bound to follow. 

Finally, firm behavior depends on many factors other than the exter­
nal competitive situation. Organizational change is always difficult, 
and even in industries where "best practices" are identifiable, the ben­
efits of adopting those are often outweighed by the costs of �hange. 
Where organizational best practices are not apparent, cha�ge ts even 

less likely; more importantly, disagreemen� o� best practic
.
es �ean: 

convergence toward a single style of orgamzatwn or behavwr IS les 
likely still. Beyond finance, automobile production, and perhaps a 
small number of other industries, therefore, to expect convergence of 
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most firms in most sectors in Japan (or any other country) would be 
unrealistic. 

Japan in the World Economy 

At the tum of the century, Japan's policies of permeable insulation were 

already having important effects on Japan's role in the world economy­
and by extension, on the world economy itself. Permeable insulation 
implies that the government and firms of Japan seek to carve out niches 
of stability for themselves in an increasingly globalized economy, while 
obeying the rules of international organizations and the discipline of 
international markets. For example, Japan shows a careful legal adher­
ence to the General Agreement on Tariffs and Trade (GATT), General 
Agreement on Trade in Services (GATS), and related rules while carry­
ing out its own style of industrial policies and promotion of its firms' 
overseas activities. Policy makers are thus striving to make globaliza­
tion an opportunity rather than a threat for Japanese firms. 

These activities are likely to contribute to a certain amount of con­

tinuing friction with Japan's main trading and political partners, espe­
cially the United States and Europe. But at the same time, they may 
also be attractive as a model to other countries that are more cautious 
about embracing economic globalization. Political leaders in East and 
Southeast Asia, for instance, may see this approach as generally ben­
eficial not only to Japan, but also for their own countries, which could 
affect the process of globalization in the entire region. Implicit strate­
gies of permeable insulation could be seen as contributing to the stabil­
ity of the global economic order, precisely because they help to put 
brakes on the actual speed and level of globalization. 

More broadly, permeable insulation might be a means of buffering 
societies and political systems from the severe disruptions that glo­
balization and marketization can cause. Karl Polanyi (1957) argued 
nearly half a century ago that organizing societies exclusively in or­
der to facilitate the smooth operations of the market creates the po­
tential for violent social upheaval and misery. The arguments of 
several Japanese writers in the debate over internationalization of the 
yen follow a similar logic. If they are mistaken in their view, perme­
able insulation might just be a means of slowing down global inte­
gration, and of missing opportunities for long-term growth. If they 



254 CONCLUSION 

are right, however, then widespread use of permeable insulation may 

help to maintain the global economic system, even as it slows down 
the process of globalization. 

Japanese policy makers and corporate leaders have embarked on the 

implicit strategies of permeable insulation in full knowledge of the 

challenges that face the Japanese economy in the era of globalization. 

The policies and practices of permeable insulation do not try to stand 

against the tide of global markets, but rather seek to shape the direction 
of the currents. The specific actions in any issue-area may partly re­

flect nervousness about rapid change that is common throughout the 

world, but they also follow a familiar trajectory of policies and pro­

cesses practiced for decades in Japan. The ubiquity of government in­

tervention, of industry associations as drivers of sectoral policy, and of 

corporate governance for the benefit of management rather than share­

holders, mean that Japan's response to the generic pressures of global­

ization remains distinctive. Permeable insulation is Japan's way of 

managing globalization by simultaneously opening up to, and main­

taining some of its core structural features of protection in, the twenty­

first century.  
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