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H
opes in Asia Pacific t hat  Japan will help solve t he region’s financial
crisis are all but  cert ain t o be dashed. Japan does not  have t he
fiscal power and maneuverabilit y  t o act  as t he engine of  Asia.
More import ant , it  may not  have t he polit ical will.

Si nce t he equi t y  and r eal  est at e bubbl e bur st  i n 1990 , Japan has abdi cat ed
t he i nt el l ect ual  l eader shi p of  t he r egi on. By t i nker i ng w i t h and expandi ng—
r at her  t han j unki ng—t he st at e- capi t al i st  economi c model  of  t he post w ar
per i od, Japan i s  of f er i ng a “ w agons i n a c i r c l e”  exampl e t o Asi an count r i es.
Even i f  t hat  s t r at egy w er e r i ght  f or  Japan (w hi ch i s doubt f ul ) , i t  i s al most
cer t ai nl y not  economi cal l y opt i mal  f or  ot her  Asi an nat i ons. 

But  economi c opt i mal i t y  may not  be dr i vi ng ei t her  Japanese or  Asi an pol i -
cy. I f  “ Asi an val ues,”  r at her  t han t he conser vat i sm of  w eal t h, have been t he
det er mi ni ng f act or s behi nd Japan’s t or pi d r ef or m ef f or t s of  t he 1990s, t hen
t he pol i cy choi ces made by t he Asi an count r i es may not  accor d w i t h West er n
l ogi c. To t he ext ent  t hat  Asi an count r i es i mi t at e t he Japanese r ef or m model ,
economi c pr ospect s f or  t he r egi on—and f or  t he fi r ms t hat  oper at e t her e—
coul d i mpr ove mor e s l ow l y t han now  expect ed.

JAPAN’ S ECONOMY: DOWN AGAI N I N 1 9 9 8
The Japanese economy i s now  f aci ng gal e- f or ce headw i nds f r om pr i vat e domest i c
demand. Fi ght  as i t  may, t he gover nment ’s demand- suppor t  pol i ci es ar e unl i kel y t o gen-
er at e posi t i ve gr ow t h i n 1998.

Busi ness i nvest ment has al r eady ent er ed a dow nt ur n. Typi cal l y, such dow nt ur ns l ast
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t w o t o t hr ee year s, and so f ar  no si gn of
r evi val  i s vi si bl e. I n addi t i on t o negat i ve
pr ofi t  moment um, t i ght er  cr edi t  st andar ds
i mposed by banks ar e causi ng a cr edi t  cr unch
among smal l  and medi um-  si zed busi nesses.
Housi ng i nvest ment i s i n j ust  as ser i ous
shape. The ef f ect s of  l ow  i nt er est  r at es and
gover nment  housi ng pr ogr ams have w or n of f ,
and t he out l ook f or  i ncome gr ow t h i s poor .
Mor eover , l at est  i ndi cat i ons suggest  t hat
r esi dent i al  l and pr i ces ar e headed f or  anot her
di ve—har dl y t he t i me t hat  househol ds w i l l
r ush t o buy. I nvent or i es r el at i ve t o sal es ar e
at  t he hi ghest  l evel  si nce 1975. The Mar ch
decl i ne of  near l y 14  per cent  i n over t i me
hour s i n manuf act ur i ng i s a har bi nger  of  a
cont i nued decl i ne of  pr oduct i on, i ncome, and
demand. Fi nal l y, t he expor t out l ook i s cl oudy.
The dr op of  shi pment s t o Asi an economi es,
w hi ch make up about  40 per cent  of  Japan’s
expor t s, w i l l  l i kel y cut  about  1 per cent  f r om
Japanese GDP gr ow t h. Even t he w eakeni ng of
t he yen agai nst  t he dol l ar  and
Eur opean cur r enc i es and
cont i nued upsw i ngs i n t he
Uni t ed St at es and Eur ope
w i l l  bar el y of f set  t he l oss-
es t o Asi an dest i nat i ons. (The
net  ex por t  cont r i but i on t o
gr ow t h may be pos i t i ve—but
onl y because Japanese i mpor t s
ar e col l apsi ng.)

Bot h fi scal  and monet ar y pol i cy
ar e fi ght i ng agai nst  t he dow nt ur n.
Al t hough t he i ni t i al  1998  budget
w as cont r act i onar y, t he s t i mul us
pac k age announc ed at  end- A pr i l
shoul d gener at e a modest  gai n of  publ i c
w or ks spendi ng dur i ng fi scal  19 9 8 .
Mor eover , t he package’s r est or at i on of
t he 2 t r i l l i on yen of  i ncome t ax cut s,
w hi ch had been w i t hdr aw n i n Febr uar y 1997,
shoul d r epl ace much of  i ncome l ost  t o l ow er
over t i me and t he squeeze on w ages. In addi -
t i on, t he Bank of  Japan i s mai nt ai ni ng i t s l ow
i nt er est  r at e pol i cy, and i s pr ovi di ng huge
quant i t i es  of  cr edi t  t hr ough nonst andar d
r out es as a means t o of f set  t he cr edi t  cr unch.

These measur es put  a f l oor  under  t he econ-
omy f or  1998, but  ar e not  l i kel y t o spar k sus-
t ai nabl e gr ow t h.

PRI CE A ND NONPRI CE COMPET I T I ON
The yen, al r eady w eak agai nst  t he dol l ar , i s
unl i kel y t o st r engt hen and may w eaken f ur -

t her , put t i ng mor e dow nw ar d pr essur e on t he
cur r enci es of  Asi a agai nst  t he dol l ar . That
w oul d exacer bat e f or ei gn debt  pr obl ems i n
Asi a, dest abi l i ze fi nanci al  syst ems and cor -
por at e bal ance sheet s f ur t her , and w or sen and
l engt hen t he Asi an cr i si s. Cer t ai nl y i n t he
r ecent  past , w eakness i n t he yen agai nst  t he
dol l ar  has been f ol l ow ed by Asi an cur r ency
w eakness. The yen’s f al l —t o 132 yen t o t he
dol l ar —i n ear l y  19 98  coi nc i ded w i t h t he
w eakest  poi nt  f or  many Asi an cur r enci es, and
i t s  s ubsequent  r ebound c oi nc i ded w i t h
r ebounds of  some of  t he Asi an cur r enci es as
w el l . A t  c ur r ent  ex change r at es ,  m any
Japanese i ndust r i es r emai n hi ghl y compet i -
t i ve.

Japan al so r emai ns st r ong r el at i ve t o Asi an
count r i es  i n nonpr i ce c om pet i t i v eness .
Pr oduct  qual i t y and i nnovat i on ar e hi gh. Labor
i s expensi ve but  hi gh i n qual i t y and r el i abi l i t y.
Di st r i but i on channel s  ar e w el l  devel oped.
Technol ogy l evel s ar e hi gh. And i nf r ast r uct ur e
i n most  ar eas i s f ar  above t he l evel s of  Asi an

compet i t or s—al t hough not  neces-
sar i l y compet i t or s f r om i ndust r i al

count r i es.
In shor t , i n bot h pr i ce (exchange

r at e) and nonpr i ce f act or s, Japan
r emai ns hi ghl y compet i t i ve agai nst

Asi an compet i t or s.

I NTELLECTUAL LEADERSHI P: 
JAPAN HAS ABDI CATED

The most  i mpor t ant  w ay f or  Japan t o
i nf l uence t he cour se of  t he Asi an cr i si s i s

by exampl e. Just  as Japan’s post w ar  suc-
cess w i t h an expor t - based, st at e- capi t al i st

economy pr ompt ed devel opi ng Asi an coun-
t r i es t o f ol l ow  t hat  same model , Japan’s
r eact i on t o t he equi t y and l and pr i ce col l aps-
es and banki ng pr obl ems of  t he 1990s pr omi s-
es t o shape Asi a’s r eact i on t o si mi l ar  pr ob-
l ems. Asi an l eader s f eel  mor e comf or t abl e
w i t h Japanese t han w i t h West er n soci al  phi -
l osophy. Japanese economi c pol i ci es ar e pr e-
sumed mor e consi st ent  w i t h “ Asi an val ues”
and t hus mor e l i kel y t o w or k t han West er n
sol ut i ons.

DEMA ND MA NA GEMENT POLI CI ES
Japan r eact ed t o t he pr obl ems of  t he 1990s i n
sever al  st ages. Fi r st , i t  t r i ed aggr essi ve
demand- suppor t  pol i ci es by r ai si ng publ i c
spendi ng and cut t i ng t axes and i nt er est  r at es.
Gener al  gover nment  fi scal  bal ance shi f t ed
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f r om a sur pl us of  3 per cent  of  GDP i n 1991 t o
a defi ci t  of  mor e t han 4 per cent  i n 1996. The
l esson w as “ w hen f aced w i t h a mar ket  cr ash
and a banki ng cr i si s, t he f i r st  t hi ng t o do i s
l oosen f i scal  and monet ar y pol i ci es.”

Japan coul d t r y t hat  appr oach because i t s
i ni t i al  f i scal  posi t i on w as st r ong and r eal
i nt er est  r at es w er e hi gh. I t  al so had a huge
excess of  pr i vat e sav i ngs over  domest i c
i nvest ment  and vi r t ual l y no net  debt  denomi -
nat ed i n f or ei gn cur r enci es. But  condi t i ons i n
ot her  Asi an count r i es (possi bl y except i ng
Tai w an) at  t he onset  of  t he Asi an f i nanci al
cr i si s w er e t ot al l y di f f er ent . 

Now  t hat  Japan has r un out  of  r oom f or
maneuver  w i t h bot h f i scal  and monet ar y pol i -
cy, w hat  i t  does next  w i l l  be t he exampl e i t
pr ovi des t o Asi a. I f  i t  t r i es t o i nf l at e i t s w ay
out  of  a st r uct ur al l y w eak economy, t hat
w oul d suggest  t o Asi a t hat  i t  t r y t o do t he
same. I n t hi s  sense,  t he f i scal  package
r ecent l y adopt ed i n Japan w oul d be a doubl e-
edged sw or d f or  As i a. I t  coul d suppor t
Japanese gr ow t h i n t he shor t  r un and hence
t he mar ket  f or  Asi an expor t s, but  i t  w oul d be
a di sast r ous exampl e t o count r i es al r eady
heavi l y i ndebt ed (i n f or ei gn cur r ency debt  t o
boot ). The shor t - t er m gai ns t o Asi a f r om a
year  or  t w o of  Japanese gr ow t h coul d even be
of f set  by l ong- t er m l osses i f  Asi a r ecei ves
t he w r ong pol i cy message.

PUBLI C- SECTOR REFORM
Japan al so r esponded t o t he cr i ses of  t he
1990s t hr ough publ i c- sect or  r ef or m t o t r y t o
count er  t he t endency t ow ar d gr ow t h i n gov-
er nment , i n publ i c- sect or  f i nanci al  i nt er me-
di at i on, and i n speci al  cor por at i ons. Whi l e
hel pf ul  i n ear l i er  phases of  gr ow t h, t hese
i nst i t ut i ons have l ed t o i nef f i ci enci es t hat
have been an i mpor t ant  dr ag on gr ow t h i n bot h
Japan and Asi a.

Ther e have been t w o at t empt s at  publ i c-
s ec t or  r e f or m —under  Pr i m e Mi n i s t e r
Mur ayam a i n 1 9 9 4 –9 5  and under  Pr i m e
Mi ni st er  Hashi mot o i n 1997—but  bot h f el l  f ar
shor t  of  hopes. Maj or  pr i vat i zat i ons and
i ncr eases of  account abi l i t y ar e yet  t o be
i mpl ement ed. A Hashi mot o- l ed commi ssi on
al so pr oposed “ admi ni st r at i ve r ef or m”  t o cut
t he number  of  mi ni st r i es f r om 22 t o 12 and
shi f t  j ur i sdi ct i ons among mi ni st r i es. But  t he
w i ngs of  t hat  r ef or m w er e cl i pped by vest ed
i nt er est s i n i ndust r y, bur eaucr acy, and pol i -
t i cs w el l  bef or e t he pr oposal s w er e dr af t ed

i nt o l egi sl at i on.
Despi t e pr i vat e- sect or  compl ai nt s  t hat

t he publ i c f i nanci al  syst em i nt er f er es w i t h
t he pr i vat e economy, st eal s busi ness, and
oper at es w i t h unf ai r  advant ages, t he publ i c
syst em cont i nues t o gr ow . The r at i o of  t ot al
asset s of  t he Tr ust  Fund Bur eau (a Mi ni st r y
of  Fi nance bur eau t hat  i nvest s f unds of  t he
Pos t a l  Sa v i n gs  Bank  and  Pos t a l  L i f e
Insur ance, publ i c pensi on f unds, and some
ot her  f unds) t o nomi nal  GDP r ose f r om 57
per cent  i n 1990  t o 81  per cent  i n 1997. And
r ecent  pr oposal s f r om t he r ul i ng LDP her al d
even l ar ger  l endi ng by publ i c i nst i t ut i ons.

In shor t , Japan has not  succeeded i n r ef or m
of  t he publ i c sect or , despi t e a br oad under -
st andi ng of  t he pr obl em, i ncr easi ngl y gl ar i ng
i nef f i ci enci es, and a l ong ser i es of  scandal s i n
a br oad r ange of  publ i c- sect or  f unct i ons—
har dl y a good exampl e f or  t he r est  of  Asi a.

FINANCIAL- SECTOR REFORM
The f i nanci al  sect or  has al so been a key
f ocus of  r ef or m si nce 1991, w hen i nvest or s
w er e shocked by even t he f i r st  est i mat es of
t he ext ent  of  bad l oans—20 t r i l l i on yen (about
4 per cent  of  nomi nal  GDP). Japan f i r st  t r i ed a
st r at egy of  f or bear ance (not  st r i ct l y f or ci ng
r ecogni t i on and w r i t eof f  of  bad l oans) com-
bi ned w i t h demand st i mul us i n t he hope t hat
f i nanci al  i nst i t ut i ons w oul d ear n t hei r  w ay
out  of  t r oubl e. But  t he st r at egy f ai l ed, bot h
because ear l y est i mat es of  bad asset s w er e
w i l dl y l ow  (r ecent  est i mat es ar e many- f ol d
gr eat er  t han t he i ni t i al  est i m at es )  and
because gr ow t h w as t oo w eak t o gener at e
pr of i t s t o w r i t e of f  t he bal l ooni ng bad debt s. 

The f ocus of  f i nanci al - sect or  suppor t  t hen
shi f t ed t o t ax r el i ef . At  a hi gh cost  i n l ost  t ax
r evenue, f i nanci al  i nst i t ut i ons w er e al l ow ed
t o w r i t e of f  bad l oans. I ndeed, f i nanci al  i nst i -
t ut i ons w er e r esponsi bl e f or  much of  t he
pl unge of  cor por at e t ax r evenue f r om 19 t r i l -
l i on yen i n f i scal  1989 t o about  13 t r i l l i on yen
i n 1994–96. As est i mat es of  bad debt s cont i n-
ued t o mount , deposi t or s  began shi f t i ng
deposi t s out  of  t he pr i vat e syst em i nt o t he
post al  savi ngs syst em. 

Ref or m dur i ng 1994–96 al so i nvol ved a
qui et  but  cl ear  i mpr ovement  i n t he r ul es of
f i nanci al  over si ght  coupl ed w i t h cr eat i on of
a bet t er  saf et y net  f or  deposi t or s. The def i n-
i t i on of  nonper f or mi ng asset s w as t i ght ened,
and r equi r ement s f or  t hei r  di scl osur e w er e
s t r eng t hened. T he Depos i t  I ns ur anc e



Cor por at i on w as  mobi l i zed t o l i qui dat e
f i nanci al  i nst i t ut i ons; i t s r esour ces w er e
augment ed by i ncr eased pr emi ums on banks,
and i t s scope f or  bor r ow i ng w as enhanced. In
addi t i on, w or k w as begun on bet t er  capi t al
r equi r ement s f or  banks, and l i f e i nsur ance
compani es w er e subj ect ed t o “ sol vency
r at i os,”  t he equi val ent  of  capi t al  st andar ds.
But  her e t oo t her e has been backsl i di ng, such
as easi ng t he account i ng t r eat ment  of  mar ket
asset s t o al l ow  i nst i t ut i ons t o avoi d decl ar -
i ng t r adi ng l osses on bonds at  book cl osi ng.
Mor eover , by mi d- 1996, i t  w as cl ear  t hat  a
t r ue sol ut i on t o t he f i nanci al - sect or  pr obl em
w as not  i n si ght .

The t hi r d st age of  f i nanci al - sect or  r ef or m,
announced w i t h gr eat  f anf ar e i n aut umn
1 99 6 , w as t he Bi g Bang, a set  of  l egal
r ef or ms encompassi ng a new  cent r al  bank
l aw , a new  f or ei gn exchange l aw , a new
f i nanci al  over si ght  agency l aw , a new  hol di ng
company l aw , t i ght ened account i ng s t an-
dar ds, i ncr eased cr oss- ent r y of  f i nanci al
f i r ms i nt o each ot her s’  t r adi t i onal  busi ness
ar eas, and many ot her  r ef or ms. But  t he com-
mi t ment  t o Bi g Bang r ef or ms w as sor el y
t est ed i n 1997, w hen sever al  maj or  f i nanci al
i ns t i t ut i ons  under w ent  s t r ess, i nc l udi ng
bankr upt ci es.

I n t he w ake of  t hese di sr upt i ons, t he
aut hor i t i es have embar ked on act i ons t hat
have shaken i nvest or  conf i dence i n t hei r
w i l l i ngness t o enf or ce ef f i c i ency i n t he
f i nanc i al  sect or . For  exampl e, t hey have
decl ar ed t hei r  i nt ent  not  t o al l ow  t he exi t  of
any mor e l ar ge banks. And t he w eak condi -
t i onal i t y on t he i nj ect i on of  publ i c capi t al
i nt o i nst i t ut i ons r ai sed quest i ons about  how
shar p t he aut hor i t i es ’  t eet h r eal l y  ar e.
Mor eover  t hese i nj ect i ons of  publ i c capi t al
ar e mor e l i kel y t o pr ol ong excess capaci t y,
cont i nue pr essur e on mar gi ns, and ext end t he
caut i on of  banks t ow ar d bor r ow er s t han t o
sol ve any of  t hese pr obl ems.

In shor t , Japan’s si gnal s t o Asi a r egar di ng
f i nanci al  r ef or m have been mi xed. Whi l e pur -
sui ng a cl ear  agenda of  i mpr ovi ng r ul es on
compet i t i on, over si ght , and account i ng, pol i -
cymaker s seem t o be t r yi ng t o mai nt ai n t he
st at us quo w i t hi n t he new  set  of  r ul es.
Because t he aut hor i t i es ar e not  w i l l i ng t o
t ake t he consequences of  r ecogni zi ng l osses,
pot ent i al l y pr oduct i ve r esour ces ar e bei ng
w i t hhel d f r om t he economy. The er upt i on of
new  scandal s, i ncl udi ng mul t i pl e mur der s and

sui ci des, has r esul t ed i n al l - t i me l ow  conf i -
dence i n t he f i nanci al  syst em.

POLI T I CA L REFORM
The r ecessi on of  1991–93 knocked t he LDP out
of  pow er  f or  t he f i r st  t i me si nce i t  w as
f or med i n 1957. In t he year  f ol l ow i ng t he June
1993 gener al  el ect i on, a mot l ey coal i t i on of
ol d- l i ne opposi t i on par t i es and r ef or mi st  LDP
spl i nt er  gr oups managed t o pass i mpor t ant
pol i t i cal  r ef or ms. They el i mi nat ed mul t i -
member  el ect i on di st r i ct s (2 t o 6 member s
per  di st r i ct ) i n t he Low er  House of  t he Di et
and r epl aced t hem w i t h a combi nat i on of  si n-
gl e- member  di st r i ct s and super - r egi onal  di s-
t r i ct s (w i t h many seat s al l ocat ed on t he
basi s of  par t y vot es i n t he r egi on). They r eap-
por t i oned al l  di st r i ct s t o cor r ect  i nequal i t i es
i n t he w ei ght  of  vot es bet w een di f f er ent
par t s of  t he count r y. And t hey st r engt hened
campai gn f i nanci ng l aw s.

But  t he r ef or ms have had l i t t l e ef f ect  on
economi c pol i cy. The LDP r egai ned pow er  i n
1994 by f or mi ng a coal i t i on w i t h i t s f or mer
ar ch- r i val , t he Soci al i st  Par t y, and i n t he
r un- up t o t he Oct ober  1996 gener al  el ect i on,
t he LDP- l ed gover nment  f avor ed such ol d eco-
nomi c chest nut s as publ i c w or ks spendi ng and
bi gger  subsi di es f or  f ar mer s. The usual  coal i -
t i ons of  vest ed i nt er est s have al so r et ur ned
t o bl ocki ng i mpor t ant  der egul at i on i t ems.

Vot er s, on bal ance, have val i dat ed t he st a-
t us quo. The f al l  i n vot er  t ur nout  i n r ecent
el ect i ons i ndi cat es a gener al i zed ant i pat hy
t ow ar d t he st at e of  pol i t i cs, but  i t  does not
al t er  t he i ncent i ves f el t  by nat i onal  pol i t i cal
par t i es. For  exampl e, t he 1996 gener al  el ec-
t i on vi r t ual l y w i ped out  t he Soci al i st s and
gave t he LDP a near  maj or i t y i n t he Low er
House. And r enegades f r om opposi t i on par t i es
have si nce j oi ned t he LDP, r et ur ni ng i t  t o i t s
past  st at us.

Japanese vot er s seem t o pr ef er  f ami l i ar
st agnat i on t o t he uncer t ai nt i es of  economi c
r ef or m. Opt i mi st i c West er n obser ver s hope
t hat  t he vot er s’  pr ef er ence gr ow s out  of  t he
r el at i ve w eal t h of  t he Japanese peopl e and
t hat  i t  w i l l  not  f l our i sh i n t he poor er  Asi a-
Paci f i c soi l . But  t he Japanese el ect i on r esul t s
may al so st em f r om t he par t  of  Asi an soci al
phi l osophy t hat  val ues soci al  st abi l i t y over
gr ow t h. The Upper  House el ect i on i n Jul y w i l l
be t he next  t est  of  Japanese vot er  at t i t udes.
Shoul d vot er s agai n si gnal  t hei r  pr ef er ence
f or  st abi l i t y over  gr ow t h, t he l esson i s not

2 1 T H E  B R O O K I N G S  R E V I E W



l i kel y t o be l ost  on l eader s of  Asi a- Paci f i c
nat i ons. I f  Asi an l eader s act  on t hat  l esson,
r at her  t han i n l i ne w i t h mor e aggr essi ve
r ef or m model s, hopes f or  r api d economi c
r ef or m i n t he r egi on w oul d be cl ouded by t he
pr ospect  of  a mor e pr ol onged per i od of  eco-
nomi c adj ust ment . ■
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