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Chapter 1

Transformations After
World War Il

Japan’s recovery from the war devastation that left its cities and factories
in ruins was surprisingly rapid, but nobody in the late 1940s could have
foreseen that its economy would one day become the second largest in the
world. In the aftermath of defeat, Japanese experienced unprecedented
socio-economic upheaval during what has to be regarded as one of the
world’s great success stories in the second half of the twentieth century.
Japan was reconstituted during the US Occupation (1945-52), generated
an economic miracle in the late 1950s and 1960s, weathered the oil shocks
in the 1970s, and saw an extraordinary asset bubble burst at the end of the
1980s, setting the stage for the Lost Decade of the 1990s. This was a time
of one-party democracy under the Liberal Democratic Party (LDP) that
ruled Japan as a partner of the bureaucracy and big business in what is
known as Japan, Inc. or the Iron Triangle. It was also a time when the long
shadows of wartime deprivation and dislocation shaped a national consen-
sus prioritizing stability, security, and policies aimed at minimizing risk.
In post-WWII Japan, there was massive migration from rural areas to the
cities, pulled by the lure of jobs and pushed by the limited opportunities of
small-scale farming. The ensuing growth of cities, with housing develop-
ments, train lines, and highways, created a mass commuting culture with a
rhythm very distinct from traditional rural life. The salaryman lifestyle
became iconic, a way of life rooted in the breadwinner model, with a work-
driven husband, a full-time housewife, and at least two children, usually
living with some of their grandparents. Signs of growing affluence became
more conspicuous in an expanding middle class. Women were nominally
freed from patriarchy with the abolition of the ie (patrilineal family) system,
and gained the right to vote and other constitutional guarantees, but in the
workforce they remained largely marginalized. The rapid growth of the
1960s did not generate large income disparities as was common in Western
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industrialized societies, and the relatively egalitarian distribution combined
with job security strengthened social cohesion and a sense of shared desti-
nies. This social capital remains one of the foundations and strengths of
post-WWII Japan, but is under threat due to widening income disparities.

The spread of mass media, especially television, helped nurture a strong
sense of nation even as overt displays of nationalism remained taboo,
tainted by war. Emperor Hirohito was transformed from a wartime leader
into an avuncular and soft-spoken symbol of the nation. Japan was visibly
welcomed back into the community of nations at the 1964 Tokyo Olympics,
a sign that it had been rehabilitated under the auspices of US hegemony.

While neighbors may have found the continuing presence of the US
military reassuring, Japanese remained divided and ambivalent about this
encroachment on their sovereignty. Mass demonstrations against renewal
of the US—Japan Security Treaty in 1960 revealed a surprising depth of
anger, not only directed against Washington. Prime Minister Nobusuke
Kishi, who negotiated the renewal, was a suspected Class-A war criminal,
one of those senior leaders deemed responsible for orchestrating Japan’s
military rampage through Asia 1931-45. He was never indicted, and was
released from prison for reasons that remain unclear given his culpable
record in Manchuria and later as the wartime Minister of Commerce
and Industry. Many Japanese, with the horrors of the war fresh in their
memories, deeply resented Kishi’s rise to premier through backroom politi-
cal maneuvering; he represented an unacceptable link to a thoroughly
discredited past. In those days, nobody was trying to glorify or justify
Japan’s wartime exploits as some do now, and anyone associated with
Japanese militarism was persona non grata, making it especially galling that
such a key figure in the wartime cabinet was suddenly the leader of a country
that was trying to reinvent itself by repudiating such continuities.

Occupation 1945-52

Allied in name, but an American show in practice, the Supreme Commander
of the Allied Powers (SCAP, a term often used to refer more generally to
the Occupation authorities) was personified in the larger-than-life, domi-
nating presence of General Douglas MacArthur. General Headquarters
(GHQ), the administration under SCAP, governed indirectly through the
existing Japanese bureaucracy; this was a significant contrast to the situa-
tion in a divided Germany where the Allied powers ruled directly.
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The US presided over Japan in the aftermath of war in order to demili-
tarize and democratize its former enemy.' SCAP acted on the perception
that the military had derailed democracy and hijacked the nation into war,
and that the high concentration of political and economic power made
Japan vulnerable to such a scenario. With Germany and the two world wars
it precipitated in mind, the US sought to inoculate Japan from a militarist
revival. Thus, SCAP focused on eliminating the military and dispersing
political and economic power more widely.

Demilitarizing Japan started with demobilizing the troops, confiscating
their weapons, and eliminating military institutions. This was followed up
by a ban on war, and the means to wage it, in Article 9 of the Constitution
authored by SCAP and adopted by Japan in 1947. Martial arts were also
banned and SCAP authorities censored the media and films in clumsy
efforts to stifle non-existent militaristic sentiments. People were war weary
and the military was widely blamed for the destruction and suffering the
Japanese people endured.

The war in the Pacific (1941-5), inflamed by racial prejudice and fears,
was a “war without mercy.”> Given the extent of excesses and atrocities
committed by Japan, the US, and its allies, the mutual accommodations
and relative beneficence of the Occupation are striking. The arrival of the
Americans sparked fears of retribution, and soon after the surrender the
Japanese authorities were already recruiting women to provide sexual serv-
ices to the troops. Throughout the Occupation, American troops did
commit serious crimes against the civilian population, including murder,
rape, and assault, but not on the scale that many Japanese had feared,
knowing as they did how the Imperial Armed Forces operated in the ter-
ritories it occupied.

In late 1945 and early 1946, the Americans helped avert a famine by
bringing in food supplies. They were also importing all sorts of commodi-
ties that were illicitly diverted to the thriving black markets where almost
anything was available for a price. Soldiers used their PX (Post Exchange,
a store operated by the military) privileges to advantage, discovering just
how valuable nylon stockings, among other sundries, could be in a barter
economy. Rationing was in force, but few people survived without sup-
plementing their diet by other means. Those without enough money for
black-market purchases traveled to the countryside where they would
barter kimonos or other valuables for rice and vegetables. Making their
way back home on crowded trains, they took pains to evade police who
often confiscated the food they were bringing back to their families.
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Japan in the early postwar years was not the relatively crime-free haven
it has become, and violence was common. There were bloody gang wars
and turf battles between Japanese mobsters and rivals from Korea and
Taiwan, a legacy of empire. Demobilized soldiers had useful skills and few
options, providing the yakuza (organized crime) with a large pool of poten-
tial recruits. Prostitution flourished because many women had few other
ways to support themselves and their families. Nonetheless, there were
recriminations against these so-called pan-pan girls brazenly soliciting GIs,
attractive because they were flush with cash and had access to the prized
goods available at the PX. Drug use was also at epidemic proportions as
many people had addictions to amphetamines which they had developed
during the war as soldiers or factory workers. In the hard scrabble for
survival, theft and robbery were common crimes of desperation.

Unions flourished under SCAP because it released union organizers
held in prison during the war years and because of labor reforms that made
it easier to organize workers. SCAP believed that strong unions would help
spread political power more widely and strengthen democracy. Harsh
working and living conditions, along with wages that failed to keep up with
galloping inflation, also helped unions grow increasingly powerful. When
SCAP banned a general strike in early 1947, unions felt betrayed while
companies understood that the authorities would tolerate union busting
tactics. Management targeted union members with the help of mobsters,
undermining the yakuza’s self-styled image as protectors of the weak and
vulnerable. Workers came to understand that joining the moderate com-
pany-sponsored unions and renouncing membership of the more radical
unions was their best, or at least safest, option, providing valuable context
for understanding how labor relations became harmonious as Japan made
the transition to high-speed economic growth in the late 1950s.

In 1946, SCAP convened the International Military Tribunal for the Far
East (IMTEE), prosecuting 28 high-level leaders deemed most responsible
for orchestrating the war, the so-called Class-A war criminals that were
charged with crimes against peace. Emperor Hirohito was notable for
his absence, disappointing US allies such as the UK and Australia who
demanded he be held accountable. This also disappointed many Japanese
who felt that the war was fought in his name and mourned the loss of some
2.1 million soldiers who died at his behest in addition to some 800,000
civilian wartime deaths. At the very least, some thought, Hirohito should
have abdicated to show contrition and take responsibility for the devasta-
tion Japanese suffered as a result of the government’s reckless aggression.
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The Imperial Household Agency, with the connivance of SCAP, rein-
vented Emperor Hirohito as a powerless figurehead in wartime Japan
who was out of the loop, misled and manipulated by the military leaders,
and fearful of a coup should he intervene.” This was the script for
the IMTFE, and the orthodox narrative that prevailed until Hirohito’s
death in 1989. During the trial, the Class-A war criminals were coached
to avoid implicating Hirohito. At one critical juncture when General
Hideki Tojo slipped up, the court was recessed and he was reminded of his
lines. When the session resumed, the court record was erased and Tojo, a
loyal and willing scapegoat, insulated Hirohito from guilt by assuming all
responsibility.

The US decided that Emperor Hirohito was more valuable alive pro-
moting constitutional democracy than as a martyr for the right wing to
rally around. Instead of feeling the hangman’s noose, he renounced his
divinity and became a model constitutional monarch. Throughout the
Occupation he lent his support to SCAP democratization efforts while also
serving as a reassuring symbol of nation and continuity amidst hardship
and upheaval. By not prosecuting Hirohito, however, the US complicated
the issue of war responsibility. Japan has often been criticized for not
assuming that burden; but if the man in whose name the war was fought
was not held accountable and was depicted as a victim of militarist hot-
heads, why should anyone assume war responsibility?

The legal proceedings of the IMTFE were deeply flawed and the defend-
ants did not receive a fair trial; guilty verdicts were preordained. In addi-
tion, Allied war crimes went unexamined and unpunished, leading many
observers to dismiss the whole spectacle as “victor’s justice.” Since then,
right-wingers in Japan have harped on the very real flaws of the trial in a
bid to exonerate Japan of the serious war crimes it committed.

There were profound inconsistencies in the Occupation, most promi-
nently the decreeing of democracy without consulting the people. SCAP
wrote Japan’s Constitution, one with a distinctly foreign flavor, and estab-
lished the ground rules for democracy, rendering it a top-down, rather
than grassroots, initiative. Potential political candidates who were black-
listed by SCAP had no recourse. The media, considered a vital element of
democratization by SCAP, was routinely censored, ensuring no criticism
of SCAP and no delving into the atomic bombings. SCAP also nurtured a
vibrant union movement to strengthen democracy by spreading political
power more widely, and then stood by and watched Japanese companies
crush it through violent means.
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There was a limited reckoning for war crimes, but overall there were
considerable continuities bridging wartime and postwar Japan. Aside from
letting Hirohito off the hook, the US made common cause with the con-
servative political elite who ran Japan during the war years. Most of Japan’s
bureaucracy was left intact aside from some purges of top-level officials.
The zaibatsu, family-owned industrial conglomerates that dominated
the Japanese economy during the war years, were initially targeted for
dissolution; they were blamed for aiding and abetting the government’s
imperial expansion. However, they were restructured rather than dissolved.
Under “new management,” these corporations remain prominent in the
contemporary Japanese economy, including such familiar names as Mitsui,
Mitsubishi, and Sumitomo among others.

The “reverse course” began in 1947, when the Cold War with the Soviet
Union was heating up. Prior to this shift in Occupation policies, the US
and SCAP sought to punish and reform Japan while cultivating democ-
racy. After 1947, the US backtracked on many of these reform initiatives,
abandoned punitive policies, and emphasized economic recovery. In the
context of the Cold War, Japan was a designated showcase for the superi-
ority of the US system and that meant, above all, reviving the Japanese
economy. At the time, there was growing left-wing political influence in
Japan and it was hoped that improved living standards and working con-
ditions would stem what seemed an alarming development. Economic
recovery held the added attraction of promoting Japanese self-reliance
and weaning it from US subsidies. There was to be no Marshall Plan as in
Europe because there was little support in the US for such largesse towards
Japan.

Due to the nature of SCAP’s indirect rule through Japanese institutions,
it is important to acknowledge the significant influence of Japanese officials
over the pace and scope of Occupation-era reforms. They were not merely
passive junior partners carrying out orders from on high; they played a key
role in shaping the agenda and realizing it. There was considerable scope
for stonewalling, foot-dragging, and diluting or reinterpreting initiatives,
and much leeway for Japanese officials to exploit new opportunities to
implement their own long-standing agendas such as land reform.

Perhaps the most profound transformation unleashed under the
auspices of SCAP was land reform. As with all SCAP reforms, it was
implemented through the Japanese government by Japanese officials with
considerable discretionary authority in translating directives into realities
on the ground. This massive agrarian reform helped tenant farmers, tilling
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the soil under unfavorable conditions, to become owners of the land they
cultivated. Land reform was aimed at breaking the monopoly over eco-
nomic and political power enjoyed by the rural gentry, thereby weakening
a class seen to have supported Japanese militarism. It also undercut the
influence of left-wing political groups in the countryside since land reform
had been one of their more appealing pledges. Farm output increased as a
result of this reform, as farmers who own their land and retain the fruits
of their labor work the land more intensively. Aside from boosting Japan’s
food availability and self-sufficiency, this meant that many rural house-
holds that previously lived a barely subsistence lifestyle, burdened with
heavy debts, were suddenly and dramatically lifted out of poverty. This
created a virtuous economic cycle. The owner-farmers became a new large
middle class of consumers buying the output from Japan’s reviving facto-
ries that were rapidly increased their workforces, thereby absorbing rural
surplus labor. Those remaining in the countryside were better off as small
parcels of land had to support fewer people. Moreover, this growing middle
class of owner-cultivators became loyal supporters of the LDP, helping to
keep it in power.

Politics

In the post-WWII era, the most striking political development was extended
one-party rule by the LDP since it was formed in 1955.* The party was a
merger of conservative parties responding to growing support for the Japan
Socialist Party (JSP). These were the two main contenders in this era, but
it was an unequal contest.

Japan’s one-party democracy was called the 1955 system, one that was
sustained by powerful conservative support. Big business and the bureauc-
racy favored the LDP and its conservative agenda. This provided the LDP
with generous campaign funding and opportunities to wield its influence
to cultivate and sustain loyal constituencies. LDP candidates enjoyed the
advantages of incumbency and once elected usually retained their seats and
often kept them in the family, passing them on to sons. Porkbarrel projects
became a mainstay of party support as public works contracts were doled
out to favored construction companies, a generosity that was reciprocated.
Aside from ensuring a steady flow of projects to their districts, politicians
relied on support organizations (koenkai) to raise money and serve as a
conduit for favors and patronage.
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The LDP emphasized pragmatism, downplaying ideological issues in the
wake of the 1960 mass demonstrations while delivering rapid economic
growth and a doubling of incomes, giving people a reason to support it
despite misgivings about systemic corruption. The LDP was the junior
partner to the bureaucracy in policy-making, perhaps reassuring voters
that responsible and competent technocrats were in charge rather than
unsavory politicians. It succeeded in convincing voters that it was more
capable than the opposition to manage the economy and maintain good
relations with the US vital to Japan’s security. It also adopted the popular
three non-nuclear principles and eased anxieties about Japan’s incremental
rearmament by informally limiting defense spending to 1 percent of GDP.
The LDP was skillful at reinventing itself, responding to political challenges
by adopting opposition proposals and policies such as the ambitious envi-
ronmental legislation implemented at the outset of the 1970s. In this sense,
political competition pushed the LDP to adopt more socially progressive
policies than it might otherwise have done. Negotiating with the US for
the reversion of Okinawa in 1972 also demonstrated that it could effectively
champion national interests and stand up to the US.

There have been few LDP leaders untainted by money politics, but this
never seemed to matter to enough voters to make a difference. Neither did
media exposés of mob ties. And it was only in the 1990s that rumors of
CIA funding were proven true. Like the Christian Democrats in Italy, the
LDP stayed in power so long because it was deft at co-opting, ruthless in
political infighting, and savvy in the ways of channeling money. But the
LDP grew increasingly sclerotic and discredited by the prolonged recession
of the Lost Decade and its failed attempts to revive the economy, setting
the stage for its ouster from power in 20009.

Foreign Policy

The security alliance with the US has been a divisive political issue, one
that created a clear distinction between the LDP and the JSP. The JSP
favored ending it, ousting the US from its bases in Japan, and embracing
unilateral pacifism as outlined in Article 9 of the Constitution. It stressed
that Japan should be neutral in the Cold War and that the alliance, and
ongoing US military presence, exposed Japan to unnecessary risks. The
mass demonstrations in 1960 against renewing the security treaty were
a show of force by the left, tapping into popular misgivings about the
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alliance. These apprehensions grew during the Vietnam War as the US used
its bases in Japan in support of the war and also purchased war-related
material from Japanese producers, including napalm. The Vietnam War
was embarrassing to Japan’s political elite because Japan was in the uncom-
fortable position of aiding a war against fellow Asians.

During the Korean War (1950-3), US bases in Japan played an impor-
tant role in the conflict while the Japanese economy was revived by large-
scale, war-related procurements. PM Shigeru Yoshida called the Korean
War a “gift from the gods” because American purchases jolted the economy
out of recession. He brushed off US demands that Japan rearm, emphasiz-
ing that Japan could not afford to do so without threatening its economic
recovery. This rare instance of Japan standing up to Washington is known
as the Yoshida doctrine.

In 1952 the US Occupation ended on terms negotiated in the San
Francisco Peace Treaty of 1951. Japan agreed that the US could maintain
bases in Japan and also retain control over Okinawa (a group of islands
lying to the southwest of the Japanese archipelago) where most of its bases
were located. It also negotiated reparations agreements in the 1950s with
most of the Southeast Asian nations it occupied during the war (Burma,
Indonesia, Vietnam, and the Philippines), involving export credits that
helped Japanese firms establish markets for Japanese goods in these coun-
tries. By the mid-1950s there were signs of a deal with the Soviet Union on
the disputed northern islands off the coast of Hokkaido, but Tokyo killed
the deal by suddenly raising its demands. The Soviets occupied these islands
in the waning days of the war and have kept them ever since. For the US,
such a deal was undesirable because it would have improved the Soviet
image, undermined US Cold War propaganda and lessened Moscow’s ten-
sions with Tokyo.

Normalization of relations with South Korea in 1965 was a significant
effort by Japan to overcome smoldering hostility stemming from its brutal
colonial rule in Korea between 1910 and 1945. Normalization was a neces-
sary but insufficient step to turn the page on the past; tensions between the
two nations over their shared and traumatic past are never far below the
surface, occasionally erupting over history textbooks or territorial disputes.
Japan paid the South Korean government $800 million in grants and soft
loans as compensation and in return Seoul renounced all further individual
or government claims. The South Korean government also assumed
responsibility for compensating Korean victims of Japanese colonial rule
from the funds Japan provided. Aside from small token payments, however,
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most of the money went to building infrastructure. Since the South Korean
government released the original normalization documents in 2005, old
wounds have reopened and the issue of compensation claims remains
controversial and unresolved.

Japan normalized relations with China in 1972, following Washington’s
lead. The US decision to reverse its long-standing Cold War policy of iso-
lating China and pretending that Taiwan was the legitimate government
came as a complete surprise to Japan, one of the two Nixon shocks that
raised questions about Washington’s reliability. Tokyo was unhappy that
it had not been consulted or informed beforehand, underscoring the fun-
damental inequality of the alliance.’

Normalization of ties with China led to the Treaty of Peace and
Friendship in 1978. From this beginning there have been belated efforts
to atone for the massive destruction Japan’s Imperial Armed Forces
inflicted over wide areas of China. China renounced claims to reparations
and war damages; however, beginning in 1979, Japan responded with a
sustained large-scale development aid program involving mostly loans
but also grants, technical cooperation, and training programs. Numerous
infrastructure projects ranging from highways and railways to seaports,
airports, and power stations were funded by the Japanese government
and have played a critical role in facilitating China’s rapid economic rise.
These massive amounts of economic and technical assistance are the
functional equivalent of reparations without the associated political and
historical baggage. They have not dissipated popular animosity in China
directed towards Japan, and to some extent are accepted with minimal
gratitude as a down payment on what China is owed for Japan’s past sins.
These projects, however, have cemented strong economic ties, nurturing
a booming market for Japan’s exports while creating a low-cost produc-
tion site.

In 1974 when PM Tanaka toured Southeast Asia, the government was
shocked by anti-Japanese demonstrations. In response it unveiled what it
called “heart-to-heart” diplomacy, engaging in sustained soft-power efforts
to enhance cultural and student exchanges, bolstered by sharp increases in
official development assistance (ODA). Japan has wielded its economic
resources and technical prowess effectively since the 1970s to gain influ-
ence, heal wounds, and promote economic development throughout Asia.

Tokyo has been reluctant to use ODA as an overt political weapon
to pressure foreign governments, but like other nations it has leveraged
ODA to its economic benefit by tying aid to Japanese-provided goods and
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services. Its politically neutral approach to ODA meant that it provided
crucial support to repressive regimes such as Burma under Ne Win, the
Philippines under Marcos, and Indonesia under Suharto. The emphasis on
loans for mega-infrastructure projects was also mortgaging poor countries’
futures even as Japan knew that officials involved were lining their pockets.
However, as Washington emphasized burden sharing and ratcheted up
pressure on Japan to assume greater international responsibilities com-
mensurate with its economic status, Japan responded generously to Asia’s
huge development needs. By 1989, just as the economic bubble was peaking,
Japan also emerged as the world’s largest donor of ODA.

Economy

After WWII, Japan’s economic prospects were grim. Intense aerial bombing
had leveled many of its factories, it was short of capital and resources, and
it was an international pariah whose products were generally unwelcome
in overseas markets save one. The US played a crucial role in Japan’s recov-
ery through emergency assistance, the land reform, taming hyperinflation,
setting a low exchange rate for the yen (JPY360 = $1) favorable for exports,
and jumpstarting growth with massive Korean War procurements. More
importantly it kept the wartime bureaucracy largely intact and preserved
the so-called “1940 system” that conferred extraordinary discretionary
powers on it. This system emerged from the exigencies of mobilizing and
maximizing all resources in support of the war effort. In the post-WWII
era, the new goals were recovery, development, and growth. Japan’s capi-
talist model, thus, was a hybrid, planned economy with considerable flex-
ibility to respond to market signals. The Japanese government proved
adept at combining its sweeping regulatory and informal powers with
targeted subsidies and predatory trading policies to produce the economic
miracle of sustained high growth in GDP that lasted from 1955 to 1973, a
period when GDP per worker quadrupled.® This vaunted industrial policy
would not have been possible, however, without favored access to the US
market and favorable terms for licensing US technologies. The US also
promoted Japan’s readmission to international commerce by sponsoring
its admission to the General Agreement on Tariffs and Trade (GATT) in
1963 and facilitating loans from international financial institutions.

The family-owned zaibatsu conglomerates reemerged in the post-
Occupation era as keiretsu, bank-centered industrial groups. The Bank of

13



14

Transformations After World War Il

Japan provided these banks easy access to cheap credit, and they lent it to
keiretsu family companies on favorable terms, helping them borrow beyond
their means and make the investments they needed to boost productivity
and capacity. The keiretsu fostered vertical and horizontal integration
across a wide range of industries and sealed close ties through extensive
cross-share holding of stocks, serving to block foreign penetration of the
Japanese economy. Tight controls over allocation of the foreign exchange
necessary to pay for imports (the yen was not used in international com-
merce) enabled the government to screen and prioritize imports while also
insulating the domestic economy from foreign competition.

The 1960s boom resulted from massive infrastructure projects, tax cuts,
low interest rates, and trade liberalization combined with growing global
markets for Japan’s exports. In 1960 PM Hayato Tkeda (1960—4) promised
a doubling of incomes and the government delivered, exceeding that target
in less than a decade. With astonishing speed, Japan went from a manu-
facturer of cheap, low-quality products to an exporter of high-quality
goods making significant inroads in overseas markets, sparking trade dis-
putes by the end of the 1960s. These economic tensions flared for most of
the rest of the twentieth century, generating political problems that under-
mined bilateral ties with the US.

In order to manage these political tensions, the US and Japan negotiated
a series of agreements aimed at managing trade and lowering trade imbal-
ances, but Japan’s trade surplus with the US grew apace. There was a strong
conviction in the US and Europe that Japan was a neo-mercantilist state
engaged in unfair trading practices that boosted exports while limiting
imports through a combination of government regulations, subsidies, and
non-tariff barriers. Essentially, Japan’s trading partners attributed its
success to “cheating” and unfair advantages. In Japan, these accusations
were seen as unfair and as reflecting an unwillingness to accept that Japan
had become more competitive because of its innovations, superior
products, and business acumen.

In 1985, in response to growing political problems associated with
global trade imbalances, the G7 (Group of Seven leading industrialized
nations) negotiated the Plaza Accords. As a result, the yen was allowed to
appreciate dramatically, a policy aimed at raising the price of Japanese
exports and lowering the price of its imports, thereby encouraging a market
correction in trade imbalances. Economic theory anticipated such an
outcome, but markets and consumers had other ideas. Japan’s trade sur-
pluses continued to rise and in 1987, when stock markets around the world
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collapsed, it was the only economy that kept steaming along. This kept
pressure on the government to maintain monetary easing policies aimed
at boosting growth to pull other economies out of recession, in essence
throwing fuel onto an already overheating economy.

Following the Plaza Accords, the Japanese bubble in asset prices (land
and stocks) began to rise, pumped up by growing trade surpluses and the
government’s decision to maintain low interest rates.” Companies and
banks were eagerly bidding up the prices of land and stocks because there
were few attractive investment alternatives. Prices soared because there was
too much money chasing too few assets and there was a collective hysteria
that accompanies all bubbles throughout history. Reason is suspended in
the face of dazzling price appreciation as everyone piles in simultaneously,
more worried about missing out on the quick gains than the consequences
of the inevitable downward spiral. Awash in cash, companies invested
heavily in expanding capacity and speculating in land and stocks.

Japan’s bubble was extraordinary. Between 1985 and 1989 the stock
market average tripled while the urban land price index quadrupled. In
1989, concerned about the inflationary impact of these frothy asset markets,
the government popped the bubble by ratcheting up interest rates. The
ensuing collapse ushered in the Lost Decade of the 1990s.

In order to understand why Japan’s economic malaise has lasted as long
as it has, it is important to appreciate the underlying problems that were
obscured by the asset bubble. The government-directed system that revived
Japan’s economy and led to the economic miracle was suited to the tasks
of recovery and high growth, but was less suited to the dynamics of a
mature economy. Regulations and practices that revived Japan began to
exact a cost on efficiency and productivity, beginning in the 1970s.

The oil shocks of the 1970s hit the Japanese economy hard because it
relied extensively on imported energy and had many energy-intensive
heavy industries and petroleum-processing industries built on the assump-
tion of low oil prices. Oil prices suddenly spiked fourfold in 1974 following
an oil embargo and production cuts initiated by the Organization of
Petroleum Exporting Countries (OPEC) in 1973, followed by a second oil
shock in 1979-80. Japan’s growth abated to an average of 3 percent of GDP
between 1973 and 1990, down from an average of 8.4 percent in the 1960s.

Richard Katz argues that the government’s response mitigated the
immediate impact of the oil shocks but, in postponing the reckoning and
delaying needed adjustments, made the remedies more painful.® Rising
wages and increased competition from South Korea and Taiwan were
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already undermining Japan’s competitiveness before the oil shocks. In
adjusting to higher oil prices and to avoid bankruptcies and job losses, the
government encouraged companies in designated “sunset” industries to
form recession cartels, allowing them to set prices and allocate market
share. The government also provided subsidies to these firms, part of a
larger strategy of protecting jobs. Katz argues that by insulating these
industries from market forces, the government stifled gains in productivity,
subsidized inefficiency, raised input costs for all producers, misallocated
resources into industries with dim prospects, and created an unsustainable
economy.

By 1990, Japan had caught up dramatically with other global economies,
and its most famous exporting firms boasted high productivity, but overall
productivity remained well behind other advanced industrialized econo-
mies. By 1990, real GDP per worker in Japan had tripled since 1960, but it
ranked only 17 out of the top 23 global economies, still one-third less than
the US and lagging even Spain. The domestic sectors of the economy did
not have the high productivity of the export sectors honed through inter-
national competition. These domestic industries, largely protected from
such competition, were grossly inefficient, explaining why Japan’s overall
productivity ranked only ninth among the eleven largest economies in the
early 1990s.’

Thus, when we consider the reasons for prolonged economic recession
in the Lost Decade, it is important to bear in mind that Japan entered the
1990s with accumulating fundamental problems separate from the asset
price bubble. The response of Japan, Inc. to the twin oil shocks in the 1970s
postponed and deepened the economic reckoning, lowering productivity
and misallocating resources. When the economic boom at the end of the
1980s receded, the vulnerabilities and flaws of the Japanese economic
model became more apparent. As we shall see, the government’s poor
handling of the economic crisis in the 1990s amplified the underlying
problems while prolonging the bubble-induced hangover.

Heisei Transformations

In the coming chapters we examine the changes and continuities in Japan
since the Heisei era began in 1989." This has been a period of incremental
and gradual transformation as the ways and means of Japan, Inc. have
faded. Government, business, and bureaucratic actors still cling to past
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practices, but as these methods, inclinations, and policies have been
discredited, and no longer seem adequate to the tasks at hand, they are
being abandoned incrementally. Japan’s enormous problems stemming
from the Lost Decade are driving this process, and here we analyze the
consequences.

One major theme addressed in the coming chapters is increasing risk in
a society that is risk averse and has long tried to minimize and mitigate
risk. In contemporary Japan, many influential advocates in the Iron
Triangle believe that introducing risk through market-oriented, structural
reforms involving deregulation and privatization is the cure for ongoing
economic stagnation and low growth in productivity. These advocates
believe Japan’s economic problems are due in significant ways to muting
of market forces and minimization of risk, and argue that the nation’s
prospects are dire if it fails to embrace sweeping reforms that boost pro-
ductivity and change the inefficient way companies do business and the
government runs the economy.

It is not obvious to many Japanese, however, that less government
intervention, reduced social welfare spending, and the unshackling of busi-
nesses from regulations that protect workers’ rights will achieve these goals.
Rising risk has caused a reassessment of the relationship between citizens
and the state and between workers and employers. As the state and employ-
ers shift the burdens of risk increasingly onto families and individuals by
emphasizing jiko sekinin (self-responsibility), they are challenging long-
established patterns of trust, dependency, reciprocity, and security."" The
“outsourcing” of security, trimming of the safety net, and heightening of
risks for individuals and their families have gained momentum in Heisei
Japan, a trend that once enjoyed what seemed unassailable legitimacy
under the ideology of self-responsibility.

However, as we see in the coming chapters, there has been a public
backlash indicting such measures and criticizing the consequences of jiko
sekinin. Public discourse shifted rapidly in the first decade of the twenty-
first century from lionizing the mantra of deregulation and privatization
to focusing on growing disparities, poverty, marginalized youth, unstable
jobs and families, and the emergence of a society of “winners” and “losers.”
Several sweeping reform initiatives were introduced by the LDP, but the
promised gains have not materialized. Many households suffered signifi-
cant declines in income and security as wages, bonuses, and overtime pay
fell and unemployment rose to 5.7 percent by mid-2009, a startling figure
for a nation famous for lifetime employment and paternalistic employers.
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The 2008 subprime loan crisis that swept through global markets caused
considerable and lingering economic dislocation, driving many firms into
bankruptcy and leaving many more teetering at the edge of the abyss.

In these circumstances, many of Japan’s export-oriented companies
faced severe contractions in overseas demand, with overall exports drop-
ping by a devastating 33 percent in 2009 alone. Firms took advantage of
liberalized employment rules to shed more than 240,000 non-regular
workers in the year following October 2008. While this may be unremark-
able in the US, it was shocking in Japan where the implicit social contract
is based on secure jobs and paternalistic employers. In public discourse,
this mass firing of workers was viewed as heartless and unacceptable, and
was depicted as such in the mass media and in political campaigning. There
is a consensus among ordinary Japanese, as evident in the ouster of the
LDP in the 2009 parliamentary elections, that deregulation, market-
oriented reforms, and rising risk are the culprits in widening income
disparities and fading job security — unwelcome trends that challenge egali-
tarian ideals and national identity in a risk-averse society.

Japanese, like almost everyone else, seek security and avoid risk. The
Japanese economy may have soared like a Phoenix from the ashes of war
devastation, but the Japan, Inc. paradigm was shaped by the deprivation,
anxieties, and uncertainties those ashes represented. Post-WWII Japan has
been built on predictable economic, employment, and social systems that
emphasize security and insulate people from risk. For example, the convoy
banking system embraced by the government was based on the principle
that all boats go at the pace of the slowest for collective security, meaning
that the efficiency and profits of industry leaders are mobilized or sacrificed
to help the weakest. But the high costs of the convoy system make it a heavy
burden and so now the government is backing away from it, becoming less
interventionist and opening space for greater risk. The high-profile bank-
ruptcy of Japan Airlines in 2010 is a sign of the times. Reduced government
intervention is one of many major changes in the rules of the game that
many observers credit with creating a nation of winners and losers.

In the first decade of the twenty-first century, the emergence of a society
with identifiable winners and losers became the controversial focus of
heated political debate because it is contrary to Japanese preferences and
inclinations. The emphasis on group mentality, collective identity, and
egalitarianism in Japan has shaped attitudes and expectations that are
threatened by risk and its divisive and uneven consequences. The neo-
liberal market-oriented reforms of PM Junichiro Koizumi (2001-6) pro-
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moting deregulation and privatization have produced a powerful backlash
and are blamed for widening disparities, increased vulnerability, and an
inadequate social safety net (various social welfare programs aimed at
keeping households from slipping below the poverty line). For most
Japanese, this is not the Japan they want or identify with.

There is no deep yearning for a return to the unviable and discredited
practices of Japan, Inc., but there is a palpable longing for the safety and
security conferred by that system. People understand that change is inevi-
table, and that revitalizing Japan entails accommodating, at least to some
degree, greater risk and market forces, but they also want a transformation
that provides a reassuring sense of security along with tangible benefits.
As the economic crisis intensified in 2009, the people repudiated the LDP
and Koizumi’s reform agenda, drawn to the Democratic Party of Japan’s
(DPJ) promise of a more fraternal society and its plans to roll back many
of these reforms. The LDP’s failure to manage risk and deal with its con-
sequences was its undoing. Striking a balance between the risks unleashed
by reform and the need for security is an ongoing challenge. People are
willing to make sacrifices for reforms they can believe in, but they also want
an adequate safety net to mitigate the dislocation and protect the most
vulnerable.

The coming chapters assess the various risks and responses to them in
contemporary Japan. It is not just Japan’s economy and companies, and
not only its values and identity, which are at risk. Greater risk is transform-
ing employment relationships, the family, and perceptions of people
towards the government and employers. The risks of the past haunting
Japan in the present are one factor driving attempts at reconciliation with
regional neighbors over the colonial and wartime past, while risks to a
national identity rooted in patriotism push in the other direction. The
security risks posed by North Korea and China weigh heavily on Japan,
forcing a rethink of national security policies that raise other concerns
about the risks to Article 9 represented by those who seek to revise the
Constitution. The risks of economic stagnation, growing disparities, and
unemployment are a driving force behind political reform as people
respond to the implications for the family, job security, and retirement.
The risks of rapid aging, depopulation, and a shrinking labor force are
compelling a reappraisal of pensions, medical care, and immigration. For
most Japanese, the evident benefits of and need for immigration are over-
shadowed by the perceived risks that it generates. The growing presence of
foreigners in Japan is generally unwelcome and seen as a risk not only in
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terms of crime rates, but also to a national identity rooted in a sense of
homogeneity. Global warming and the risks of environmental catastrophe
are driving Japan’s bold environmental initiatives.

Amazingly, at the beginning of the Heisei era, before the Lost Decade
suddenly shook things up, none of these risks were apparent. In a surpris-
ingly short period of time Japanese have had to confront this daunting
array of risks for which they were largely unprepared. The social malaise
that envelops twenty-first-century Japan, thus, is not just about the
economy; people are feeling greater uncertainty and apprehension, and
have little hope for the future.

Japan may be a less risky society than many others, but by its own
standards, the sudden sharp rise in risk has shaken society and generated
considerable anxieties. Risk is a threat to social cohesion and national
identity because it appears to be spread much more unevenly than in the
past, challenging egalitarian ideals that are the bond that binds. Japan has
enjoyed a strong sense of social cohesion because most people thought they
were in the same boat, rowing more or less at the same pace in the same
direction. Now people realize more than ever that this is a myth and are
unhappy that people are riding in boats of different qualities, at different
speeds, heading in different directions. Managing this risk, and restoring a
sense of shared destinies, is the great challenge facing Heisei Japan.

The other major theme that reverberates across these pages is the
ongoing quiet transformation of Japan. Contemporary Japan is remarkably
different from the Japan that existed at the outset of the Heisei era in 1989.
All societies change, but the pace and scope of change in Japan has been
staggering and deeply unsettling in many ways for its citizens. This is a time
of transition from the Japan, Inc. system to an unknown destination
through uncharted waters. Many of the profound changes in Japan go
largely unnoticed because this transformation is gradual and incremental,
being built brick by brick, law by law, through regulation and deregulation.
Each initiative taken on its own seems of little import, but when placed in
the larger mosaic of reform, the shape of this sweeping transformation
emerges, clarified by the passage of time. Reforms involving the judiciary,
government transparency, and civil society do not make for immediate and
obvious change, but viewed cumulatively over two decades, the transfor-
mation has been astounding.

The coming chapters, nonetheless, paint a bleak portrait of contempo-
rary Japan. There is no escaping the massive challenges facing the nation
and the probability that some of these will remain impervious to reforms
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and policy initiatives. Most Japanese are pessimistic about the future for
very good reasons. While not dismissing such concerns, I believe that Japan
faces a difficult transition but not a catastrophic one. Reforms will not
“solve” Japan’s problems, but they can mitigate their consequences.
Pragmatic adjustments and compromise reforms are more likely than dra-
matic policy shifts, but probably will have only a limited impact on address-
ing the many issues raised in coming pages. Muddling through is probably
the best case scenario, one in which the government plays a far more sig-
nificant role in providing social welfare services and acts to manage the
consequences of higher risk. Paradoxically, the government remit in con-
temporary Japan extends much further into individual, family, work, and
community problems than in the recent past despite jiko sekinin, and pre-
cisely at a time when there is a profound crisis in the government’s credibil-
ity. This makes partnering with civil society organizations all the more
imperative because they can serve as an effective bridge between the gov-
ernment and communities and deliver expanded social welfare services
more efficiently and cheaply than the bureaucracy. Whether the govern-
ment can measure up to expectations to intervene in an intelligent, timely,
and effective manner is an open question, but the odds improve to the
extent that government agencies involve civil society organizations in
shaping policies and implementing them.

One of the more important and unexpected changes in contemporary
Japan is the landslide victory of the DPJ in the 2009 elections that ended
the LDP’s long-standing political dominance. This is a promising develop-
ment for Japan, bringing fresh thinking to Japan’s considerable problems.
Even with new leadership and greater commitment to reform, Japan faces
a difficult transition while climbing out of the deep hole dug by the LDP
in its half-century of rule. The DPJ’s emphasis on shifting spending from
large public works projects to social welfare programs is expanding the
safety net and easing the consequences of recession and rapid aging. Its
agenda of taming the bureaucracy while harnessing the dynamism of civil
society organizations offers glimmers of hope, but translating these laud-
able goals into tangible gains will prove frustrating and incremental rather
than a magic wand of onward and upward transformation.

In the coming pages we focus on what has been happening in Japan
since 1989 when the Cold War ended, the Japanese economic bubble burst,
and Emperor Hirohito died. In the next chapter we limn the socio-
economic consequences and policy lessons of the Lost Decade of the
1990s. In the second section we focus on the risks and challenges facing
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contemporary Japan, and what they portend, by exploring demographic
trends, families in crisis, and fading job security. The third section consid-
ers political developments and the implications for governance, security
policy, immigration, and regional reconciliation over history. The fourth
section examines two traditional institutions — the imperial family and the
yakuza — and how they are evolving and responding to new risks and chal-
lenges in the twenty-first century. Finally, a postscript discusses Japan’s
prospects and identifies six key policy areas for measuring progress.



