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Foreword

his is a work of contemporary history. The events being de-
scribed are continuing, and the global economic landscape is
changing at an even faster pace than we are accustomed to. But
the reader will still find the analysis quite current. That is so because
the decisionmakers portrayed in this book, and their successors, are
driven by a logic that is both historically continuous and inescapable.
The contrarian, Alan Greenspan, has seen the economy for which
he is responsible turn for the worse since he was interviewed for this
book. But both the direction of the economy and his reaction to it were
eminently predictable from his comments. Eisuke Sakakibara has seen
both Japan deteriorate and bureaucratic power slip gradually from his
fellow mandarins. But the underlying power vacuum between elected
politicians unskilled in policymaking and bureaucrats who have lost
the Mandate of Heaven continues unfilled, to the detriment of both
Japan and the world. Chancellor Kohl was thrown out of office in late
September 1998, but not after he completed his mission. Europe will
be struggling with his legacy—a single European currency—and the
deep historical forces that drove him to change Germany and Europe
for years to come.

ix
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The pages of history write themselves, but that is not the case with
a book. I am deeply grateful for the help of many people, especially the
subjects. Alan Greenspan not only cooperated in the formal sense of
being interviewed, but also provided invaluable insights and lessons over
the more than five years during which I was his colleague. He is both an
outstanding student of economic history and its shaper. I am also grate-
ful to both Eisuke Sakakibara and George Soros for their insights. They
were most generous with the scarcest of resources—time. I would also
like to thank the entire Kohl family for giving me such a glimpse into
their lives and their souls, and especially to Walter Kohl, who made it
possible.

My deepest thanks are also extended to those who slogged through
the early drafts and whose frank comments turned the book into some-
thing readable. They include Tim Adams, Dick Alford, Jeff Gedmin,
Mark Groombridge, Walter Kohl, Susan Lindsey, John Makin, Allan
Meltzer, Tomo Sugita, and Donald Van de Mark. I would also thank the
many people whose names adorn the jacket and front of the book for
their generous comments: Lamar Alexander, Richard Armey, John
Ashcroft, George W. Bush, Lou Dobbs, Martin Feldstein, Steve Forbes,
John Kasich, Robert Litan, Gene Ludwig, James Pinkerton, and Will-
iam Simon.

I was especially fortunate to have outstanding assistants help me
manage the entire process. First and foremost, my thanks to Janet Walker,
who made sure the trains ran on time during the entire process, even if
it meant she had to stoke the engines herself. I would also like to thank
Katherine Carothers, Brandon Garson, Frank Goldberg, and Ryan
Holston for their research, editing, and fact-checking efforts, and Ryan
in particular for his help with the charts.

The American Enterprise Institute has been wonderfully support-
ive of my writing efforts. Special thanks are owed to Chris DeMuth and
David Gerson who have made AEI what it is today—a preeminent think
tank. Leigh Tripoli has been the best of all editors with a light but firm
touch. Many others at AEI have provided a variety of assistance, includ-
ing Virginia Bryant, Alice Anne English, Susanna Huang, Nancy
Rosenberg, Stanley Thawley, and Murray White. My deepest thanks to
them all.



All service ranks the same with God:
With God, whose puppets, best and worst,

Are we; there is no last nor first.”

—Robert Browning, Pippa Passes, part iv






Masters of the System—Or Its
Servants?

In my country, as in yours, public men are proud to be the servants of the
State and would be ashamed to be its masters.

—Winston Churchill to a joint session of the U.S. Congress,

December 26, 1941

o, this is a global economy? It sure doesn't look like anyone’s in

charge. In America, until recently, we talked of a New Era. Wall

Street continuously set new records, having doubled in the past
three years and risen more than tenfold since the bull market began in
1982. For the first time in its history, the United States has had a
sixteen-year expansion punctuated only by one short and shallow reces-
sion in 1991. The lowest unemployment rate in three decades was
coupled with the near absence of inflation. Optimists tell us this is just
the beginning—that we have two decades of prosperity ahead and that
the Dow Jones Industrial Average is undervalued even at historically
high levels.” Meanwhile, pessimists worry about a break in the market
leading to another depression. At this writing in the fall of 1998, the
pessimists were looking better. And, once you leave America, there is
plenty to worry about.

In Asia, we are witnessing what one leading bank’s strategist de-
scribed to me as a “train wreck in slow motion.” Japan, the world’s sec-
ond largest economy, is officially in recession, with no end in sight. Its
banking system is on the brink of collapse. There is talk of $1 trillion in
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bad loans on the balance sheets of the banks, with the nation’s insurance
companies and other financial institutions also in deep trouble. Else-
where in Asia, things only get worse. Some estimates suggest the dollar
value of Korea's GNP will fall by one-third in 1998.° In Hong Kong the
stock market and property markets are plunging. In the year since Hong
Kong left British protection, the fall in those markets has wiped out
$300 billion of wealth, the equivalent of all the bank accounts in the
territory.* Further south still, Indonesia saw its president of thirty-two
years resign as economic pressures and a falling currency wiped out the
savings of tens of millions of Indonesians. The price of food has spi-
raled, and many face hunger after years of prosperous growth.

Meanwhile, Europe seems preoccupied with itself. Much of Eu-
rope has the highest unemployment since the end of the Second World
War. But European financial markets act like their American cousins
and seem to ignore the grim reality of the unemployment lines. Euro-
pean leaders are focused on a new project—currency union—giving
their electorates the assurance that this will solve Europe’s problems.

In short, the world’s three major economies—America, East Asia,
and Europe—seem to be confronting radically different conditions. We
don’t see much that is “global” about today’s world economic picture.

During eight years in government, split between the White House
and the Federal Reserve Board, I got to see how decisions are made on
the inside. In the past eighteen months, I have traveled the world as a
scholar and consultant, meeting with the world’s economic
decisionmakers to try to make sense of it all.

Among the questions my clients raise: Will Asia collapse? Will it
drag down the rest of the world with it? Is America really in a New Era,
and if so, why? How will the Euro, Europe’s new currency, work out?
And most often, how can I make money on it all?

This book is a work of contemporary history, written as events
unfold. We don’t know how today’s events will end, but without a doubr,
they pose the greatest challenge since the Second World War to those in
the corridors of power who are responsible for the world’s economic
health.

About one year after I left the Federal Reserve Board of Governors
to follow those events from the private sector, I remarked to a friend in
government, one generation ahead of me, that it had been the most
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interesting year in history to have been following global markets. My
friend’s sage rejoinder: “No. Things were about this interesting seventy
years ago. It’s just that none of us remember.”

This book is a guide to how the world’s economic decisionmakers
think, what drives them, and what limits their scope of action. It takes
you, the reader, inside the corridors of power and inside the heads of
some of the individuals who pull the strings. In particular, the book
introduces the thinking of four key individuals: Alan Greenspan, chair-
man of the U.S. Federal Reserve Board, Fisuke Sakakibara, vice minis-
ter of finance in Japan, Helmut Kohl, former chancellor of Germany,
and George Soros, arguably the world’s leading financier. The choices
these men make as this crisis unfolds will largely determine how many
economic dominoes actually fall and how the world will go about pick-
ing up the pieces if they do fall.

I've written the book for three types of readers. First is the modern
investor who wants to make a killing in the market—or at least avoid
being killed by it. We'll journey behind the day’s headlines and resulting
market volatility. Headlines come and go. This book explains how
decisionmakers will respond to today’s headlines and thus will help to
write tOMoIrows.

The second type of reader is the student of political economy striv-
ing to understand why decisions are made the way they are. Political
scientists often refer to this as the “path dependence” argument. In simple
English, does history make the individual or does the individual make
history? Can one man make a difference? Are these men masters of their
system or its servants? As we shall learn, even a puppetmaster can move
in only a few directions or he will find his strings becoming completely
tangled.

The third type of reader is the informed voter. This book is about
systems of political economy put in place half a century ago that are
now showing signs of outliving their usefulness. One likely consequence
of the current crisis is that voters in much of the world will be asked to
adopt new decisionmaking systems. To do so, they'd better understand
why our current systems are breaking down.

The remainder of this chapter introduces today’s key decisionmakers
and considers how history will ultimately view them. Investors, political
scientists, and voters will all recognize the roles we ask them to play: to
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preside over prosperity if they succeed or to become the system’s scape-
goats if they fail. We—as investors or voters or simply men and women
driven by human nature—naturally seek others to assume responsibil-
ity for results that we do not wish to shoulder ourselves. Are our leaders
prepared for their task? What is the reasoning behind their decisions?
Are we safe with what we've got, or should we tear it down and begin
anew:

The book then turns to the puppetmasters themselves, looking at
the environment in which they must make decisions and how it helps
determine what actions they must take. We begin with America and
Alan Greenspan, now in his third term as chairman of the Federal Re-
serve Board, the man most likely to keep America above the fray. We
then turn to Japan and Dr. Eisuke Sakakibara, who exemplifies the gov-
erning tradition of that country—what we shall call the mandarin model.
No man influences foreign exchange markets more than he does. Then
we turn to former Chancellor Kohl to see what motivated that man,
who led Germany longer than any other individual save Bismarck. The
book concludes its conversations with the puppetmasters with an inter-
view with George Soros, world famous financier and hedge fund opera-
tor. The final section of the book puts those pieces together to make
some sense of our global economy.

Did They See It Coming?

The best place to begin our world tour is from where they've seen it all
before. The Old Lady of Threadneedle Street—the Bank of England—
sits in the middle of the tangle of streets known as the City of London.
From here, a collection of some of Her Majesty’s most talented servants
have managed the financial affairs of a kingdom turned global empire,
then social welfare state, and finally Thatcherite land of opportunity,
now governed by “New” Labour. But the Bank of England has stood
there through it all, conveying a sense of financial permanence in a world
wracked by crises. The bank has survived the South Sea Bubble, the
American Revolution, Napoleon’s conquest of Europe, the collapse and
rebirth of the British textile industry during and after the American
Civil War, and all the calamities the twentieth century has wrought.
The bank’s issue serves as the planet’s oldest continuously circulat-
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ing currency, the universally recognized generic name of which, “ster-
ling,” conveys the permanence of value that only precious metal was
once thought to provide.’ The debt backed by the bank—“gilts,” in
effect British government bonds—also conveys by their very name the
historic notion of security and permanence of value associated with some-
thing made of gold.

The Bank of England exposes a visitor to that sense of long-
standing tradition as soon as he or she crosses the threshold. Men in
morning coats colored a distinctive soft red escort the guest to one wait-
ing area, then, through a maze of corridors as complex as the streets of
the city, to another. The furniture is classic and well used. The visitor
temporarily ends his journey when directed to a chair whose seat has
been well and permanently shaped by the many visitors who have sat
there over the decades.

On the wall is a cartoon from the Chicago Tribune at the start of
the 1930s. It shows Uncle Sam nailing down everything he can and
locking up the U.S. gold stock. In the background, a bearded gentle-
man, Montague Norman, then head of the Bank of England, is striding
off a boat. The caption says, “Mr. Norman’s back in town.” The cartoon
is a reminder of yet another crisis: the outbreak of the Great Depression
when England and America were wrestling with the currency crisis of
that moment—the gold standard. A closer look at Norman’s caricature
reveals the anti-Semitic bias of the cartoonist. It is a reminder that hard
economic times often create social and political perils as well—even in
the United States.

So it was appropriate that here, on November 25, 1997, over lunch
in one of the bank’s many private dining rooms, I heard the globe’s
unfolding crisis placed unforgettably in historic context. My host, Mervyn
King, was chief economist and is now deputy governor at the Bank of
England. Trained at Kings' College Cambridge and Harvard University,
a former professor at the London School of Economics and Harvard, he
developed an academic reputation for cogent insight on both sides of
the Atantic. He moved to the bank in 1990 under a Tory government,
but he has the respect of the current Labour government as well, as
indicated by his reappointment and promotion.

We spoke of world events. Suddenly King made a historical leap
that caused me to set down my silverware. “They weren as stupid as we
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thought during the 1930s, were they? I'll bet they saw it coming, too,”
King remarked. It was as if the ghosts who inhabited this venerable
institution had forced their way into the conversation.

King did not, of course, base his insight on any formal historic
research but on one man’s day-to-day frustration of watching a global
financial crisis unfold and feeling powerless to stop it. Over the previous
few months he had seen the Thai currency crisis lead to problems in
Southeast Asia. He had witnessed the American government’s seeming
paralysis as it tried to shift away from its total preoccupation with maxi-
mizing American exports. King knew that more was on the way. One
month later, in December, the world’s eleventh largest economy, Korea,
effectively collapsed and was declared in default on its loans. Bank regu-
lators from New York to Frankfurt took the dramatic step of telling the
banks under their control to roll over their Korean loans even though
many of those loans were technically in default. Here was an uncharac-
teristic act of desperation. The regulators, unprepared for the crisis, faced
the choice of turning a blind eye to credit quality or watching the global
banking system unravel in a spreading series of defaults.

As 1998 unfolded, the economic dominoes continued to shake.
Some toppled. Indonesia’s President Suharto ended his thirty-two-year
grip on power just weeks after he was reelected to a seventh term in
office. Emerging economies from Brazil to Russia saw dramatic declines
in their stock markets and attacks on their currencies. The International
Monetary Fund, which had failed to foresee the crisis, quickly depleted
its reserves and was forced to ask for more money. Its threat if Congress
was not forthcoming with the funds: it had nothing left if a Brazil or a
Russia should run into trouble.

By mid-1998 the world watched as the planet’s second largest
economy, Japan, seemed on the verge of suffering an economic implo-
sion. Japan’s government had proposed no fewer than six economic res-
cue packages since the fall when I met with Mervyn King. Official gov-
ernment purchases were shoring up the Japanese stock market. The
yen had collapsed on world markets after having fallen 80 percent since
its high of eighty to the dollar in 1995.° America uncharacteristically
intervened in the market to help the Japanese currency, but even that
help proved short-lived as the yen soon plunged to new lows. In mid-
July Japan’s voters sent the ruling party a loud message of discontent.
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But still the “train wreck in slow motion” continued, seemingly unstop-

pable.
A Look Backward from the Future at Today's Puppetmasters

In the future, historians and students of political economy will debate
why our current set of decisionmakers took the actions they did. If our
society and economy fail to provide the preconditions for the continued
ascent of democratic capitalism, economists will ask why the individu-
als in charge today were doomed to make the same kind of mistakes as
the leaders of the 1930s. Were the 1990s’ leaders reckless? Did they base
their decisions on the wrong economic model? Did they simply lack
information, or were markets and events simply moving too fast for
them to act appropriately? Did public-sector decisionmakers need more
power, or did they need more knowledge? Did they need both? Or is
there something more fundamental about the nature of uncertainty and
the capacity of limited government?

Mervyn Kings comments at the Bank of England suggest that we
should be a little more reflective on that point. For what we may soon
be seeing as this crisis unfolds is the most natural historical corollary to
not solving problems—finding scapegoats. As students, we, of course,
presumed that the ignorance or the irresponsibility of the decisionmakers
of the 1930s led to the Great Depression. In the hand-me-down fashion
of retail political history, Herbert Hoover has been demonized as a
bumbling incompetent, though any scholarly look at his resume or his
actions shows that he was not.

Finding historical scapegoats is a particularly comforting action
for a society because citizens can falsely assume that eliminating those
scapegoats eliminates the chance that history will repeat itself. Presum-
ably, newer, wiser heads have taken charge, and they would not and
could not make the same mistakes. The process of scapegoating causes
more than just a mere injustice to innocent men. It locks society into a
misreading of its own history.

Consider the following description of why the Federal Reserve chose
to cut interest rates in August 1927. Bear in mind that this description
was written in 1931 and therefore possessed at least some modest ben-

efit of hindsight:
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This action had been taken for the most laudable motives: several of
the European nations were having difficulty in stabilizing their curren-
cies, European exchanges were weak, and it seemed to the Reserve
authorities that the easing of American money rates might prevent the
further accumulation of gold in the United States and thus aid in the
recovery of Europe and benefit foreign trade.’

Now, let us move that explanation forward in time. Substitute Asia
for Europe, simply to reflect the development of that region and its ris-
ing importance in international trade. Second, recall that the world was
on the gold standard in 1927, so that the modern manifestation of the
“accumulation of gold” would be the flight of capital to the United
States. Today, the foreign purchases of U.S. bonds would reflect the
same behavior. In light of that, consider the following quotations from
the Wall Street Journal in December 1997 and January 1998 about likely
Federal Reserve policy in 1998: “To be sure, many investors are stream-
1ng into bonds as part of a flight to quality, amid continuing difficulties

. Asian markets.” And “[t]he recent Asian market turmoil will only
add to the attractiveness of [bonds], said Vic Thompson, who manages
$150 billion in bonds for State Street Global Advisors. ‘You think about
the general backdrop, people are interested in dollar-denominated as-
sets,, Mr. Thompson said.”® In short, modern investors were seeking
safety in American assets just as surely as their predecessors sent their
gold to America seventy years ago in search of a safe haven.

Fed policymakers are candid about their present concerns. Vice
Chairman Rivlin said in December 1997 in a direct echo of the think-
ing of 1927, “If we were not presently engulfed by the worldwide cur-
rency crisis, I think we'd be worrying very considerably at the Federal
Reserve about the economy overheating and incipient inflation, though
we haven't seen any” of the latter.”

Some economists actually see good news in that for the United
States:

“This is the immaculate slowdown,” says Joel Prakken, chairman of
Macroeconomic Advisers LLC, a forecasting firm based in St. Louis.
By cooling things off without a Fed move, the Asian crunch “allows us
to project lower interest rates into the future, which is very good for
potential growth,” he adds. “This could actually be a boon to us.”"°

As we shall see in this book, it could be too much of a boon, turning our
expansion into an asset “bubble.”
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One should not jump to conclusions about whether the Fed took
the “correct” action in 1927, or whether the present Fed is taking the
“correct” action in its recent decisions. In retrospect, the seemingly well-
intentioned move in 1927 probably helped fuel speculative fires that
caused the stock market to rise to even more ridiculous levels and ulti-
mately produced the stock market crash in 1929. The Federal Reserve
Board in 1927 was performing a classical function: 7z was buying time.
At the time, that seemed a perfectly reasonable thing to do. Is the Fed
just buying time today?

In light of such parallels, Mervyn King’s comment can be a two-
edged sword. Just as we may have been a little hurried in our judgment
about the foolishness of our predecessors, are we not potentially also
wrong about the omniscience of our current institutions? One can cer-
tainly make the case that “we” did not see the current crisis coming
either. Consider, for example, what happened at the International Mon-
etary Fund in December 1997, when events unfolding in Asia simply
made its earlier estimates “inoperative.” As reported in the Wall Streer
Journal on December 22, 1997:

The IMF updated its World Economic Outlook, last released in Sep-
tember, to reflect the financial crisis that has enveloped Southeast Asia
and South Korea since then. Gone is the ebullience of the earlier re-
port, which predicted the global economy would enter its best five-
year stretch in the past 25 years. In its place is a new humility—and a
host of downward revisions in global growth."

In September 1997 the IMF simply did not see a crisis that effec-
tively started the very next month. U.S. Treasury Secretary Rubin con-
fessed similar myopia before Congress in January 1998 when, in re-
sponse to a congressman’s question regarding what could be done to
prevent a crisis from happening, he replied, “I think there is [a] . . . limit
to . . . prognostication. [T]he prediction of what is going to happen
either in markets or economies is an extremely uncertain thing at best.”"*
One can only wonder whether Secretary Rubin’s predecessors felt equally
blindsided by events seventy years ago.

The key point is that decisionmakers may never be the masters of
the systems over which they hold sway, no matter how much they de-
lude themselves and the public into believing that they are. More typi-
cally, they are the system’s servants. They are constrained by the preju-
dices of existing theory, the information flow that has developed in the
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bureaucracies they oversee, and the constraints that other decisionmaking
forces impose on them.

That is what makes the process of scapegoating so enticing for a
society. It presumes that the scapegoat was really the master of the sys-
tem in the first place. The system is now safe because a new “master” is
allowed to take his place without any fundamental reforms’ occurring.
Of all the world’s major economies, no one has ritualized the process of
scapegoating better than Japan. Whenever there is a scandal or major
policy failure, a top official simply resigns, sometimes offering a tearful
apology. Japan got rid of its finance minister, Hiroshi Mitsuzuka, and
the head of its central bank, Yasuo Matsushita, early in 1998 once the
public realized that the nation was in the midst of the economic crisis.
Heads rolled. Scapegoats were created. Nothing changed.

Protecting the system is the reason that, in a crisis, complicity in
finding a scapegoat is extraordinarily widespread. Even people (particu-
larly the governing elites) who are closest to the process and who there-
fore know better are often involved. We may make scapegoats out of
those individuals and institutions, but we do not do so because of their
behavior but because of the system’s need to protect itself. Those indi-
viduals, and the institutions they represent, were simply at the wrong
place at the wrong time as the world learned the limits of economic
management. So, for the sake of future historians, as well as ourselves,
let us look at some of the individuals and decisionmaking institutions
that are now in place. If things go badly, will we, the American people,
do the same? If we do, we shall commit the ultimate injustice, for the
responsibility really belongs to us. The men who now hold office are
eminently qualified. They head institutions that have survived the test
of time. Most important, those institutions are behaving precisely as
we, the voters, have demanded that they act.

In Defense of Modern Decisionmakers

As an innoculation against this scapegoating process, we should estab-
lish that our current decisionmakers are neither irresponsible nor fool-
ish, nor ignorant nor impotent, for they patently are none of those things.
To do that convincingly, we need to take a close look at who those
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decisionmakers are and how they operate. While it is probably an exag-
geration to personify the decisionmaking apparatus of a country in the
personality of a single individual, the complexities of individual human
strengths, weaknesses, biases, and objectives often closely mimic those
of the systems in which they operate.

Three men, who over their careers have risen to the top of their
fields in their respective nations, exemplify the various decisionmaking
models around the world. They are the economic puppetmasters. In
this book we shall give them nicknames—the contrarian, the mandarin,
and the historian—which also reflect the paradigms or the systems they
represent. Each of these men, Alan Greenspan, chairman of the U.S.
Federal Reserve, Eisuke Sakakibara, vice minister of the Japanese Minis-
try of Finance, and Helmut Kohl, former chancellor of Germany, have
been the key players in the world economy as the millennium approaches.

Greenspan, the contrarian, is the product of two distinctly Ameri-
can markets for ideas: the political market of Washington and the finan-
cial market of New York. He has been a quintessentially successful en-
trepreneur in both. Sakakibara, the mandarin, conquered the Japanese
academic system, graduating at the institutional top of a system that has
been labeled the educational equivalent of hell in the stress that it places
on students. He then went on to rise to the very pinnacle of the Japa-
nese bureaucracy, not known for its tolerance of either the timid or the
foolish. Helmut Kohl, the historian, was the longest-serving elected chan-
cellor in the history of Germany, until losing office in September 1998.
His years of electoral success were matched by a mastery of statecraft
that is historically exceptional: he managed to reunite a country physi-
cally divided for nearly a half century by the most powerful armies on
earth. He did so without firing a single shot and on terms that can only
be described as his own. No, these men, and those they tolerate around
them, are not fools.

Nor is it reasonable to assume that these men, or the coterie of
individuals around them, are ignorant of global events. This is a world
of instantaneous global communications. Greenspan sits with two com-
puters on his desk from which he can glean any price for any currency,
stock, or bond anywhere, as well as the latest news headlines from the
wire services. He has a small television nearby to get a physical picture
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of events and arrives two hours before Board meetings to pore over at
least four newspapers. Should any of that fail to bring him the informa-
tion he needs, he has a staff of hundreds that is recruited exclusively
from the top graduate schools of the country.

Sakakibara sits facing a tote board high on the wall—roughly three
feet by eight feet in size—from which he can observe price fluctuations
from anywhere in his office. Like Greenspan, he is supported by a bu-
reaucracy that recruits only the top university graduates. Kohl, like many
other of the world’s political leaders, dispensed with the computer and
the instantaneous price updates. But the television, which provided the
same view of the world as his electorate received, was politically indis-
pensable. As in the U.S. Federal Reserve and the Japanese Ministry of
Finance, the men and women who serve the chancellor in the bureau-
cracy are among the best and the brightest the nation can produce. So it
would also be unreasonable in the extreme to view those men as either
ill-informed or poorly advised.

Continuing down our list of potential failings, one also cannot say
that these men, as individuals, lack power. Certainly, they are not auto-
crats. But Greenspan is said to occupy a position second only to that of
the president of the United States. Indeed, one of the president’s cam-
paign advisers, James Carville, was complaining because many of the
policies he espoused were vetoed on the grounds that the bond market
would not like them. Carville said he hoped to be resurrected as the
bond market,'® which in turn, waits with bated breath for the very next
syllable to be uttered by Greenspan. By implication of this White House
insider, Greenspan is at least as powerful as the president’s advisers, if
not the president himself. As chairman of the Board of Governors and
the Federal Open Market Committee, he has never lost a vote on mon-
etary policy, nor even really come close to losing a vote.

Sakakibara, like Greenspan, has been known to move markets with
a mere sentence. Unlike Greenspan, he has shown little reticence in
doing so. Nor can one underestimate the powers of the former chancel-
lor of Germany, who, by virtue of his position as chairman of the Chris-
tian Democratic Union Party, headed a coalition that controlled a guar-
anteed majority in the lower house of the German Parliament.

Not only does none of these men lack power, intellect, or informa-
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tion, none of these men, or the institutions they head, has so far failed
in the missions assigned them. Far from it. Alan Greenspan has presided
over a decline in U.S. inflation and unemployment that is unprecedented
in American history. The Federal Reserve is the preeminent macroeco-
nomic institution on the planet, and Greenspan’s own credibility and
prestige are at an all-time high. Eisuke Sakakibara’s pronouncements on
the foreign exchange value of the yen have a credibility that one can
earn only by multiple successes at picking its prospective level. Helmut
Kohl succeeded both in reuniting his country in an alliance with the
West and in linking Germany inextricably closer to the European Union.
By most standards of success, these men not only have attained lofty
positions personally but have used those positions in a manner that their
predecessors could only admire.

If it is not recklessness, ignorance, or a lack of information or power
that can explain current events, what can? We can dismiss the reasoned
underpinnings of any scapegoating theory, but we still run into what
psychologists call the “just-world theory.” Most of us believe that bad
things simply don’t happen—and especially that bad things don’t hap-
pen to us personally owing simply to the randomness of life. Instead, we
seek a reason. If these individuals are such successes, why do we face
even the possibility of a global economic crisis?

The answer lies not with the individuals involved. Powerful in their
own right, the individuals elevated to responsible positions in those sys-
tems are in fact the servants of the systems in which they operate. They
are, therefore, constrained to pursue objectives that are not necessarily
the same ones that are most likely to avert a crisis.

Thus, this book will suggest that it is not these individuals” short-
comings but the limitations inherent in the decisionmaking systems in
which they operate that can potentially lead to global problems. Eco-
nomic management is not, and cannot be, unlimited in its scope. If that
were not the case, the Berlin Wall would never have fallen, for omni-
scient and omnipresent control was what Communism was supposed to
be all about. Instead of celebrating democratic capitalism, we would be
celebrating the triumphant efficiencies of bureaucratic central planning.

So “blaming the system” is not right, either. In a sense, doing so is
no more useful than finding an individual to name as “scapegoat.” The
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system, with all its flaws and weaknesses, is the way it is because we have
chosen it, by trial and error, as the least-worst alternative: “The fault,

dear Brutus, is not in our stars, but in ourselves.”*

The Systems Bequeathed by History

Greenspan the contrarian, Sakakibara the mandarin, and Kohl the his-
torian are the quintessential representatives of their systems because their
personalities embody the traits that the world’s various governing sys-
tems demanded. In turn, these governing systems are successful impro-
visations from the crises that created them: depression, global war, and
cold war. They are the way they are for the most pragmatic of reasons:
they filled society’s need at that time. As a result, each role was demanded
by, or at least had its continued existence sanctioned by, the democratic
institutions of their respective countries, even though, in many respects,
the role being demanded had undemocratic aspects. Democracies de-
manded those institutions and tolerated their undemocratic natures
because they solved a problem for which no other solution was offered.

The contrarian was the product of an Anglo-Saxon wish for eco-
nomic stabilization, a product of the Great Depression. But, by its very
nature, stabilization requires a contrarian—someone to act in a way
contrary to that of the majority. If a society’s stabilizer is within the
public sector, that creates a fundamental conflict between the stabilizer’s
doing its proper job and the wishes of democratic government. Alan
Greenspan is successful at his job because he found a way of taking
unpopular actions without arousing sufficient wrath to cause elected
officials to curtail his power.

That is a remarkable achievement. So impressive, in fact, that many
societies around the globe sought to create domestic Alan Greenspans
and failed. As a result, many chose to hire the real thing—by pegging
their currencies to the U.S. dollar. As we shall see, that expedient action
often proved only temporarily successful. Currency arrangements de-
signed to import the monetary discipline of others are unsustainable
unless governments are also willing to take actions to bring their econo-
mies into line with monetary realities. Where that did not occur, the
seeds of crisis became deeply planted. The challenge of creating success-
ful stabilizing institutions—a global coterie of contrarians—is one fac-
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ing not just Anglo-Saxon voters but all the economies of the world.

The mandarin in his most undiluted form was largely the product
of centuries of Asian political development. Confucius extolled the vir-
tues of the educated bureaucrat governing in concert with other like-
minded souls in the name of the emperor. But conquering armies also
easily coopted the model to meet their own objectives. Certainly, the
British governance of Hong Kong (and earlier of India) was compatible
with that model. Of more direct relevance to our current story was the
relation of that model to MacArthur’s occupation of Japan. Although it
was among the most benign occupations in military history, the politi-
cal institutions MacArthur left behind based their legitimacy on his writ,
not on a popular mandate.

Some advantages offset that lack of legitimacy. The capacity of a
mandarinate to gather and process information, mobilize financial capital,
and stimulate the growth of human capital gave it a potential edge in
this process. An otherwise poor electorate might therefore gratefully give
its democratic blessing to a mandarinate, despite its undemocratic char-
acteristics. Furthermore, the mandarin is not just ensconced in power in
East Asia. Americans and Europeans will easily recognize his function in
political guarantees of “cradle to grave” security in the arms of the nanny
state. But after fifty years of elections, even a mandarinate governs with
democratic legitimacy, although it is by no means itself democratic.

The historian possesses the most democratic persona, at least su-
perficially. The motivating forces behind his governance are not just
personal history but the history of his nation. The personal tragedies in
his own life story may have shaped his objectives and motives, but that
story is one shared by millions. Unfortunately, history is ultimately writ-
ten in grand designs, and grand designs are not easily made by the direct
consent of millions, but by a relative few. Kohl the historian was a pre-
eminent builder of political coalitions, but, in practice, the coalitions
that he built were often coalitions of “princes,” not of people, because
that is what history demands. Further, the focus of a system based on a
reaction to history is by definition backward-looking. It is designed to
make sure that the European past is not also Europe’s future. But Kohl
and his given set of talents were what the people of Germany chose. He,
his successors, and their counterparts in Europe have the democratic
legitimacy to make the choices they do.
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Democratic Triumph—Democratic Default

In America a president who promised to reverse the international focus
of his predecessor and deal with our day-to-day problems was generally
hugely popular despite a vast array of scandals. Similarly, Japanese vot-
ers, for reasons we shall examine later, continuously reelected the status
quo. Even their surprise vote against the long-ruling Liberal Democratic
Party in July 1998 still left the LDP in charge. The German public
elected Chancellor Kohl four times. Now, in the midst of crisis, that
may be changing. The ruling parties of Japan and Germany lost elec-
tions, and President Clinton seems in serious trouble. In this age of
democracy, it is not in the hands of the contrarian, the mandarin, or the
historian to redefine the institutional mission of government. It is in the
hands of the people. Things are the way they are because, as voters, we
wanted them that way. It may be a sad commentary that we voters wait
for things to fall apart before we opt for change.

The historic irony of the current crisis is deeper. Politically, we
discover that just at the moment when democracy seems triumphant
around the globe, popular interest in the affairs of government is at a
low ebb, and our distaste for government soars. Today’s economic crisis
is inextricably linked to a crisis in democratic confidence. We see wide-
spread estrangement of electorates from the institutions that we have
created to guarantee our liberty and our hard-won peace. Trust in
governments ability to solve problems is clearly ebbing, after a century
of accumulating state power. Voter turnout is plummeting in nearly
every established democracy. In the United States the turnout fell from
63 percent in 1960 to 49 percent in 1996. The decline in Japan was
substantial: from 71 percent to 60 percent over the same time period.
Over a comparable period of time, turnout has fallen in England by 12
percent, in France by 19 percent, in Germany by 20 percent, and in
Italy by 9 percent.”

Why? It may be the case that we, the individuals who comprise
those electorates, do not appreciate the variety of our options. Usually
the choices are at the margin, a little bit more of this, a little bit less of
that. Only rarely do we have truly decisive choices, and having made the
big decisions, the rest pretty much fall into place. Consider the case of
Italy. Professor Marco Vitale of Bocconi University argues:
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Italy has really only had one election. It was in 1946. The choice was
whether we wanted to be governed by the Communists, and to the
surprise of many, the Communists lost. After that decision to stick
with the West, we really only had one option, because the big choice
had already been made.'

Voters around the world may well feel that, as in Italy, the important
choices have already been made in some previous election and that par-
ticipation in the current one is not worth the effort. That really reflects
a satisfaction with the existing order, a willingness to let the contrarian,
the mandarin, and the historian continue to lead.

Politicians may also be compliant in this process and by so doing
encourage us to believe that big changes are not possible. In the United
States one of the key questions in polls indicating support for the presi-
dent is whether he “understands problems of people like [me].” This
desire to have one’s national leadership concerned about day-to-day prob-
lems may lead the political establishment to narrow its focus. Successful
politicians will devote their energy and political resources to keeping
cigarette vending machines away from children or deciding how many
days someone with a certain ailment should spend in the hospital. They
will avoid tackling big issues that may not be so easily soluble and for
which finding a solution may not be what the voters say they care about.

We seem to base our electoral choices on relatively minor matters
and not on affairs of state—what the political consultant, Dick Morris,
refers to as “bite-size” or “incremental” achievements. In an October
1994 poll, voters said, according to Morris, that they were “prepared to
believe in [Clinton’s] smaller achievements and these are . . . more than
enough to move their votes back to [Clinton].”"”

As voters, we have rewarded those we elect for ignoring the big
picture of global events and paying attention to our personal concerns.
But we may be about to pay a price. Many in Anglo-American policy
circles seem to have been caught daydreaming. We may have allowed
our leaders to be lulled into a self-indulgent preoccupation with our
own success. Most alarmingly, we have permitted our own political in-
stitutions to neglect the big picture and, in the process, have become
driven by overnight polls and focus groups. We forgot that government
can do only a finite number of things well at any one time. And in the
global context, there are some things that only the American govern-
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ment, and particularly the American president, can do. The economic
principle of opportunity cost—by spending time on one set of concerns
we are, of necessity, neglecting others—may come back to haunt us.

As Brad Delong, former Clinton aide, now a professor at the
University of California at Berkeley, said in a Wall Street Journal story,
“[TThe late 1990s may resemble the late 1920s, when a ‘wave of cur-
rency crises and devaluations that destroyed the financial systems came
as a complete surprise’ to policy makers.”"® DeLong, from his insider
perspective, gives one possible answer to the question about whether
they saw it coming: they didn’t. Just as in the 1920s, the political process
was still committed to “a chicken in every pot,” in addition to two cars
in every garage.

The main reason our systems are the way they are is that they have
worked well over a long period of time. They won the cold war. Today
we must realize that we achieved this triumph of capitalist democracy
because it created institutions that could survive a long-term battle with
Communism. That is a tribute to the system. But being better than the
alternatives does not mean being the “best.”

Today, we must understand that some of these institutions were
compromises: democratic institutions that were less than democratic;
supposedly capitalist institutions that relied on rigged markets. Demo-
crats and capitalists accepted those compromises for five decades be-
cause democracy and capitalism were on a war footing. Today, these
vestigial institutions remain as relics of the cold war, which, along with
Communism, should be relegated to the dustbin of history. They stand
there ready to fight the battles of the late twentieth century but are
incapable of leading the world to a truly capitalist and democratic twenty-
first century. Our societies and systems still possess vast quantities of
political capital and goodwill. The test of them in the present situation
is whether they can move beyond their cold war roles to transcend their
historical mission.

The Ultimate Historic Irony
This discussion of our institutions and the individuals who lead them

highlights the ultimate irony in our current situation. We begin with
individuals of remarkable competence who perform admirable jobs in
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their assigned roles. We then find that these roles, though not demo-
cratic, have a democratic legitimacy well grounded in historical success.
Finally, we note that these individuals and the institutions they head
have just triumphed in a global conflict lasting at least half a century
over a competing model. Democracy and capitalism, the unifying po-
litical and economic principles of the American contrarian, the Japa-
nese mandarin, and the German historian, have triumphed at just the
moment that the world’s democracies find themselves in crisis.

The triumph of democracy in the fight against communism has
left us with a democratic dilemma. Only the voters have the option of
creating a new mission statement for their governing institutions, one
that takes into account the changing world around us. But the voters
are in no mood to issue such a mission. There’s little understanding of
what that mission statement should look like.

Five decades of record-setting economic performance, victory in
the cold war, and talk of “miracle economies” and “New Ages” have led
to a sense of security that is incompatible with requiring change. This
means that our fates are in the hands of systems that we inherited and
did not choose—systems created at another time to meet other chal-
lenges. That fact is politically what puts us all most at risk in the current
crisis. The global triumph of democracy has coincided with a demo-
cratic “default” on how to proceed.

Overcoming that default is the real challenge facing our political
leaders. Our economic puppetmasters are starting to find that their strings
are getting tangled up. Prosperity in a new century will require action to
get them untangled. One must hope that as in the past, democracy has
the ability to produce leaders who will take the necessary steps, for as
former Prime Minister Margaret Thatcher often said, “There is no alter-
native.”



The Contrarian at the Center

[I]deas of economists and political philosophers, both when
they are right and when they are wrong, are more powerful
than is commonly understood. Indeed the world is ruled by
little else.

—John Maynard Keynes'

acted as rather rude hosts to the annual world summit of the seven
industrial nations—the G-7, to which Russia has been added. Ameri-
can participants couldn’t stop lecturing their guests on the success of the

I n June 1997 in Denver, Colorado, the leaders of the United States

American economy. At the summit, one American official rather impo-
litely described the United States as the “world’s only economic super-
power.” While such breast beating is almost certainly inappropriate dip-
lomatically, one of the reasons that the claims were so impolite was that
they had a ring of truth. America (and its philosophical cousin, the
United Kingdom) seemed to have learned some lessons that Japan and
the nations of continental Europe could usefully adopt.

Learning is never easy, and the lessons of political economy can be
particularly painful. The current Anglo-Saxon economic success is all
the more stunning because just two decades ago America and the United
Kingdom were among the economies about which informed opinion
was the most pessimistic. America suffered under record-setting peace-
time inflation and high unemployment, while economic life in the United
Kingdom was dimming visibly under electrical production cutbacks
produced by a nationwide coal strike. When two of the most dull stu-

20
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dents suddenly move to the head of the class, it is quite natural to sit up
and take notice.

One man—Alan Greenspan—has presided over most of the pe-
riod during which America has regained its global leadership. Appointed
in 1987, he has seen America through a sharp, but very short, stock
market crash. He, in large measure, oversaw the reorganization of the
American banking system, which had problems similar to those now
faced in Japan. His conduct of monetary policy during the banking
overhaul turned a potentially protracted economic slowdown into a short
and very mild recession. Furthermore, he has presided over an economy
that has brought both unemployment and inflation to thirty-year lows.
In a world in which so much is going wrong, a good place to start is by
visiting a man who has gotten so much right.

In the 2000 block of Constitution Avenue sits yet another of
Washington’s many imposing marble structures. The close observer would
detect that the exterior is a bit less shabby than the half-vacant Interior
Department building next door and that the grounds are a bit better
maintained. But there is no outward sign that in this building is the
center of American macroeconomic stabilization policy.

Anonymity suits the Board of Governors of the Federal Reserve
System just fine. You will rarely see tourists snapping photos and cer-
tainly no queue waiting for a tour. There aren’t any school buses outside
that have brought in their precious cargo to get a bit of a real-life civics
lesson. In fact, it is sometimes possible to find a parking space on the
street, a feat that is truly rare in the nation’s capital. It’s not that the
Board actually prevents tourists from seeing their government at work.
The Board actually provides a very nice tour, and the grounds outside are
certainly suitable for a photo opportunity. Let’s just say the Fed doesnt
advertise, and the American public by and large missed that chapter in
their civics text (if it was there in the first place) about the functions of
the nation’s central bank.

This lack of knowledge is reinforced by the tour buses that go by
outside spouting their fifteen-second sound bite about the Fed. It’s usu-
ally wrong. Some tell visitors to America’s capital that the Fed is where
their money is stored in giant vaults. It isnt. In fact, the Board of Gov-
ernors building is probably the only building in the Fed system that
doesn’t store any money. Tourists wishing to see stacks of money should
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visit any of the twelve district banks spread around the country or even
one of the twenty-five branches of those district banks. Or, to see the
money printed, visitors should go to another giant stone building down
on 14th Street—the Bureau of Engraving and Printing, which isn’t even
managed by the Fed. Absent stacks of money, the Fed building is just
another office building from a tourist point of view, and the tour guides
quickly turn to more interesting subjects, like the Vietham Memorial,
across the street and set back along the 2100 block of Constitution Av-
enue.

But the view from the Fed is a key one for understanding the de-
veloping global economic crisis and the limits on what current economic
management is and is not capable of controlling. The Fed building has
been likened to a temple,’ and a visit there involves a ritual that can only
reinforce that perception. The guard will check your name at the C
Street entrance, and you will enter a hall that would make a Greek god
proud. As in any temple, the intended architectural effect is to instill
silence and reverence in the guest. High above the visitor is his objec-
tive—the entrance to the hall containing the offices of the Board of
Governors. To get there he must scale either of the thirty-two-step stair-
cases that flank the sides of the hall. Silence is a must unless one wishes
to make his every syllable reverberate off the nearly naked marble walls.
The visitor who makes it to the top then enters “The Oval,” where a
guard will direct him to a large sitting room on the left.

There, you will be treated most courteously by either Pam or Diane.
They will take your coat, get you coffee, and chat about the day’s events
if you like. Or, if you prefer, you can sit and read any number of news-
papers of record displayed on the coffee table. But do sit down. This is
not the hurried pace of Wall Street. It is not the frantic bustle of the
White House or Capitol Hill. Here, at the intersection point of politics
and economics, time moves with the slow, deliberate pace of an eighty-
five-year-old institution that has long ago learned that deliberate ac-
tions work best. After all, what’s the rush when the lags between your
actions and their effects are best described as “long and variable”?

It is not that the Fed isn’'t punctual. Board meetings begin at 10:00
AM., and governors and staff entering at 10:01 A.M. will find the door
closed. Latecomers are not formally reprimanded but given the distinct
impression of interrupting already ongoing business. A new governor
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will quickly learn that it pays to arrive around 9:58 A.M.

Nor will you as a guest be asked to wait long. The businesslike pace
of the institution will ensure that you will be in your meeting with the
chairman at the appointed hour. You will be ushered down the hall, past
the boardroom into the first open door on your left where Anne, his
secretary of many years, will say, “You can go in now,” and signal you to
proceed through the one closed door in her three-door office.

For the uninitiated, entering that door is a bit of a mystical experi-
ence. Here sits a man whose job has been described as the second most
powerful in America. The office is tasteful but nothing spectacular. It
has an L-shaped work area with a desk facing the front of the room and
a computer table with multiple screens at the side. The desk is invari-
ably cluttered, the result of hundreds of pages of incoming documents
and memoranda that the chairman must process each week. Newspa-
pers add to the clutter. Greenspan reads not just the Washington Post and
the New York Times, but the financial press and even the industry pub-
lications that focus on the latest news in the auto, steel, or banking
industries. The office has a small half-bath and a modest walk-in closet,
two large floor-to-ceiling windows, a desk, and a sitting area. In the
kind of logic that makes sense only after you've been at the Fed a while,
the chairman’s office is almost the same as that of each of the other
governors, with a single notable exception, which proves that the chair-
man really is primus inter pares. He, and he alone, has a door that leads
right into the boardroom.

When I mention to Greenspan that he is probably considered the
best Fed chairman in history, he shifts uncomfortably in his chair and
puts on the customary grimace that signals that he doesnt like the way
the conversation is going.* But Greenspan has been successful enough
to have been appointed by three different presidents. He has been ap-
pointed by both Republican and Democratic presidents and confirmed
by both Democratic and Republican Senates. Interestingly, he has man-
aged to appease both parties at the same time, with the president ap-
pointing him always of a different party from the Senate that confirmed
him. His modest answer to all of this is that “I was just in the right place
at the right time. Someone like Volcker went through a really tough
time.”

Alan Greenspan is the thirteenth chairman of the Federal Reserve.
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To most, he is a riddle wrapped in a mystery inside an enigma. This was
Churchill’s view of Russia,” and indeed a whole industry of Fed watch-
ers has emerged, like the Kremlin watchers of old, to parse every syllable
coming from insiders. In that regard, Greenspan is the insider of all
insiders and has developed a style of sentence construction that leaves
the Fed watcher with plenty of syllables, not to mention whole clauses,
to parse.

He is usually described as an intensely private man, even shy. But
few men have a private history that melds so seamlessly into their public
personae. It is the job of the Fed chairman to be above the political fray
of Washington, yet sensitive to its every nuance. That may seem a para-
dox, but it is one that Greenspan, in many ways a paradoxical man,
accomplishes by using a powerful analytic detachment that allows him
an objective view of the economic and political events that swirl around
him.

How does one detach himself from politics in the heart of the
nation’s capital? How can anyone detach himself from the economy when
every news commentator links his behavior to the economy’s perfor-
mance? The starting point for Greenspan is information: “We have
sources of information not available generally. Companies and member
banks, for example, won't speak to their competitors, but they speak to
us.”

Greenspan’s point about information is revealing on a number of
fronts. First, it debunks one of the bases for the scapegoating that we
discussed in the previous chapter—that policymakers simply don’t know
what is happening. They do, perhaps better than anyone else. A wide-
spread claim among the Fed’s critics is that it operates in an ivory tower.
Perhaps, but it is the best—plugged-in ivory tower in existence.

The second revealing point about Greenspan’s reliance on infor-
mation is that /e seeks out an objective confirmation of his superior
position to make judgment calls. Having enormous power is a huge
responsibility. Some men shoulder the burden of responsibility simply
on the basis of their ego. For Greenspan that is not enough. Access to
superior information justifies holding superior responsibility.

The Fed’s relatively omniscient position helps give it some immu-
nity from external criticism as well. Critics often cite the templelike
qualities of the place as useful to maintaining the aura. Perhaps, but the
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aura is real, if in my view, slightly exaggerated. The view in the market
that the Fed is about to move because “it knows something we don” is
regrettably widespread.

At times that view reaches utterly irrational levels. I remember tak-
ing a call on the day of the New Hampshire primary in 1992 from a
reporter who had heard that the Fed was about to cut rates immediately.
Why? The Fed knew that Pat Buchanan was running close to then-
President Bush in the Republican primary votes cast so far that day and
“needed to give Bush some help.” That rumor missed the point on so
many different assumptions that all I could do was laugh. But the most
amazing part of the whole affair was the belief that the Fed “knew” how
people had marked the ballots that were at that time still stuffed in
ballot boxes 450 miles away.

Complete omniscience is not given to man, even to Federal Re-
serve officials. Yet a whole industry has sprung up to track down every
rumor like the one about the New Hampshire primary. The Fed knows
a lot of details that inform its decision and, as we shall see, improve its
timing. But as for acting “out of the blue” because of some inside knowl-
edge, Greenspan was clear: “It may occur sometime that we have no
choice but to act precisely because we know something the rest of the
world does not. But that has not happened since I've been here.”

The Need for a Contrarian

Information may be necessary for achieving detachment, but the de-
tachment is essential because the job Greenspan performs requires one
not only to ignore the winds of political and economic opinion but to
lean against them actively. The job of chairman of the Federal Reserve
Board of Governors has evolved into being a contrarian—one whose
views actively run contrary to established wisdom. Greenspan did not
establish that role. Many of his predecessors—Arthur Burns with his
pipe and air of academic detachment, Paul Volcker with his long cigar
and immovable frame—also cultivated it. But they did not create the
role, either. The role of contrarian is deeply embedded in the culture of
American political economy, and no Fed chairman could successfully
do anything to change that. Different actors may play the role differ-
ently, but the script is an unchanging one, written by the American
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economic experience of the twentieth century.

Central to that experience is the Great Depression of the 1930s
and the resulting rise of the economic thinking of one man—John
Maynard Keynes, who established the contrarian role for government.
Keynes may posthumously need a publicity agent. He is widely per-
ceived by his critics as a starry-eyed idealist, an egghead, if you will. In
practice, he took a remarkably pragmatic view of the events surround-
ing him, actively pushing for realistic government policies against exist-
ing ideologues. He correctly foretold the likely consequences of the pu-
nitive reparations leveled against Germany after the First World War
and opposed them. He made a fortune in the markets as an arbitrageur.
He offered sensible advice at the end of his life for creating institutions
to help rebuild the shattered world economy. While no one has a perfect
record, the investor or policymaker of the first half of the twentieth
century would have done much better heeding Keynes's advice than
ignoring it.

Of course, what he is most known for is his equally sensible advice
to governments confronted by the Great Depression. The business cycle
had been a primary focus of Anglo-Saxon economic thinking, at least
since the days of Alfred Marshall at the end of the nineteenth century.
That intellectual tradition had always ascribed an important role to
pseudopsychological factors such as business confidence and anticipa-
tion of the future. Keynes famously (or infamously) characterized those
psychological factors as “animal spirits.”® It was an interesting choice of
words; one that won Keynes both widespread support in the elite intel-
lectual classes and widespread mistrust among the business classes he so
effectively put down.

One does not know whether Keynes's choice of words was a care-
less reflection of his class bias or was more deliberate. The intellectual
and policymaking classes interpreted it as an appeal for action. After all,
if “animal spirits” could be depressed among the business and commer-
cial classes, then the more observant policymaking class could compen-
sate through increased government spending. That spending could oft-
set the diminished demand from business for investment and maintain
economywide demand and employment. A successful intellectual en-
trepreneur would certainly not shy away from flattering the customers.
The class biases of the upper ranks of the British civil service and their
New Deal cousins were certainly known to Keynes, and classifying the
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business community in a lower order certainly fit.

Whatever the language, Keynes was making a more subtle eco-
nomic point known to economists as the fallacy of composition. Put
simply, it states that what may be a rational action for each individual in
society may be counterproductive for society as a whole when all indi-
viduals act in the same manner. For example, when a businessman con-
fronts falling sales, it is eminently rational for him to cut back on pro-
duction and lay off workers. When all businessmen confront falling sales
and each cuts production and lays off workers, household incomes fall,
sales fall still further, and a vicious downward spiral ensues for the entire
economy.

What is needed is for some economic agent to intervene to halt
that process. In most markets, speculators usually play that role. “Buy
low, sell high,” the expression goes, or, “Buy on the cannon, sell on the
trumpets.” The assorted axioms for success in markets all involve some
version of doing the opposite of what the mob is doing.

At that level, all Keynes was doing was urging government to act
like a contrarian, to do for society what he did for his university’s port-
folio when he managed it as a speculator. In markets, successful specula-
tors—those who buy low and sell high—tend to stabilize prices. Hav-
ing government increase spending in a bust and decrease spending in a
boom is an eminently sensible recipe to any pragmatic policymaker.
Economies, like markets, need contrarians to provide stability and bal-
ance. Mob psychology, left unchecked, is a prescription for extreme varia-
tions in market performance.

Keynes maintained that the total amount of demand in an economy
was inherently unstable, animal spirits being what they are. The dis-
cerning policymaker, above the fray, was to detect any shortfalls in de-
mand caused by drops in consumption, or particularly in private invest-
ment, and compensate for them by creating public-sector demand.
Keyness goal was stabilization, and to achieve that goal required the
public policymaker to act in a manner contrary to the private forces
around him.

Keynes’s minimal prescription was public-sector spending. In a fa-
mous critique of policy he said:

If the Treasury were to fill old bottles with banknotes, bury them at
suitable depths in disused coal mines which are then filled up to the
surface with town rubbish, and leave it to private enterprise on well
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tried principles of laissez-faire to dig the notes up again, there need be

no more unemployment and, with the help of the repercussions, the

real income of the community and its capital wealth also, would prob-

ably become a good deal greater than it actually is. It would, indeed, be

more sensible to build houses and the like; but if there are political and

practical difficulties in the way of this, the above would be better than

nothing.”

The Fed acts as a stabilizer, as a contrarian, by controlling the price
of money. By doing so it is not “filling old bottles with banknotes,” but
by affecting the cost of borrowing to finance economic activity, the Fed
is endeavoring to stimulate more sensible things, like building houses,
to use Keynes’s terminology. The Fed’s role in that is now central to
stabilization policy. The key fact is that, unlike in Keynes’s day,
policymakers like Greenspan, not automatic mechanisms like the gold
standard, affect the price of money. As Greenspan says, “If you had a
gold standard, there would be no need for monetary policy. When we
intervene to affect interest rates, we are acting because we have a system
of fiat money, and there is no automatic mechanism to constrain it.”

Fiat money, money by law or decree, “is legal tender for all debts,
public and private,” as it says on our currency. That currency, Federal
Reserve notes, are the liabilities of the Fed. The Fed decides on a target
rate of interest for overnight money and buys and sells government bonds
paid for by those liabilities. If the economy is booming, the Fed raises
the target rate, selling government bonds to take back some of the money
it has issued. If the economy is falling, the Fed issues more money to
buy more bonds, thus lowering the overnight rate of interest.

Money creation is an admittedly indirect way of affecting the
economy. Keynes preferred direct government spending. But back in
the 1970s it became increasingly obvious that direct spending measures
weren’t working well.

In retrospect, where this otherwise successful recipe probably went
wrong was on its reliance on government and the political process to
play the role of contrarian. In short, politics got in the way of policies
that depended crucially on their timing. Perhaps more fundamentally,
it may be possible for an elite to act as a counterbalance to the prevailing
sentiment but not a democratic government. Institutionally, the kind of
mandarinate that the British civil service had become in the Victorian
era might work as contrarians—hence Keynes’s view. In modern times,
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the part of its nominal servants. The Imperial Palace, though majestic
and covering some prime real estate with some much needed (but inac-
cessible) green in the middle of Tokyo, conveys through the emperor a
similar modesty. Although the emperor has no formal power, the Min-
istry of Finance’s bureaucratic tradition has as much to do with the cur-
rent emperor’s forebears after the Meiji Restoration as it does with the
postwar democratic tradition of the Diet.

Finally, and most symbolically, is the nearness of the American
Embassy. In conversation, Japanese officials express a reverence for
American official opinion that one is hard put to find elsewhere on the
planet, especially in Washington. Japanese officials are knowledgeable
about the latest statement of some assistant secretary who is so obscure
that he wouldn’t even be recognized in Washington by a gaggle of re-
porters. The legacy of MacArthur is strong, and to an American, ironic,
given the extent to which many Americans had come to fear Japanese
economic superiority in the 1980s. Maybe the best explanation for why
the Ministry of Finance is still the way it is is that General MacArthur
had not ordered any changes. And the bureaucrats would just as soon
keep it that way. But, make no mistake. Drab surroundings aside, that is
where the power has been located in Japan for most of the past half
century.

On the second floor is the current office of Eisuke Sakakibara, vice
minister of finance in Japan’s Ministry of Finance, where he and his
predecessors have shaped official Japanese international economic policy
for decades. He has risen through the various steps of the Japanese ca-
reer ladder from Tokyo University through most of the key divisions at
the Ministry of Finance to sit at the apex of bureaucratic power at the
age of fifty-seven. Sakakibara is affable, speaks perfect English, and is
exceptionally generous in his willingness to see foreign visitors. In the
international financial press he is called Mr. Yen, because every state-
ment he utters strengthens the value of that currency.

Under the Japanese Constitution, Sakakibara is the servant of the
minister of finance, who in turn serves at the pleasure of the prime
minister. His only power is theoretical—the power to persuade. Today,
the popularity of bureaucrats like Sakakibara is at a historic low, and the
Ministry of Finance is riddled with investigators from the public
prosecutor’s office. But one should not assume that the power has com-
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pletely left the Ministry of Finance. Two vignettes from some of my
recent visits suggest just how powerful the bureaucracy still is.

On November 10, 1997, I entered Sakakibara’s office to find a
dispirited man. Usually effervescent, he sits with his head in the palm of
his hand, his elbow resting on an armrest of the chair. He explains that
he has just returned from a schedule of round-the-world meetings and
is fatigued. But one can deduce the real reason for his depression by
following his line of vision. On the wall opposite his seat is a giant tote
board that carries the current market data. The Nikkei index for the
Tokyo stock market is trading around 15,700 and has been dropping
sharply for a couple of weeks. At that price level, many of the largest
Japanese banks are technically undercapitalized or worse, bankrupt. The
market would continue to drop, hitting a low of 14,664 on January 12,
1998.°

In Japan, direct ownership by banks of shares of stock in Japanese
companies constitutes a significant fraction of bank capital. Although
that is illegal in the United States, the Japanese feel that bank ownership
of some of the shares of the companies to which they lend facilitates a
long-term business relationship. When the international bank capital
standards, known as the Basle Standards, were negotiated, the Japanese
demanded a special recognition of that practice. A portion of the unre-
alized capital gains on shares held by banks was counted as part of the
capital of the bank, even though the book value or purchase price of
those shares might be substantially lower. But by counting those gains,
banks were able to possess a larger capital base and therefore sustain a
bigger volume of loans. The downside of that arrangement was quite
clear on November 10, 1997. When the prices of those shares fall, the
value of the bank’s capital is diminished, and the banks do not have
enough capital to sustain the volume of loans outstanding,.

It certainly seemed in November 1997 that Japan had reached the
limits of management by the economy’s puppetmasters. This most bu-
reaucratically directed of all the Western economies was on the brink of
financial collapse. Long confident of the superiority of its organizational
structure, official Japan had been in a protracted period of denial that
anything was amiss.

In fact, my meeting with Sakakibara on November 10 was the first
time that | had ever heard a senior Japanese policymaker say that signifi-
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cant action was needed. The particular “significant actions” had been
fairly clear to foreign observers for quite some time. For starters, Japan
needed to put public money into its banking system to shore up its
capital position, and it needed a fiscal stimulus package to get the
economy going again. Sakakibara had changed his mind about public
policy and was signaling that in our meeting.

The trouble was, on November 10, both those actions were con-
sidered politically impossible. The ruling Liberal Democratic Party had
just introduced a fiscal consolidation bill that was designed to reduce
budget deficits and put strict limits on government stimulus programs.
The party officials had made clear that a government bailout of the
banks was absolutely unthinkable. When some Japanese banks had dif-
ficulty, the government closed them, protecting their depositors. Inject-
ing capital into the banks to give them a new lease on life was politically
untenable.

Within two months of my meeting with Sakakibara, the Japanese
had announced both a massive bank bailout and a fiscal stimulus pack-
age. The former, worth ¥30 trillion (about $235 billion at the time),
would involve direct purchase by the government of preferred stock and
subordinated debt issued by banks.* The fiscal stimulus package was for
the first quarter of 1998—the last quarter of the Japanese fiscal year,
which ends on March 31. The package combined an income tax rebate
worth about ¥65,000 per household with ¥2 trillion in construction
spending.’ More fiscal stimulus packages were to come later, as the need
to buy time for the economy became more and more evident. But, no
doubt, the whole process started on November 10.

Earlier in this book, we considered the problems with Keynesian
fiscal stimulus in the American context, and we noted three specific lags
in the process: recognition, decision, and implementation. Granted the
recognition lag in Japan was long in coming—it took Sakakibara’s watch-
ing the Nikkei plunge for the recognition of trouble to take place. But,
once recognition occurred at the senior ranks of the bureaucracy, the
rest was like a hot knife going through butter. The decision to make
changes occurred startlingly quickly. Not only did the elected govern-
ment have to decide to act, it actually had to decide to do a complete
about-face in policy, reversing a contractionary fiscal policy and taking
the highly unpopular step of appropriating public funds for a major
bank bailout.
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On January 14, 1998, the Financial Times reported Sakakibara as
saying, “I think we have solved Japan’s problems now.”® When I next
met with him, on January 20, his head was out of his hand; the confi-
dent Sakakibara had returned. The Nikkei was rising, and he confi-
dently told me, “We will take whatever measures are necessary” to make
sure that the Nikkei was at an adequate level when the banks closed
their books and valued their capital on March 31.

Of course, Sakakibara was suitably modest that January day about
what he had accomplished. Like a good public servant, he commended
the elected officials for their wise and decisive action. But we both knew
who was orchestrating events and pulling the strings to power, convinc-
ing the officials that change was desperately needed, and who designed
the program that was adopted.

The capacity for a government to take bold and decisive action is
most often thought of as an advantage. American admirers of Japan and
many advocates of adopting Japanese practices such as “industrial policy”
have certainly stressed that. But the capacity to take such action requires
that decisionmaking power be quite concentrated. The larger the group
that must make its assent, the more delays will be involved. Japan had
finely honed its decisionmaking process and so had the capacity to be
decisive. But even such decisive decisionmaking systems have their dis-
advantages as well, as we shall discover.

Decisive action, if wrongheaded, can lead to disastrous results. That
became clear the week I next saw Sakakibara on March 30, 1998, near
the end of the Japanese fiscal year. True to his promise, Sakakibara and
his colleagues had coaxed (and purchased enough shares) to push the
market up over 17,000. A key part of the program was the price-
keeping operations by which the government purchased shares to keep
values up. The key moment for market valuation was to be the close of
business on March 31.

Midday on March 30, the spokesman for the Ministry of Posts
and Telecommunciation, which controls the vast postal saving system
in Japan, went before the press. He announced that the ministry had
“finished its allocation” for the price-keeping operations and regular stock
purchases for the postal saving system. Everyone in the market knew
that buying by postal savings was a key part of the effort to manipulate
the market as high as possible.”

But if the government had stopped buying, who was going to drive
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the market higher? An avalanche of sell orders promptly followed the
announcement. Instead of being up 271 points, the market closed down
476, a net swing on the announcement of roughly 5 percent.® For the
end of the fiscal year, the bureaucracy’s hoped-for approach to 18,000
in the market had collapsed at year-end—ending almost 10 percent short
of its mark. A single bureaucratic snafu had led to a loss of $86 billion in
market capitalization at a critical juncture.’

The months that followed saw nothing but further market weak-
ness and a continuing slide in the yen. The Japanese currency had fallen
from a high of 80 to the dollar in 1995 to 148 by mid-June 1998. In
other words, it took 80 percent more yen to buy one dollar in 1998
than four years earlier.

Mr. Yen, Eisuke Sakakibara, had used his enormous persuasive
energies to stem the fall at critical junctures. He had even provoked a
few market rallies for the currency. But, in the end, they were what Wall
Street calls “bear market rallies.” The fundamental direction of the yen
was still down.

In the field of economic management, the difference between the
Japanese system’s mandarin and the American contrarian is vast. The
chairman of the Federal Reserve and his colleagues, after all, have the
capacity to take bold and decisive action as well. But their mission state-
ment is altogether different. While the Fed has a mission of being a
shock absorber by moderating the effects of change, the individuals who
head the mandarinate, at least in its most recent incarnations, have the
mission of effecting change. Their collective role is that of the initiator,
not the reactor—of being the leader and decisionmaker, not the legal
executor of decisions made by others.

Why the difference in mission? In my view, the fundamental eco-
nomic principle of scarcity is the best way to explain the evolution of
the Japanese system. When human capital is relatively scarce, those who
possess it have an even more enhanced advantage. The entire Confucian
system of a vaguely meritocratic mandarinate in charge of affairs of state
maximized the skill level of the state while still conserving on human
capital and the resources needed to develop it. Checks and balances are
the luxury of a society where human capital is relatively abundant and
widespread among the population.

One could make the same scarcity argument about the fundamen-
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tal mission of the Japanese mandarins: the mobilization of financial capi-
tal. Japan was a desperately poor society after World War II that indus-
trialized rapidly. When capital is scarce, the commitment of savings nec-
essary to sustain a market model with numerous competitors might seem
wasteful. How much more logical it might seem to rely on a few well-
educated elite to make “wise” choices about the appropriate uses of
society’s hard-earned savings. The rapid industrialization of Japan is in
no small part due to the fact that much of the Japanese bureaucratic
system is linked to the mission of capital mobilization and allocation.

The reason for Japan to adopt the mandarinate model of
decisionmaking can also be said to have deep historical roots. Sakakibara
and his colleagues at the Ministry of Finance and throughout the Japa-
nese bureaucracy can also be thought of as the modern embodiment of
a natural set of social arrangements that evolved over centuries. Two
great shocks cemented that system in place: the Meiji Restoration and
the American occupation. Scarcity of both savings and human capital at
those critical junctures, coupled with roots in Asian traditions ranging
from Confucianism to Buddhism to Japan’s unique Shinto past, can
help explain the choice of model. But all that cannot answer the funda-
mental puzzle about modern Japan: Why is a society that is today among
the richest and most educated on the planet still relying on a system whose
roots are those of a scarcity of human and financial capital? It may be that
those roots run so deep that they are not easily changed. If that is the
case, Japan is in serious trouble because it may be unable to shed itself of
the mind-set that has led it to its present predicament. Let us consider
those roots.

Education and the Bureaucracy:
Meiji, MacArthur, and the Modern Day

Yukichi Fukuzawa, dressed in a traditional kimono, stares out from the
front of the ¥10,000 note (roughly the equivalent of the U.S. $100
bill). One could mistake his solemn expression for that of any of his
Victorian contemporaries. He had a serious purpose: designing an edu-
cational system for the new Japan of the late nineteenth century. In
1868 the last shogun abdicated, and two powerful clans from south-
western Japan, Satsuma and Choshu, restored the emperor to power.
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Technically, the feudal age ended, and the era of modernization began.
Education was central to that task of modernization. In 1871 a Minis-
try of Education (Mombusho) was established. Its continued centrality
of importance may be best indicated by its location: directly next door
to the Ministry of Finance, where Dr. Sakakibara sits.

Fukuzawa, and the rest of the newly emerged leadership class, faced
a massive task of building a sense of nation and national purpose that
centuries of feudalism had destroyed. In 1873 Fukuzawa wrote, “Many
millions of people throughout Japan were sealed up in many millions of
separate boxes, or separated by many millions of walls.”'® He and his
contemporaries sought to develop a sense of kokutai, of nationality or
national essence. In his autobiography he wrote, “[TThe purpose of my
entire work has not only been to gather young men together and give
them the benefit of foreign books, but to open this ‘closed’ country of
ours and bring it wholly into the light of Western civilization. For only
thus may Japan become strong in both the arts of war and peace.”"!

Fukuzawa’s many works in this regard were formidable, including
the founding of Keio University, which even today ranks as one of the
top universities in the country. He and his associates, in an early version
of a “think tank” known as Meiji Six (named after the year of its found-
ing by the imperial calendar), were instrumental in establishing the
postfeudal educational system. The founder of Meiji Six, Arinori Mori,
was minister of education from 1885 to 1889 and was key to organizing
the system of universal education. Mori’s schools were clearly devoted
to nation building, created to produce graduates suitable for the new
task. In one book he defined the appropriate role for the nation’s chil-
dren: “They will be imperial subjects who completely fulfill their duties,
which means that when called upon to do so they will willingly give
their lives to the state.”"?

In a somewhat different but even more critical fashion, the top of
the educational system was devoted to serving the process of nation
building. Fukuzawa and Mori instinctively gravitated toward creating a
governing mandarin class. That mandarin class was elitist by nature, for
it derived its legitimacy not from democratic elections but from the fact
that its members passed through an examination system that certified
them as the best and the brightest. Such superiority was only modestly
camouflaged, if at all. In the Meiji period a slogan emerged to encour-
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age students to study hard and obey the rules: “Exalt the Officials, De-
spise the People.”"?

At the apex of that system was Tokyo Imperial University, founded
in 1886. In 1887 the university’s law graduates were granted the exclu-
sive right to move directly into the upper ranks of the bureaucracy by
imperial decree. Things have changed little since 1887. Ezra Vogel, writ-
ing in Japan As Number One: Lessons for America, notes that the educa-
tional system’s function of supplying top bureaucrats has changed little
since early Meiji days:

Leading bureaucrats invariably have attended the best universities. . . .
Tokyo University students are acknowledged to be at the apex of the
two million students in Japanese universities. Within Tokyo Univer-
sity, the ablest students enter the Law Faculty, which in fact provides
broad training for public administration. . . . The top graduates of the
Law Faculty enter the most prestigious ministries. Of the twenty-odd
students entering a key ministry in the elite track each year, perhaps
fifteen come from the Tokyo University Law Faculty.

So, in a century, the law faculty’s market share has fallen from 100 per-
cent to 75 percent.

Some Americans who have come to admire and respect (and fear)
the Japanese system have placed a great deal of importance on this link
between the educational system and the staffing of the bureaucracy.
William S. Dietrich, in his book /n the Shadow of the Rising Sun, writes
of the Japanese emphasis on serving the needs of the state: “These needs,
from early Meiji Japan to the present, have involved the training of a
self-conscious elite to staff the upper levels of the state bureaucracy.”"

Vogel stresses the role of Japanese bureaucrats as permanent stu-
dents or information managers:

Japan’s elite officials from the various ministries have the preeminent
responsibility for guiding the acquisition of knowledge. They them-
selves are constantly analyzing information and deciding what further
information needs to be gathered. . . . They are expected not only to
keep track of developments in general but to search for examples that
Japan could usefully emulate.'®

But their power goes much further than mere providers of infor-
mation. The bureaucrats of today really are the decisionmakers. Vogel
says:
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The politicians make many important political decisions, but com-
pared to the American government the top politicians have little lever-
age over the bureaucracy. The key decisions in the ministry are made
by the permanent bureaucrats rather than by the politicians of the
Diet and the cabinet."”

A division of labor emerged between the politicians and the bu-
reaucracy that came to benefit both. The politicians focused on elec-
toral issues, the bureaucrats on policy. Members of parliament lack
their own policy staffs. The typical member of the Diet has just two
people in his office, while a member of the U.S. House of Representa-
tives typically has seventeen. Thus, the politician usually turns to the
bureaucracy to write the legislation to be introduced in parliament. Some-
times the bureaucracy writes the script for the entire floor debate, in-
cluding, ironically enough, both the questions asked by the opposition
and the answers given by the ruling party.'®

A career arrangement also cemented such a cooperative division of
labor. Many Japanese politicians got their start and training in the bu-
reaucracy. There they learned what buttons to push to deliver the goods
back home. That continued superiority of an unelected bureaucracy
may seem, at the very least, unusual to Americans and their system rooted
in the balance of power. After all, today Japan is a modern democratic
nation with a highly educated work force and electorate and demon-
strable skills in many areas of technical endeavor. Most striking is that
such a system of undemocratic accountability survived the postwar oc-
cupation.

Following World War II, Douglas MacArthur was de facto dicta-
tor of Japan for more than six years. As occupations by conquering mili-
tary powers go, his was among the most benign on record. He arrived at
the end of August 1945, just weeks after the surrender of the Japanese
government and declared that he would “sever for all time the shackles
of feudalism and in its place raise the dignity of man under protection
of the people’s sovereignty.”” MacArthur wrote a new constitution for
Japan that made the legislature, the Diet, the supreme organ of govern-
ment.

At the center of his attempts to make Japan into a democratic state
was a purge of more than 200,000 government and business leaders on
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the grounds of their responsibility for the war. But the purge left the
civilian bureaucracy largely in place and actually had the net effect of
augmenting its power. Of the roughly 40,000 bureaucrats who were
investigated, just 830 lost their jobs.”” Sakakibara himself notes in his
book, Beyond Capitalism, that only nine officials in the Ministry of Fi-

nance were subject to the purge. Of the early occupation period he notes:

The basic structure of the public sector that was formed between the
late 1920s and the early 1930s was in fact strengthened at this time.
Although professional managers in the private sector were filling the
vacuum left behind by the zaibatsu break-up, the economic bureau-
cracy was consolidating both its pre- and post-war public sector foun-
dations, and putting the finishing touches on its framework for “mutual
understanding” with the private sector.”!

As things developed, MacArthur came to find that he needed the
bureaucracy to run the affairs of the country. After all, his occupying
army had to govern a country of some 75 million people. Among the
occupying forces were few individuals with any knowledge of Japanese
history or culture, few who even spoke Japanese. More, but not many,
had some knowledge and experience of civilian administration. So, while
other areas of public life, including the large corporations, saw many of
their leaders barred from high-level employment, the bureaucracy went
on just about as before.

Thus, an elite bureaucracy, rooted in a Confucian tradition of edu-
cation, nurtured in pursuit of nation building, and sanctioned by a con-
quering military power, holds substantial sway. Sakakibara was just four
years old when Douglas MacArthur landed near Yokohama. Sakakibara’s
career is instructive, both because it is quite typical of Japanese bureau-
cratic success and because he is something new, a bit of a rebel, with
enough deviations in his career to make him very much the kind of man
who will lead in a transition.

Sakakibara graduated from Tokyo University (where else?), but with
a degree in economics, not law. After a brief stint in the Ministry of
Finance, he went abroad to get a Ph.D. at the University of Michigan.
He rotated through the various divisions of the Ministry of Finance:
banking, finance, and most important to his career—international fi-
nance. His assignments also included two positions abroad, at the Inter-
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national Monetary Fund and as a visiting professor at Harvard Univer-
sity. Those foreign rotations are considered a key part of the “informa-
tion gathering” function of the government bureaucracy. But his educa-
tion as an economist and his choice of the international finance bureau
as his base were most fortuitous.

At the time he joined the ministry in 1965, Japan was still a very
minor player on the world financial scene. Its GDP was growing rap-
idly, but in world per capita income tables, Japan still ranked twentieth
with a per capita GDP one-third that of the United States. The yen was
still a minor currency, under tight controls, and pegged at a grossly over-
valued rate of 360 to the dollar.*> One story has it that MacArthur se-
lected the exchange rate while staring at the Japanese flag—a red circle
depicting the rising sun with the exchange rate representing the number
of degrees in the circle.”” MacArthur’s trigonometry may have been flaw-
less, but the choice of 360 gave Japan a decidedly undervalued currency.
Still, even by 1970, well into Dr. Sakakibara’s career, Japan’s foreign
reserves including gold were just $4 billion.” To imagine a career at that
time that would end up with the market-given title “Mr. Yen” and to
have that title be one of reverence and awe must have seemed quite a
long reach—or maybe not for a clever young man.

In 1960, when he entered Tokyo University, the Japanese-
American mutual defense treaty (known as AMPO in Japan) was up for
renewal. Protests led by university students broke out in the streets. Presi-
dent Eisenhower was due to visit Japan that June, and the ruling party,
led by Prime Minister Kishi, wanted the treaty ratified. In the Diet,
opposition Socialist politicians and progovernment members engaged
in angry physical confrontations. In the event, Kishi ordered police to
carry opposition politicians from the Diet and then ratified the treaty in
their absence. Protests then broke out throughout the country, and sev-
eral hundred thousand people surrounded the parliament. The
Eisenhower visit was canceled.

Kishi resigned and was replaced by Hayato lkeda, who immedi-
ately began a program known as the income-doubling plan. The plan
was to increase the incomes of the Japanese people by 100 percent within
a decade.” Clearly, that was a political move intended both to distract
voters from the less than savory circumstances that surrounded the pas-
sage of AMPO and to unify the nation around an objective that would
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prove tangible to the average voter and beneficial to the ruling party.
The move also signified an end to an ideologically based political
process. Japanese politics ceased to be a miniature version of the cold
war battle between a pro-American Liberal Democratic Party and the
pro-Soviet Socialists. Outwardly, Japan sided with America in the sense
that it became sheltered under the American military umbrella. Japan
could thus turn inward to attend to its own needs. The public roundly
endorsed the plan. In the elections of November 1960, Ikeda’s Liberal
Democratic Party won an overwhelming 296 seats of 467.%

One of the key reasons that the Liberal Democratic Party has so
dominated postwar politics in Japan is that the income-doubling plan
proved successful. Japan made Ikeda’s income target three years early.
Rather than the 7 percent compound growth in per capita incomes re-
quired for a decade-long doubling, the Japanese managed 10 percent
annual growth rates.”” But by any historical measure to that time, this
was an ambitious program. For example, it took America twenty-nine
years—f{rom 1959 to 1988—to double its per capita disposable per-
sonal income level.?® To do so in Japan required an enormous concen-
tration of talent and energy into such a single-minded project.

The Foundations of Rapid Japanese Economic Development

Today, that rapid growth period is known as the “Japan model” and has
been copied (with suitable deviations for national differences) through-
out East Asia. But the logic of it stems right from Keynesian economics
and was inscribed by the Keynesian New Dealers who came ashore with
MacArthur in 1945. George Kennan, architect of the Marshall Plan,
also wrote the guidance for the economic management of Japan in Na-
tional Security Council directive 13/2. His prescription: “High exports
through hard work.””

The “hard work” part was self-evident. Japan was in ruins, without
its prewar capital stock. The “high exports” was a demand-side-driven
necessity. The impoverished population could not sustain a high level of
consumption. Investment demand needed both a source of capital and
a market for the final products produced by the investment that the
domestic market could not provide. Exports fit the bill nicely. Foreign-
ers would be the final consumers and would, in return, remit their cur-
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rency to Japan, which would allow the purchase of capital goods.

By 1960 and the launch of the income-doubling plan, things were
a bit less desperate, but Japan was still a relatively poor country, with a
GDP per capita less than one-fifth that of the United States. With capi-
tal still scarce and funds desperately needed for industrialization and
rapid growth, the bureaucracy was in no position to let the market have
free reign in deciding where capital should go. A political promise of
rapid GDP growth had to be kept, and the mandarinate was more than
willing to accommodate. The bureaucracy designed a series of policies
to keep capital in the industrialization process. Or, as Japan expert
Chalmers Johnson put it, “[F]or the bureaucracy to have mobilized re-
sources and committed them to a heavy industrial structure as it did in
postwar Japan, the claims of interest groups and individual citizens had
to be held in check.”®

One of the keys was to provide strong support for certain indus-
tries while letting others wither—a practice that came to be known by
the catch-all phrase “industrial policy.” A 1963 study by the Economist
reported that Japan followed a conscious policy of promoting certain
industries key to what the bureaucracy considered Japan’s stage of mod-
ernization and industrialization and chose to “throw away” other indus-
tries.”’ That, however, is probably an overly harsh description of the
actual practice. Instead, a close and continuous consultation goes on
between the senior bureaucracy and the management of key companies.
That can include private afterhours conversations in restaurants during
which both sides can feel free to discuss their particular needs. In
downsizing an industry, the bureaucracy might take an instrumental
role in arranging mergers, for example.

But the array of instruments at the bureaucracy’s disposal to achieve
its desired end is impressive. The bureaucrats at the Ministry of Interna-
tional Trade and Industry (MITI) might work closely with their coun-
terparts at the Ministry of Finance to determine a company’s allowable
tax deductions or the amount of depreciation of equipment they might
deduct. They also might work with the Ministry of Finance to encour-
age or discourage bank lending to particular firms. That is in addition
to the direct levers of authority over licenses, zoning, and regulatory
waivers that are more typical instruments of bureaucratic control.” The
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bureaucracy groups all that informal power under the euphemism “ad-
ministrative guidance.”

Stretching Financing to the Limit

All that bureaucratic power may imply more formal “public sector” domi-
nance than is actually the case. Today, many Japan scholars are arguing
that the bureaucracy’s actual intervention in corporate decisionmaking
was relatively circumscribed. Consider, instead, an analysis that Ameri-
can scholars would recognize as the “capture theory”: Government regu-
lators tend to adopt the same viewpoints as the industries they are regu-
lating; that is, they become captured by the industries. As we shall see
later, the senior bureaucracy and senior corporate management had a
lot in common, thus making a common viewpoint a likely approach.

The second key to the Japanese development strategy was to make
maximum use of scarce capital by encouraging a corporate debt-to-
equity ratio that American corporations would consider imprudent. Dur-
ing the rapid development period, debt-to-equity ratios in large Japa-
nese companies were three and four to one and higher. Typically, U.S.
companies would use debt to leverage their equity at a one-to-one ra-
tio.” Even the equity positions in Japanese companies might be a dis-
guised form of debt. Japanese banks owned substantial portions of the
shares of their corporate customers. Estimates of that practice suggest
that Japanese financial institutions may hold as much as 45 percent of
the value of Japanese equity on their own books.* As we noted earlier,
when the market was rising, that caused no problems. In the current
environment, it is turning a stock market decline into a devastating bank-
ing and financial crisis.

Such a system also allows for both the rapid creation of capital and
its direction to the use the bureaucracy desires. As Chalmers Johnson
summed up the process, “Large enterprises obtain their capital through
loans from the city banks, which are in turn over loaned and therefore
utterly dependent on the guarantees of the Bank of Japan, which is itself
. . . essentially an operating arm of the Ministry of Finance.”®

This is such a powerful system for the rapid accumulation of capi-
tal because it harnesses the entire financial system of the country to the
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industrial process, from the creation of money to every nook and cranny
of the balance sheet and regulatory check on the banking system. Start
with money creation. The central bank, in this case, the Bank of Japan,
issues currency (or its equivalent) in return for a government bond. That
currency is, in effect, an interest-free loan from the holder to the Bank
of Japan. For a variety of reasons, most deliberate, currency holdings in
Japan (at roughly 8 percent of GDP) are many times what they are
elsewhere. (In the United States, for example, currency represents about
5 percent of GDP, but roughly 70 percent of U.S. currency circulates
outside the United States, lowering the effective ratio to just 1.5 percent
of GDP).* Thus, a system with a high reliance on currency generates a
substantial interest-free loan to the central bank, which in turn lends to
the government through the purchase of government bonds.

When the government spends money for a project, the proceeds
are deposited in the banking system. Of that amount, most is re-lent.
Through a process known as the “money multiplier,” in which the re-
lent money is itself redeposited in the banking system, an initial deposit
in the bank can ultimately expand the balance sheet of the banking
system—and its lending capacity—by many times. The size of the money
multiplier depends on the fraction of each deposit that is re-lent. The
more that is re-lent, the bigger the multiplier.’”” A system that relends 80
percent of all deposits has a money multiplier of five. One that relends
90 percent has a money multiplier of ten. One that relends 95 percent
has a money multiplier of twenty.

Obviously, the more money a bank can relend, the bigger the frac-
tion of each deposit on which it can earn interest. For the system as a
whole, the higher the fraction that can be re-lent, the greater the lend-
ing capacity of the system. If you are trying to rebuild the industrial
infrastructure of a society, a highly geared banking system, one that re-
lends a big fraction of all deposits, is certainly a great way to operate.

One has three things to worry about when it comes to lending
“too much” that keep this explosive growth of the banking system in
check. The first is the fear that your depositors will want to withdraw
their money and that you will not have enough money in the bank to let
them withdraw their funds. One can minimize that concern in two ways.
First, if your bank is part of a rapidly growing economy, on net, the
amount of money on deposit in the system is growing quite rapidly as
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well. So the chances are that if one depositor wants to make a with-
drawal, someone else is making an equally large or larger deposit. Sec-
ond, the central bank can lend you, the bank, the cash to cover your
temporary shortfall. That happens in all major economies today, and it
certainly happens in Japan. The Bank of Japan will gladly extend tem-
porary credit to a bank if it runs short of cash.

In most of Japan’s postwar history that was not a cause for concern,
chiefly because the economy grew rapidly. Today, that practice is caus-
ing a real problem. In late fall 1997, depositors began a “run” on their
banks.” That is, they began to withdraw their deposits and demand
cash. That put enormous strains on the system. First, the commercial
banks found that they had to stop lending and even began to call in
loans because they needed the money to pay back their depositors. That
put enormous strains on the commercial economy, which needs bank
loans to survive. Second, it put enormous strains on the Bank of Japan,
which had to expand the currency it issued at the rate of 1 percent per
day. By way of comparison, most monetary authorities expand their
currencies by a few percent per year. That money was transported to the
banks and paid out to depositors. It was said that one could not obtain
either a safe-deposit box or even a home safe in Tokyo during Decem-
ber. They were all purchased to hold the resulting cash hoard.

The second concern you should have as a banker is that your bank
has some capital, or net worth, to absorb some losses. After all, not all of
the loans you make will prove profitable. The economy might have an
economic downturn that might cause a whole group of your borrowers
to have to renege on their debts at the same time. Capital requirements
in Japanese banks were lower than those of almost all their international
competitors. As a result, Japanese banks were expanding at a rate that
far exceeded that of other countries, and in the late 1980s that lending
was becoming international in its scope. So dramatic was the effect that
in 1988 the large industrial nations got together to create international
capital standards. One important ulterior motive was to restrain the
rapid growth of Japanese institutions.

Those were the “good old days.” Fear by the competition has now
been replaced by terror on the part of the Japanese banks. Those institu-
tions are now finding their capital positions in jeopardy. As I mentioned
earlier, the situation is so bad that the government has proposed that it
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directly purchase ¥30 trillion (U.S. $235 billion) of bank preferred stock
and subordinated debt to maintain the banks’ capital positions.

The final concern a banker should have is the profitability of his
loans. Even if he has no worries about depositor withdrawals or about
capital adequacy, too aggressive a lending pattern might lead to a sur-
plus of loans that cannot be repaid. Under normal bureaucratic behav-
ior, no one wants to admit that he made a bad loan. The incentive is to
assume that the borrower’s circumstances will change and that he will
be able to repay at a later date. That fiction is most easy to maintain if
the borrower is at least paying interest; those loans are known as “ever-
green” loans.

The role of bank regulators is to “blow the whistle” on that kind of
covering up of bad loans. Standards of regulatory supervision certainly
vary among countries and, over time, within particular countries. It is
fair to say that the Japanese authorities have been known to be extremely
permissive by most standards in that regard. As Charles Calomiris noted
in his international comparison of bank lending standards, “The Japa-
nese banking system has hidden its losses behind a veil of regulatory
forbearance for several years, hoping that improvement in economic
performance will pay for bank loan losses.”

Thus, undercapitalized companies borrowing from undercapital-
ized banks became a key producer of capital for industrialization in Ja-
pan. Readers might make the analogy that the Japanese system was set
up to create as many of those Cancer Cure plants as possible that we
discussed in chapter 3. As the current problems in Japan suggest, the
analogy hangs together. That said, the system worked quite well for
many years. William Dietrich, who as the head of an American steel
processing company had to compete with the Japanese, wrote approv-
ingly of that system in 1991:

The strengths of the Japanese financial system go well beyond provid-
ing low-cost capital. Given the overborrowed position of industrial
companies and the overloaned condition of the city banks, the govern-
ment, as the lender of last resort, is able to direct investment toward
areas that will yield maximum benefits to the economy. . . . The Japa-
nese financial system is so structured and operated that it is a powerful
and effective instrument of state policy.®

That may have been the case when all was going well. Today, that
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house of cards is crashing down. The unrecognized bad loans are clut-
tering up the banks’ balance sheets. While a bank can hide a small amount
of bad loans, a bank full of them cannot lend. Why? While “good loans”
are repaid, allowing the bank to relend the money to new customers,
bad loans never repay their principal. So no new lending can take place.
No new lending means that new economic activity is hard to finance.
Eventually, the entire bank balance sheet comes to represent loans that
financed economic activity that occurred years before. Recession sets in.

Lifetime Employment

The final key for building capital for rapid industrialization was the
lifetime employment system. That system has received a lot of praise
from foreign observers, particularly on the political left, but it was the
real basis of Chalmers Johnson’s notion that “the claims of individual
citizens had to be held in check.” The system had three elements: life-
time employment with virtually no mobility between firms, promotion
with the firm by seniority, and compulsory retirement at age fifty-five.
In essence, a school leaver makes a lifetime commitment to a firm and
has very little freedom of choice after making that decision.

While the individual gives up freedom, an economic system that
has just been ravaged by war and is desperately short on capital gains a
lot from such a permanent employment system. The most obvious ben-
efit is that the working-life compensation of such a system is “backloaded,”
that is, it occurs late in the worker’s life. The firm can begin with an age
pyramid dominated by younger workers and, at first, “underpay” them
relative to the average compensation the worker expects over his work-
ing-life. That shortfall in wages can go directly into profits and therefore
capital formation. A second boost to capital formation comes in the
form of the early retirement age. While firms promise pensions, few
pensions are sufficiently high to maintain an adequate lifestyle. In a
society that has as high a life expectancy as anywhere on the planet,
retirement at fifty-five or sixty requires significant saving during one’s
working life to provide for a long and idle period after retirement.

Those two boosts to capital formation are rather explicit in such a
labor market arrangement. But two, more subtle, supports exist. The
first is that a lifetime employment arrangement makes the cost structure
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of the firm more variable, reducing the risk of lending to the firm. La-
bor becomes a variable cost tied to profitability as firms more easily
obtain wage concessions from workers who have nowhere else to go.
That lower risk environment helps sustain the high debt-to-equity ratio
described above, in which capital, paid for with interest, not dividends,
is a fixed cost.

The other subtle support comes from a lack of options for the
highly skilled and highly competent worker. In the U.S. market, par-
ticularly in a high-tech area like the computer industry, a dissatistied
group of top-ranking workers might think nothing of leaving the com-
pany and starting their own firm. That gives them enormous leverage
over management, which must either pay them more (diverting capital)
or face a severe disruption. The potential for such types of mutinies also
makes lenders much more cautious and makes high-debt finance im-
possible. Most high-tech firms rely heavily on equity financing. In
constrast, in Japan, with a financial market dominated by bank debt
and no room for employment except through a lifetime system, these
“malcontents” have no options, and the existing firm is a “safer” place.

Of course, all those arrangements carry side benefits to a society.
Many Western admirers of Japan have noted the lower disparities of
income, particularly lifetime income, in Japan relative to the United
States. Of course, in a society where a single lifetime employment choice
is made available, pay is set bureaucratically, and promotions are based
solely on seniority, disparity of income can be sharply reduced. Most
important, the high income outliers in the American income distribu-
tion, often entrepreneurs who left the corporate culture to start out on
their own, are a much greater rarity in Japan. It is also obvious to the
Western visitor that Japanese society manifests its inequalities not through
income but through interpersonal relations. Hierarchy and status are
continuously reinforced in every interpersonal encounter—from bow-
ing as a form of address to where one walks in relation to one’s boss.

The Bureaucracy as Ruling Class
In such an environment, little doubt exists about who really is boss.

When a MITTI official meets with the head of a company to discuss
affairs informally, the MITT official is typically ten or fifteen years younger
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than the corporate chief. In a hierarchical society dominated by
seniority-based promotion, that would be similar to a junior vice presi-
dent in one company being the counterpart of the chief executive of-
ficer in another. Albert Craig quotes a young bureaucrat, Masuda Yoneji,
in a most candid comment regarding his treatment by businessmen much
his senior. His treatment was “with such a combination of respect and
deference that for the first time in his life he felt the ‘indescribable
pleasure’ of embodying in himself the ‘power of the state.””*!

Why does the rest of Japanese society, in particular, the business
community, tolerate such a concentration of power? Of course, the most
obvious reason is that the bureaucracy holds enormous power. The de-
velopment model described above gives the bureaucracy a substantial
amount of control over the success and failure of an individual com-
pany. But that is somewhat circular: the bureaucracy has power because
it has power. First among the reasons is a factor that all students of
bureaucracy, dating at least from Max Weber, would recognize: the bu-
reaucracy is cohesive in asserting its power.

Furthermore, the background, training, and recruitment of the
bureaucracy serve to create a degree of homogeneity of perspective that
allows the bureaucracy to maintain that cohesiveness of purpose. But,
for practical reasons, the “bureaucracy” as a class is much larger than the
upper reaches of public-sector employment. The informal ties between
senior civil servants and their private-sector counterparts are vast. His-
tory goes a long way in explaining that development, and Sakakibara
himself tends to give substantial credit to the U.S. occupation, at least
indirectly. As noted earlier, the economic bureaucracy was left intact
after the war’s purges. The current structure of the Ministry of Finance
remains virtually unchanged from that of 1937.*> But the bureaucracy
may also have had an easier time because its compatriots were taking
over the corporate sector as well, thanks to MacArthur. Many of the
individuals who provided the intellectual basis of the occupation were,
naturally enough, American New Dealers. They argued that the owners
of the prewar companies were largely responsible for Japanese aggres-
sion. The head offices of the major private firms were all purged. In
contrast to the untouched government bureaucrats, even the minor chil-
dren of major industrial families were subject to the purge. In the case
of Mitsui and Mitsubishi, any two former employees of either of the
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firms were prohibited from ever going into business together.”’

When the entrepreneurial founding families of the industrial con-
cerns were eliminated from the scene, professional managers took over.
In effect, the governing structure of the corporate sector of Japan also
became bureaucratized. Or, as Sakakibara says, “GHQ’s [General Head-
quarters’] extremely tough antimonopoly-anticapitalist policies, how-
ever, firmly established professional management power, which eventu-
ally was to act as a sturdy foundation for large Japanese corporations.”*
Interestingly, financial institutions were not subject to the general breakup
of prewar industrial concerns. That allowed a shift to the bank-based
capital lending described earlier that was not intrinsic to Japan. Before
the war, direct financial markets, particularly the bond market, were
flourishing. After the war, they were replaced almost entirely by the
banks and their more bureaucratic and regulatory practices.

Thus, the occupation cemented bureaucratic control of the corpo-
rate sector as well as the government and put in place a system of corpo-
rate finance that reaffirmed the arrangement. That change meant that
the system also concentrated power in a very small and cohesive group.
In 1963, for example, roughly 65 percent of the top bureaucrats at the
economic ministries were graduates of Tokyo University. The same was
true for 40 percent of the top business executives in the country. Of
course, individuals enter those exalted ranks solely on the basis of a
meritocratic examination system. While that may mean that the family
backgrounds among this ruling group vary, their skill sets and socializa-
tion have been ruthlessly homogenized by the process of gaining admis-
sion.

William Dietrich, who by and large is an admirer of the Japanese
system, summarizes that homogeneity well:

In the United States the social-selection process may extend over a
lifetime, allowing for several variables: “late bloomers,” inheritance,
class, family connections, the exercise of skill and cunning in lieu of
formal education, and even a fair role for Lady Luck. In the much
tighter Japanese social system, the importance of these factors is greatly
diminished. The educational system, for better or for worse, carries
the bulk of the burden of assigning each member of society a function

and status, and thus his or her “proper place.”

Thus, a business leader questioning the legitimacy of the bureaucrat in
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making a decision, as is often the case in the United States because of a
lack of experience in the “real world,” would mean that leader’s ques-
tioning the legitimacy of his own position.

As the bureaucrat and the business executive in Japan share a simi-
lar past and outlook on life, they also share a similar future. The Japa-
nese have a special name for the signal that it is time to leave, “kata-
tataki,” or patting on the shoulder. But early retirement in the bureaucracy
means that the business community ends up attracting a large number
of former bureaucrats into high positions of authority. In fact, the Japa-
nese have a most telling name for retired bureaucrats moving into top
positions in private corporations—amakudari—literally, descent from
heaven. In a system in which knowledge of the bureaucratic
decisionmaking process is financial life or death, recruitment of those
individuals is a most sensible policy for the company.

Bureaucracy and Politicians

What is more remarkable than the acceptance of the bureaucracy by the
corporate sector is the acceptance of the bureaucracy by the political
sector. Again, though, the bureaucracy finds itself in a peculiarly influ-
ential position and thus is, by and large, able to influence the political
process for much the same reasons as it influences corporate
decisionmaking. This extent of power and influence makes it largely
invulnerable from attack.

Members of the Diet have no independent policy staff and so are
required to rely on the bureaucracy for all phases of their work. But the
most important adage for any bureaucracy is that information is power.
A recalcitrant politician who may seek independence from his nominal
subordinates will soon be punished by them. An “inadvertent” but still
critical omission during a briefing might leave the official unprepared
for parliamentary debate. That form of discipline helps keep the indi-
vidual politician in line.

But, as with the corporations, it is history and particularly the oc-
cupation by MacArthur that really cemented the dominance of the bu-
reaucracy. That resulted from MacArthur’s following a very natural
path of least resistance in seeking talented men, relatively untainted by
the war, to hold senior positions. Who else in 1946 had both the talents



Economic Puppetmasters . 78

to govern and the absence of disqualifying military involvement in the
war but the upper echelons of the civilian bureaucracy? Step one in
bureaucratic ascendancy in politics was the bureaucrats’ becoming the
top politicians.

The first man MacArthur picked to be prime minister, Shigeru
Yoshida, exemplified that. Yoshida had graduated from Tokyo Univer-
sity (of course) and pursued a successful career in the prewar Foreign
Ministry. He was an acceptable prime minister because during the war
he took an early and forceful position in seeking peace with the United
States, for which the Tojo government had imprisoned him. Although
he held office for seven years, Yoshida was still a Tokyo University—
educated bureaucrat turned politician, hardly a “man of the people.”
Where else would he turn to staff the top political jobs in his adminis-
tration but to men with similar backgrounds?

After he was forced from office, Japan had a brief interlude of pro-
fessional politicians’ holding the office of prime minister. But in 1957
Nobusuke Kishi took power. Just like Yoshida, Kishi was a former bu-
reaucrat. Indeed, he had been a key member of the cabinet for eco-
nomic mobilization during the war. So important was his bureaucratic
role that the occupation declared him a class A war criminal. It was
probably his bureaucratic arrogance that caused him to push the AMPO
through the Diet in 1960. But, during his regime, former bureaucrats
continued to hold most of the top political posts. He was followed by
Hayato lkeda (of income-doubling fame). Ikeda had been a top official
in the Yoshida administration and had become famous for noting that
“bankruptcies [of medium and small companies] were inevitable” and
that poor Japanese families unable to afford rice should “eat barley.” His
bureaucratic arrogance had gone too far in 1952, when as minister of
industry he was quoted as saying that it “cannot be helped” if some
bankrupt business owners were “driven to suicide.” Next in line came
Eisaku Sato, who, like the others, was a graduate of Tokyo University
and a career civil servant. To show how tightly knit the fabric of the top
classes was, Sato actually was the younger brother of Prime Minister
Kishi. Thus, from 1946 until 1972 the political establishment was in no
position to challenge bureaucratic rule. Indeed, a virtually seamless web
existed between the upper echelons of the bureaucracy and the top elected
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officials in the land. The close alliance between the bureaucracy and the
ruling Liberal Democratic Party continues to exist to the present.

In 1972 the first cracks began to emerge in that system, and they
are cracks that are part of the undermining of the system to which we
now turn. But even today, if we look to the mandarin to reform the
system, we are looking in the wrong place, because, in Japan, the man-
darin s the system.



Mandate of Heaven Withdrawn

Hell hath no fury like a bureaucrat scorned.
—Milton Friedman'

oday, with the Japanese economy and financial system in the

midst of severe crisis, we can easily criticize the mandarin sys-

tem. But we should first acknowledge its successes. Not only
did Prime Minister Ikeda’s income-doubling plan succeed, but Japanese
GDP continued to expand at an extremely rapid rate. Today, Japanese
per capita GDP is roughly equivalent to that of America or Europe.?
Furthermore, if that sincerest form of flattery, imitation, is any guide,
the Japanese created a model that has been imitated throughout East
Asia. When America’s leaders lecture Japan, as they did at the G-7 sum-
mit in 1997 and, as they regularly do when they visit Tokyo, they should
bear in mind that before taking office, some of them were recommend-
ing that the United States imitate Japan in areas ranging from labor
markets to industrial policy to fiscal affairs.’

Nor should any criticisms of Japan reflect negatively on the hard
work and sacrifice of the Japanese people, for it is they, not the bureau-
crats, who really rebuilt Japan. There is absolutely no reason why Japan,
with a hard-working, highly educated, and talented population, cannot
again be the envy of the world. But to do so, Japan must recognize its
weaknesses. Furthermore, as the current financial crisis unfolds, we on
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the outside must understand why Japan has trouble acting the way we
think it should to minimize the crisis. As we saw in our examination of
America, the contrarian may have been successful, but he has limita-
tions on his freedom of action. So, too, does the mandarin.

So we turn not to the programmatic changes that the Japanese
government and bureaucracy might implement, but to the structural
features of the Japanese paradigm that keep it performing the way it
does. Those structural features grow from the choices Japan (and the
occupation) made after the war, although some have even deeper roots.
Until the political economy of Japan changes, and with it the assump-
tions that underpin its governing structure, Japan will continue to make
the same types of choices that have characterized its postwar history.
Understanding that structure of choices is key to determining the bold-
ness of the Japanese response and evaluating whether the system will
continue to be paralyzed in the face of the financial crisis in which it is
now mired.

Structural Feature #1: Pork vs. Policy in Politics

One of the supposed strengths of the Japanese paradigm had been that
highly trained and educated bureaucrats made policy. William Dietrich
and others have contrasted that professional management of policy with
the narrow “political” focus of American decisionmaking. In essence,
“nonpolitical” means “beyond debate.” While Americans may argue
whether a government is “probusiness” or “proconsumer,” or whether
government should help business or be laissez-faire, the Japanese have
settled those issues, especially with regard to trade and industrial devel-
opment. In Japan, the bureaucracy is the guiding hand of business, and
those issues are beyond debate.

But politics must be based on something. Politicians do not go
before their constituents and ask them to toss a coin. Nor is it credible
for a politician to go before the electorate and say, “Vote for me and I'll
leave the bureaucrats alone to do the great job they’ve been doing.” Suf-
fice it to say that, as in other countries, politicians must justify their
existence or they will be turned out of office.

The bureaucratic emphasis on policy setting meant, effectively, that
national policies were not the realm of the politicians. That left an un-



Economic Puppetmasters . 82

due emphasis on what all politicians everywhere try to deliver: pork. No
one imagines that pork-barrel projects are unique to Japan. They exist
everywhere, and all politicians try to produce projects back home paid
for by the central government. We have no more a concrete (literally)
symbol of what a politician did for his voters than cutting the ribbon on
a new highway or a new building paid for by the government.

In America, former Speaker of the House Tip O’Neill was famous
for his saying, “All politics is local,”* by which he meant that delivering
the goods and services to the constituents back home was crucial to
electoral success. But that did not stop O’Neill and his colleagues from
playing an active role in national policymaking and in using those policy
issues to sway voters back home. In America and in most other democ-
racies, we expect the politicians to take stands on “the issues.” Nor do
Japanese politicians completely ignore “the issues.” A Japanese electoral
campaign has some ideological content. What is different is the empha-
sis. When the bureaucracy makes all the key decisions, the emphasis on
issues is misplaced. If a typical American campaign is five parts pork
and five parts policy, one in Japan is nine parts pork and one part policy.

The constitution that General MacArthur bequeathed to the Japa-
nese contributed to that deemphasis of policy. MacArthur had as his
principal objective prohibiting the rise of a strong militarist leader and
so designed a representation system to make that difficult. Instead of
the single-member system of seats in which the largest vote getter is
elected, MacArthur created multiseat districts in which the top three,
four, five, or six vote getters enter Parliament. A national party with 55
percent of the votes might sweep Parliament in a single-member sys-
tem. In the multimember system, the party would have to fight hard
and carefully control its supporters to hold three of the five seats in a
multimember district.

That system worked well at MacArthur’s objective. But it also meant
that members of the same political party were effectively competing
against one another at election time. It is hard to run an issues-driven
campaign when one or more of your competitors have endorsed exactly
the same political manifesto as you have. The “marginal voters” to whom
each politician naturally appeals are likely in such a system to be those
of the politician’s own party who may be tempted to vote for another
candidate of that party. So the incentive to appeal on ideological grounds
is replaced by the question, Who in my party has done the most for me?



Mandate of Heavan Withdrawn |, 83

The rise of one of the most successful mavericks in Japanese post-
war history—Kakuei Tanaka—drove that point home to the Japanese
political system. In 1972 the bureaucracy got the biggest surprise of its
postwar stint in power when Tanaka bested Liberal Democratic Party
rival Takeo Fukuda to succeed Sato as prime minister. Fukuda was clearly
the favorite of the establishment, not only a graduate of Tokyo Univer-
sity, but first in his class at the law school. Tanaka, by contrast, never
graduated from college. Fukuda rose on the fast track as a bureaucrat at
the Ministry of Finance. Tanaka was a self-made man with a background
in construction. In short, Fukuda was a mandarin, Tanaka was a man of
the people.”

To pull off a coup like that against the policy-driven bureaucracy,
Tanaka had to succeed famously at building a career on that other leg of
politics: pork. Tanaka represented Niigata, the western Honshu prefec-
ture where he grew up. It is on the “wrong” side of the spine of moun-
tains that runs down Japan and thus is dominated in winter by bliz-
zards, originating in Siberia, that gain moisture as they blow off the Sea
of Japan. Tanaka, who learned the construction business from the ground
up in his youth, founded the Ezsuzankai, “the Association for Crossing
the Mountains,” which became the core of his political machine. He
made sure that every village in his prefecture got the road, or the bridge,
or the snow plow that it needed.

That tendency to deliver the goods persisted throughout his ca-
reer. In his stint as postal minister he controlled licensing of new televi-
sion stations. Before his ascendancy, the bureaucracy had granted only a
handful of licenses. In a single weekend Tanaka overruled the bureau-
crats in the ministry and gave out forty-three new permits, saying, “This
is the time to make history in Japan’s electronic waves.” In 1965 a crack
in the stock market threatened a collapse in the securities sector. Tanaka,
then finance minister, arranged a direct loan from the Bank of Japan to
one of the four large brokerage firms of the country. It is a historical
footnote that the firm in the most trouble during the Tanaka bailout
was Yamaichi, which finally collapsed in 1997, during the current eco-
nomic crisis.

It should surprise no one that this process creates a close tie be-
tween money and politics. Tanaka, a businessman and not a bureaucrat,
had few compunctions about making the role of money more explicit in
his new-found business. He is alleged to have told supporters that he
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got his cabinet job in 1958 by giving Prime Minister Kishi ¥3 million in
cash. In his 1972 election as prime minister over Fukuda, he was ru-
mored to have spent some ¥5 billion—the equivalent of U.S. $16 mil-
lion at the time. At another juncture, Tanaka is reported to have taken a
television announcer to his home to persuade him to be a candidate.
There, a pile of cardboard boxes sat next to a safe. He opened a box,
filled with yen, and handed it to the prospective candidate saying, “You
can’t be a politician if this amount of money makes you nervous.”

Money and favors created a powerful political machine. They in-
evitably undermined the bureaucracy as well. When Tanaka was suc-
ceeded as finance minister, his successor was reportedly told about the
need to distribute midyear and year-end presents ranging from cosmet-
ics for telephone operators and neckties for clerks to wads of cash for
those of higher rank. The typical semiannual gift to the top 200 officials
was ¥500,000 (about $3,500 today).®

Of course, one of the problems with delivering such money is the
need to raise it. What ultimately brought Tanaka down was the so-called
Lockheed bribery scandal. Tanaka urged All Nippon Airways, a private
firm, to buy Lockheed planes for its fleet. In return, Lockheed paid
Tanaka a ¥500 million commission. Of course, that was all part of the
same system that began with his formation of the Etsuzankai. As was
once attributed to him in another “deal,” he said, “I don’t want a bribe,
I just want to receive political donations from the contractor who wins
the bid.”

The scale of corruption only grew after Tanaka left office and per-
haps reached its peak in the 1993 arrest of Shin Kanemaru, a great po-
litical fixer of the 1980s. When his homes and offices were raided, po-
lice found more than $30 million in cash and bearer bonds and more
than 200 pounds of gold bars."

Sakakibara notes that tendency as well:

The role of politicians in this process is to tend to the funding needs of
their local “enterprises” and to lobby the central government on their
behalf. In this sense, Japanese politicians have a much stronger “entre-
preneurial” side than their European or U.S. counterparts. This trait
owes largely to the nature of the Japanese public sector, which is domi-
nated by public works and financial operations."

Some commentators, particularly Japanese critics of the system,
identify such corruption and money politics as the problem. While un-
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savory, the Japanese economy and political system could well survive
side payments between politicians and bureaucrats and winning con-
tractors and politicians. No, the root of the problem is that politics has
been reduced to the delivery of pork—or, as Sakakibara so delicately
put it, that the “entrepreneurial” side of Japanese politicians stems from
the public works nature of the Japanese public sector. Those side pay-
ments are just a natural outgrowth and supporting pillar of a system in
which too much money is simply wasted on pork barrel projects.

Japan is world-renowned for having a high savings and investment
rate. But a substantial portion of that investment is devoted to public
works and private-sector projects related to those public expenditures.
In 1985, for example, Japan spent 4.8 percent of its GDP on infrastruc-
ture projects, three times the share of GDP spent in the United States
and roughly twice the share spent in Europe. Fixed-capital formation
comprised 28 percent of total GDP compared with about 18 percent in
the United States and Europe.'

Those two facts are related since the government spending is often
only a portion of the “development” that happens when a new infra-
structure project is laid. Sakakibara summed that point up nicely:

In the process of implementing public works, the state plays an over-
seeing role as fund supplier rather than acting as the direct instigator.
Even in the area of roads, where the share of the state and public cor-
porations is comparatively large, it still only accounts for 30 percent.
This state role is extremely important when subsidies and other direct
funding are combined with the previously mentioned indirect fund
supply of investments and loans."

In short, much of the extra 10 percent of GDP that Japan spends
on fixed investment is infrastructure-related. Japan has reached the situ-
ation where it has one construction company for every 200 people, where
10 percent of all jobs are in construction. Today, that extra 10 percent of
GDP spent on infrastructure amounts to roughly $450 billion per year."*
The real question is, What do the Japanese get for all that extra money
spent on infrastructure? The answer is far from clear.

Despite Japan’s vast financial wealth, typical Japanese workers live
in small apartments and are forced to commute standing up, packed
like sardines, for sixty to ninety minutes each way to get to work. Surely
those extra infrastructure funds have not bought better housing or bet-
ter rail service. To get to a golf course on a weekend (assuming one has
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the $200 green fee and can get a reservation), the golfer must set out
extra early for the two- to three-hour drive. Surely those extra infra-
structure funds have not gone into parks and recreation.

Thus, one of the most fundamental problems caused by the politi-
cal emphasis on “pork” is a low return on public-sector investments.
The key issues—adequate rail service, particularly at rush hour, better
housing, and better recreation facilities—have managed to get pushed
to the back of the agenda. Furthermore, because government infrastruc-
ture spending attracts private spending, much of the investment by Japa-
nese companies gets tied into similar low-return projects. The politi-
cians and the bureaucrats who control those funds benefit from this
system—so the system is resistant to change. The people and economy
of Japan pay the price.

Of course, everyone realizes that the political system is dysfunc-
tional and corrupt. So everyone regards investigations of money politics
and corruption as the “problem,” much as they are viewed in the United
States. Scapegoating, as we noted before, is an inevitable part of a sys-
tem trying to save itself. But American political reformers should take
note. Despite all the money floating around in Japanese politics, the
government bans political advertising on television and strictly limits
individual and corporate contributions. The problem is not the corrup-
tion but rather the issueless nature of the Japanese political scene. As
long as the bureaucracy makes policy, the politicians have only one job
to do: bring home the pork.

Structural Feature #2: Excessive Debt Finance

As we discussed in the last chapter, the highly leveraged approach to
Japanese finance was one of the keys to its success. By relying on debt
finance and a highly leveraged banking sector, an impoverished Japan
was able to take full advantage of the scarce capital that was available to
it. Unfortunately, that important part of the postwar growth paradigm
was left unchanged, even though Japan became one of the richest soci-
eties on the planet. The result was a hyperabundance of capital that
created a frenetic asset boom followed by a financial collapse.
Consider again the process described in chapter 3 by which an
asset bubble gets going. An initial shortage of land or buildings leads to



Mandate of Heavan Withdrawn . 87

a variety of new investment projects. Land prices and existing space get
bid up in price. People feel richer, borrow against the higher value of
their land, homes, and offices, and invest the proceeds. Some of the
investment is in still more capacity; some simply results in ever higher
prices for existing real estate. At some point, the process comes to a halt
when too much real estate is on the market and prices collapse.

The Japanese experience of the late 1980s—the “bubble”—devel-
oped along the same psychological lines that exist everywhere. What
was different about Japan was the extent to which the banking system
force-fed capital into the bubble to make it one of the most explosive in
history. At one point during 1989, analysts estimated that the land of
the Imperial Palace grounds in the middle of Tokyo had a theoretical
value more than the entire state of California.” Typically, the rate of
growth of land valuations fairly closely tracked the rate of growth of
nominal GDP in Japan. Beginning in 1984, the trend began to diverge.
At the peak of the trend, commercial land prices in Japan traded at a
level over three times what would have been their normal level. Resi-
dential land prices were at two times the “normal” level.'®

The Japanese economy has languished ever since the bubble burst.
That too is an outgrowth of the highly leveraged bank-debt-driven fi-
nancial system that was key to the postwar Japanese economic miracle.
To understand that process, imagine yourself as the typical bank officer.
You have just followed standard procedure and approved a loan of ¥95
million to match the ¥5 million a developer has put up to build an
office building. You assumed that real estate prices would continue their
historic trend upward and therefore had no trouble with the high debt-
to-equity ratio in that loan.

Now imagine that instead of rising, real estate prices fall by 20
percent. The ¥100 million property in question is now worth ¥80 mil-
lion. The borrower comes in and says, “I am so sorry, but I am unable to
repay the loan as the property is now worth less than what I owe.” What
should you, the banker, do? Consider your options.

The first option is to foreclose on the property. A number of rea-
sons unique to Japan, including its bankruptcy procedures, make that
an unlikely option. But that option looks unattractive for another rea-
son that has little to do with the details of Japanese law. Remember, not
only was the borrower highly leveraged, but so was your bank. The bank
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would have to take a ¥15 million loss if it foreclosed on the property
and would reduce the value of its capital by that amount. Following the
highly leveraged procedures of Japanese banking, the bank had extended
its loan-to-capital ratio at a twenty-to-one ratio. Taking a ¥15 million
reduction in capital would eliminate not only the capital standing be-
hind that ¥95 million loan, but behind loans totaling ¥300 million! In
effect, the bank would have to start calling in more of its outstanding
loan portfolio to keep up its capital-to-loan ratio. The trouble with call-
ing in all those other loans is that most of the other borrowers are in
similar difficulties and would require further write-downs of capital. So
foreclosure is not an attractive option.

The second option is to offer the borrower a deal. As a lending
officer, you have long valued this customer’s business, you explain. It is,
after all, a Japanese tradition to believe in long-term business relation-
ships and not short-term profit. So the bank will not foreclose on the
loan. All it asks is that the borrower continue to pay interest on the loan.
That way, with interest coming in, the bank could continue to classify
the loan as “performing.” It would not have to write down a loss on the
loan, reduce its capital, or call in other loans. Oh, and by the way, if the
old interest rate should prove unaffordable, we can be flexible on terms
as well. As long as the interest rate covers the cost of funds, the loan will
still generate a cushion. Over time, the bank can use that cushion to
build up a loan-loss reserve to cover the eventuality of foreclosure.

Japanese banks went for that second option, arguably a very sen-
sible call in a difficult situation when considered on a case-by-case basis.
But remember the famous lesson of Keynes—the fallacy of composi-
tion. The balance sheets of the Japanese banking system began to fill up
with loans like the one described above. They continued to pay interest
and so were never counted as “bad” loans, but the bank was in no posi-
tion to get rid of them and free up either the money or the bank capital
it had committed to the loan. To do so would require the bank to take a
loss and mark down the value of its capital.

Consider, for example, what happened to the portfolios of the eleven
city banks, what in the United States we would call commercial banks.
In 1985 they had outstanding real estate loans worth some ¥6.9 trillion.
Ten years later, their real estate loans totaled ¥26.7 trillion.” The trouble
was, the value of Japanese commercial real estate in 1995 was actually a
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bit lower than it was in 1985." Virtually the entire ¥20 trillion increase
in the banks’ real estate exposure probably represented loan commit-
ments not unlike the one described above.

On top of that, banks also lent to construction companies and
other financial conduits. The latter were part of the financial pyramid
scheme that helped the Japanese system gain access to cheap capital.
The former were naturally good customers during the boom period.
But, after the bubble burst, all those industries were in trouble. Of the
twenty-one big banks in the country, including the commercial, trust,
and long-term credit banks, total loans to those three industries expanded
threefold between 1985 and 1995, from ¥32 trillion to ¥103 trillion, an
increase worth $680 billion. Roughly one-third of the balance sheet of
the twenty-one largest Japanese banks comprised loans to those three
sectors in 1995, up from just one-fifth ten years earlier."”

What is the harm in this? Not foreclosing on someone whose in-
vestment just happened to go bad seems like the kind of bank with
which many readers might like to do business. As long as the original
borrower still promises to repay the loan sometime, is there any harm in
this practice? After all, this resembles somewhat the way many Ameri-
cans treat their credit cards, just paying the interest and letting the prin-
cipal sit.

Not foreclosing on such loans has two problems. The first is that
those funds are essentially “dead” when it comes to funding new eco-
nomic activity. Imagine a small businessman walking into one of these
banks to fund his expanding enterprise. “Sorry,” he would be told, “but
all of our funds are lent out and our capital committed.” For an economy
nurtured by bank capital, that is slow strangulation. All the economic
activity that the banking sector finances had already taken place years
ago when the bad-loan office buildings were constructed; the banks have
no room to finance new activity.

The second problem has to do with the property market itself, for
it too is dead in this circumstance. None of the owners of any of the
property purchased during the bubble years can sell. The proceeds from
the sale would not cover the bank loan on the property. Buyers also
recognize the problems in the market. When everyone knows that all
those bad loans are underwriting property that has to be liquidated somze-
time, why would anyone want to buy 7ow? The overhang on the market
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is quite substantial, and its eventual elimination would keep prices de-
pressed for a long time to come. No one should want to buy in such a
structurally depressed market.

So Japan sits and languishes, drowning in bad debt, with its banks
paralyzed. A highly leveraged capital market driven by bank debt works
fine when an economy is booming along at record rates of growth.
Maximum use is made of scarce capital. The other key advantage of
bank debt over bond debt is that it is more easily subject to regulation.
Just as the political system is set up to give mandarins, not politicians,
control over policy, so the capital markets are set up to favor bureau-
crats, not capitalists.

Structural Feature #3: The Revenge of Lifetime Employment

Just like bureaucratic control and a highly leveraged banking sector, the
third pillar of the Japanese success story—its labor market—has also
turned into an economic ball and chain. Much of this was eminently
predictable. Recall that one of the key advantages of lifetime employ-
ment to firms rebuilding after the Second World War was that an
employee’s lifetime compensation (the only issue that mattered when
you have lifetime employment) was back-loaded. That allowed firms to
load up on a relatively young work force at an artificially low labor cost.
But time passes, and the age structure of the Japanese work force is
decidedly unfavorable to the traditional age-based wage structure.
Demography has also been punishing. Like many countries, Japan
enjoyed a baby boom just after the war. But the baby boom collapsed
much sooner than in other countries. For example, 46.5 percent more
babies were born in the five-year period centered on 1950 than in the
five-year period centered on 1960. Today, the Japanese birth rate is well
below the replacement level.?* In such a demographic structure a
seniority-based system of wage compensation produces a high-cost, not
a low-cost, system. Indeed, in one important respect, the labor market
system is quite like the bank debt system. Once the period of rapid
economic growth stops, the institution is left with a large stock of older
loans and workers that produces subpar returns but cannot be replaced.
As a result, the institution has no room for the new and the profitable.
But a lifetime employment system also creates an inefficiency for
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an economy in transition. Today, the market is changing very rapidly
and demands nimble firms that are able to redeploy their productive
assets—capital and labor—very quickly. The contrast with America is
quite striking. There, every week roughly 325,000 people apply for un-
employment benefits, even as total employment grows at the rate of
50,000 per week. Total new job creation therefore amounts to some 20
million per year, more than making up for some 17 million jobs that
disappeared.”’ On net, roughly one job in six in America is “new” every
year.

Also missing from the Japanese lifetime employment system is a
vibrant entrepreneurial system. A Bill Gates (cofounder of Microsoft)
has very little chance in a society that favors meritocratic advancement.
After all, Gates dropped out of Harvard. In Japan he would have had no
access to capital. Yet the Bill Gateses of the world are key to a dynamic
economy. In the first quarter of 1998, for example, the rise in the mar-
ket capitalization of Gates’s company equaled roughly half the growth
of American GDP** Granted, that may say more about irrational exu-
berance in the stock market, but the virtual absence of such firms in
Japan is a real problem. Cultural biases certainly do not help. It is hard
to imagine a Bill Gates succeeding in a society where a popular expres-
sion is, “The protruding nail gets hammered down.”

If one had to select a word to describe the Japanese labor market,
like so much else in Japan, it would be bureaucratic. How else would
one assess a system that places its newcomers on a career path dictated
exclusively by their performance on a written test? Or in which that test
examined factual knowledge rather than aptitude? Where but in a bu-
reaucracy does one find promotion and compensation based solely on
seniority?

Interestingly, like the political system and the capital market, such
a labor market helps maintain the bureaucratic status quo in the
decisionmaking process. The key to bureaucratic domination is that it
be clear to all that the governmental apparatus attracts the best and the
brightest. That would tend to produce a higher quality of decisionmaking,
of course. But, probably more important, that is the key to the
bureaucracy’s legitimacy as well. If high fliers were to go elsewhere, one
might tend to think that they could make decisions at least as well as
individuals in the government. By making the entire private labor mar-
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ket universally unattractive to those high fliers, the attractions offered
by a career in the elite civil service suffer no competitors.

It probably also helps in this regard that the Japanese tax system is
particularly punishing on high earners. The top tax rate is 65 percent. It
is very difficult to become independently wealthy as an entrepreneur
when the Ministry of Finance is a two-thirds partner in any success you
might have. Making money is therefore diminished as an alternative. It
is much more sensible to be the bureaucrat in the Ministry of Finance
who collects the 65 percent while letting others do the work and take
the risks.

But now the Japanese lifetime employment system faces another
challenge that no one dreamed of after the war—emigration. Today,
nearly three-quarters of a million Japanese citizens live abroad, a figure
that has risen 50 percent in a decade.” Many corporations make sure
that they rotate some of their most promising managers through foreign
assignments. Exposure to the world outside Japan gives individuals ex-
posure to an alternative their parents and grandparents never dreamed
of. It is not simply a choice of lifetime employment by one large corpo-
ration or another—but of an entirely different working life.

Exposure to an alternative lifestyle is particularly corrosive for one
key element of the population—educated women. Employment pros-
pects in Japan for professional women exist, but only if the individual is
prepared to make extraordinary sacrifices. The great majority of Japa-
nese women face truly dismal prospects in the work force and therefore
stay home, focusing on the children’s education and managing the fam-
ily finances. But, when their husbands are stationed abroad, they are
exposed to American or European upper-middle-class living standards,
especially housing, that would be considered palatial in Tokyo. Nearly
all the younger Japanese who have been exposed to life abroad have a
common goal—returning to live abroad. They also share a common
motivation: pressure from their wives.

The potential threat this poses to the Japanese economy should
not be underestimated, for Japan now faces the possibility of a brain
drain. Educated women and men are both likely to find their immedi-
ate postgraduation prospects brighter abroad than at home, particularly
if they are already fluent in a foreign language. Freshly minted MBAs
can well earn more in New York or London than they could expect to
earn on the traditional career ladder in Tokyo until they were well into
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their thirties, or perhaps later. And, if those MBAs are female, their
lifetime earnings, lifestyle, and professional prospects are much higher
abroad. While that threat to the system is still limited, its menace will
grow in the years ahead, siphoning off the very workers a revitalized
Japan will need the most, unless the Japanese substantially modify the
traditions established in the postwar labor market.

Structural Feature #4: Bureaucratic Attitudes

The labor and capital markets are foundering because they were estab-
lished along lines that are no longer the best suited to a thriving modern
economy. The political system prevents a rapid change in policy because
the politicians have essentially been eliminated from the process, leav-
ing most matters to unelected mandarins in the bureaucracy. All this
means that if one is going to find the key to the challenges facing Japan,
he must return to examining bureaucratic behavior and attitudes. Given
the entrenched position of the bureaucracy in Japanese politics and the
Japanese economy, it is quite reasonable to argue that if change is to be
made, it will be made by the mandarins.

Sakakibara, our quintessential mandarin, is quite confident: “As
we have done for the 130 years since the Meiji Restoration, we will
quickly absorb what needs to be absorbed and become fully competitive
with the Anglo-Saxon and other systems.”** The term we can be subject
to two somewhat different interpretations, we the Japanese and we the
elite bureaucracy. After all, the elite bureaucracy did the absorption af-
ter the Meiji Restoration. Suffice it to say that Sakakibara believes in
reform from the top down. In ruminating on Japan’s immediate pros-
pects, he states:

[The history of reform is surprising;: it has often been tough conserva-

tives who have implemented genuine reforms. Edmund Burke spoke

of radical reform to preserve nationhood, and it is exactly that type of

reform that the Hashimoto government has set about implementing.

L, for one, have long defended the Japanese-style market economy, and
my position remains unchanged.”

What exactly is the “Japanese-style market economy” that
Sakakibara is defending? It may be quite different from what we now
think of as a market economy. Certainly, different countries will adopt
political and economic systems that are suited to their histories and par-
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ticular circumstances. (This book in fact is an effort to explain the dis-
tinct political and economic paradigms of the United States, Japan, and
continental Europe.) Sakakibara goes further:

However, a more fundamental issue is whether or not democracy and
neoclassical capitalism are the only or ultimate goals, or even whether
any goal needs to be established. China has set its sights on establish-
ing a socialist market economy, and relative to Russia . . . (which ex-
perimented in shock therapy aimed at swiftly establishing democracy
and neoclassical capitalism) . . . has so far succeeded in introducing
many facets of market mechanisms without major economic or politi-
cal upheaval.*

Sakakibara tends to agree with Samuel Huntington’s argument that
the cold war was largely a Western civil war between the conflicting
ideologies of socialism and neoclassical economics. Those ideologies, in
Sakakibara’s view, were different versions of progressivism, which sought
“a rapid increase and fair distribution of material welfare.” Today,
Sakakibara says, “Progressivism, which has been the dominant ideology
for the past 200-odd years and particularly the past 50 years, has to be
and is, in fact, ending.””’

The first threat to progressivism is the rise of the multinational
corporation whose interests “and those of workers and consumers start
to diverge and the cohesion of the nation-state as an economic unit
disintegrates.””® Sakakibara concurs with former U.S. Labor Secretary
Robert Reich’s view that the relatively free movement of financial capi-
tal and the globalization of markets lead to strategic trade rather than
free trade, undermining the progressivist global trading order.

The second threat to progressivism is the environment, and in this
regard he also departs from advocates of economic progress:

Optimists argue that the causality between greater human activity and
environmental destruction is not well established, and that environ-
mentally friendly technological innovation will eventually solve these
problems. This is a typically arrogant progressivist view. . . . The pro-
gressivists' confidence in human competence and technology could
propetly be termed a myth because there is no logical reason to believe
such path-breaking technological change will occur.”

Sakakibara sees this collapse of Western progressivist ideology as
leading to a new nationalist impulse, away from the dominance of the

West and its alleged universality:
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The reemergence of civilization consciousness is directly related to deep
disillusionment with the ideology of progressivism. . . . Not universal-
ity but domination has produced the ascendance of the West. The
clash of civilizations is not the unavoidable result of coexisting civiliza-
tions, but rather the result of contact with Western progressivism.*’

It would, of course, be a mistake to ascribe the views of Sakakibara
to that of the entire Japanese bureaucracy. Nor are his views uniquely
Japanese. His views of the shortcomings of neoclassical economics might
well be echoed in the upper ranks of American academia and bureau-
cracy, for example. But it is striking that this man is not likely to turn
Japan over to unbridled markets. Nor is his view questioning democ-
racy as an ultimate goal and praise for “market socialism” in China a
particularly ringing endorsement of government by the common man.

Someone seeking a single word to describe that view might well
choose “Confucian.” His views are nationalistic, anticapitalistic, and
bureaucratic. He emphasizes that “premodern philosophies and religions,
particularly Eastern ones, respect nature and the environment. In Japa-
nese Shintoism there is no clear-cut demarcation between nature and
human beings.””' He takes pride in what has been achieved in Japan
and in particular, “that there are virtually no capitalists, that an extremely
egalitarian pattern of income distribution has been realized, and that
competition via an efficient market system exists in Japan.”

Japan, he argues, is a system of “true equality and participation.”
The question is whether it “can be maintained as the system becomes
more open and transparent in response to the trend toward deregula-
tion and internationalization.”® The skeptic can wonder about the term
true equality, which has a regrettably Orwellian ring, and about whether
the office ladies and late bloomers stuck in dead-end jobs—bowing from
the waist—fully appreciate just how extremely egalitarian Japan really
is. But that is arguably a cultural difference.

Sakakibara is willing to make reforms, but no one should doubt
that his objective is really to defend the status quo. Those wondering
what path Japan is likely to take in the future take the following words
by Sakakibara quite seriously:

It is precisely in order to uphold the basic tenets of the system and to
maintain the prototype that its antiquated parts should undergo an
extensive overhaul. . . . Instead of trying to turn Japan into some cheap,
capitalist society in the name of deregulation and internationalization,
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for example, bold, structural reform is required to maintain the impar-
tiality of the public sector and the democratic features of the Japanese
firm.*

The question for Japan, Asia, and the world is whether this type of
conservative reform, led by the bureaucracy and instituted from the top
down, is really the solution or whether instead it will perpetuate the
problem. At the moment, we wait for the answer. But one thing is cer-
tain: the bureaucracy is unlikely to reform fundamentally a system of
which it is the central part. The Ministry of Finance will not voluntarily
go out of business. Either those Burkian reforms succeed or Japan may
risk a political upheaval that will place more than its economy at risk.
Neither eventuality is likely to be painless.



The Dictates of History

Whosoever desires constant success must change his conduct with the times.
—Attributed to Niccolo Machiavelli*

o far we have seen how the American system of political economy

sought out a contrarian to play the role of economic stabilizer.

The system appears to have found him in Alan Greenspan, care-
fully monitoring the dials and levers of the U.S. economy. In Japan, a
Confucian bureaucracy, inadvertently entrenched in power by the Ameri-
can occupation half a century ago, wrestles with a major economic cri-
sis. Both systems are products of historical development, the depression
and Second World War having pruned and shaped the institutions of
political economy. But, in both cases, history has left its mark and then
has been left behind. That is not the case in Germany, where historical
memories not only influence policy through the shaping of institutions
but live on as the driving thoughts of today’s decisionmakers.

The city of Bonn sits on the west bank of the Rhine River far from
the center of Germany in any sense of the word: geographic, demo-
graphic, or economic. As capital cities go, it is far from impressive, with
just 295,000 people; it ranks as Germany’s twentieth largest city. But,
for nearly half a century, Bonn has been the capital of Germany not
because of its size or centrality, but because of historical dictates. Two
historical facts converged to tell how Bonn happened to become the
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capital. First, in the final competition between Frankfurt and Bonn,
Bonn won owing to the fact that Konrad Adenauer, Germany’s first
chancellor, had his home in Rhondorf, a cozy twenty minutes away by
car. Frankfurt, being a bankers’ place, got the Bundesbank, the central
bank of Germany, and the Bundesverfassungsgericht, the Supreme Court,
was located in Karlsruhe. The Allies were obsessed with preventing a
concentration of power; hence, the three principal pillars of political
power were neatly decentralized, one in the British zone and two in the
American zone, and each in what today we would call a different “media
market.”

The second, and most pragmatic, historical fact was that Bonn
was as far away from the Red Army as possible, putting the Rhine, the
only significant natural barrier in Northern Germany, between the capital
and the most likely would-be invader. As late as the 1970s, that was a
serious issue, as described in the best-selling book 7he Third World War,
by the British NATO General Sir John Hackett.

For the forty-four years before 1989, the prospect of invasion from
the east was a central fact of German life. NATO planning indicated
that Russian tanks could cross most of Germany in a matter of a few
days, before support from across the Atlantic was possible. Universal
conscription was therefore a fact of life for German teenagers. But casu-
alties would likely go far beyond males of military age. Tactical nuclear
weapons, as well as biological and chemical agents, were all potentially
in play in the event war broke out. That a war could leave much Ger-
man territory essentially uninhabitable was not impossible.

That deep-rooted fear expressed itself in the emergence of Europe’s
largest peace movement in the 1970s. Ultimately, the peace movement
and the environmentalists merged to form the Green Party. Today, the
German Green Party is the largest of its kind in the world and has be-
come a coalition partner in the national government.’

These sobering facts would focus the mind of any leader. Helmut
Kohl, Germany’s chancellor from 1982 until October 1998, also shared
most of that history from personal experience. His home, the chancel-
lery, sits in Bonn, just a short drive from the parliament building. But
the prospective war that Kohl successfully avoided during his tenure—
and on terms of which he (and Germany) should be justly proud—was
not just an isolated prospect of the future. It was a logical extension of
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the past. Germany had been through three major wars in the century
before Kohl became its leader.

The first, against France, whose frontier sits roughly 150 miles
southwest of Bonn, was successful and led to the creation of a modern,
unified Germany. (Bonn is just sixty miles from the Belgian frontier,
which the German armies used as a crossing point into France.) The
second, against France and Britain to the west and Imperial Russia to
the east, led to the collapse of Russia and the rise of the Communists.
That war also led ultimately to a German defeat at the hands of the
Western powers. The third war, again on both fronts, ended with Ger-
many effectively partitioned among four victorious powers: America,
Russia, Britain, and France. The blessedly avoided fourth war would
most likely have resulted from Russian attempts to push its zone of
occupation further west.

Kohl’s vision of how to prevent a fourth war involved change on
both the eastern and western fronts. In the west, it involved linking a
reunified Germany inextricably into a unified European framework. In
the east, it involved a reunified Germany, linking the eastern zone un-
der Russian occupation to the rest of Germany. That paradox is high-
lighted by the fact that Kohl would have vetoed unification if the price
had been German neutrality. All Soviet pressures to trade unification
for Germany’s NATO membership were fruitless. Thus, surrendering a
measure of German sovereignty to a (Western) pan-European decision
process was a logical consequence. Given the shared border with nine
neighbors, a nonintegrated, unified Germany would become unbear-
able for the continent.*

That geopolitical reality had long shaped the views of West
Germany’s leaders. Former Chancellor Konrad Adenauer, recognizing
the dictates of history, dubbed “Westintegration” as the cornerstone of
his philosophy. When the Federal Republic was fully integrated in the
West as NATO member and cofounder of the European Economic
Community, former Chancellor Willy Brandt opened a second front
known as “Ostpolitik.” Former Chancellor Kohl took the Western vic-
tory in the cold war—triumph on the eastern front—to establish a deeper
integration with the West. Reunification had only made the integration
of Germany into something larger all the more imperative.

An important piece of that merger of sovereignty—the establish-
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ment of a single European currency—plays an important role in our
story of global economic developments and the development now tak-
ing place in the international economy. That is what brings us to Bonn.

Personal History and Monetary Union

One of the greatest monetary experiments in history is being under-
taken today in Europe. Chancellor Kohl was the key economic
puppetmaster who pulled the strings on this one. But, as we shall see,
historic necessity pulled the psychological strings on Kohl. What is most
difficult for a non-European to understand is German motives in such a
process. After all, it would appear that Germany is dealing from strength
and yet sacrificing so much. Its currency, the deutsche mark, is the envy
of Europe and, along with the Bundesbank, the pride of Germany. In
effect, Germany’s monetary policy dictates the monetary policies of its
European neighbors. Under the arrangements that Kohl worked out
with his compatriots, the deutsche mark would disappear and be sub-
sumed by a pan-European currency: the Euro. On the board that will
determine European monetary policy, German nationals will have just
two of seventeen votes. That does not, at first blush, seem an attractive
tradeoft.

The answer to understanding German (and Kohl’s) motivation lies
not in the parliamentary buildings of Bonn, but in a modern building
near the Rhine about a half mile from the chancellery. It is the Haus der
Geschichte der Bundesrepublik Deutschland—the History Museum of
the German Federal Republic, also known as the Bonn Republic, that
Kohl played an instrumental role in building. On display are the arti-
facts of everyday life through the past half century, from 1945 to 1995,
artfully used to tell the story of the country from a viewpoint seldom
seen by the Western world. Chancellor Kohl, who led his party for
roughly half that period, of course figures prominently, but the displays
are decidedly nonpartisan in their presentation.

Here you can see the dictates of history as they bear down on a
modern Germany. But when you hear members of the Kohl family speak,
you realize that the story told in this museum is also the story of their
own lives. And among the most important parts is the German history
before Helmut Kohl became chancellor. That early piece explains why
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Kohl became chancellor and why he acted the way he did once in office.
The history in this museum is not some abstraction gleaned from text-
books. Some of its most moving moments were lived by many of the
same people who are making Germany’s choices today and offer an ex-
perience that extends across all political parties and social groups.

Since the museum depicts the history of the Federal Republic of
Germany, the story in the museum begins with the Allied armies” occu-
pying German soil in 1945. The details of the war are left behind. So
the most dramatic impression one encounters in the museum is just
how miserable an experience it is to be on the losing side of a war. To
older readers, that may sound trite. But to Americans and to the vast
majority of Germans who are under age fifty, defeat in war is something
that they have never personally experienced. Granted, the Western oc-
cupation of Germany was far less draconian than that which Germany
had earlier inflicted on Europe. But that is batting in a weak league.
Even in the best of circumstances, defeat necessarily entails destruction,
which in Germany was vast. It also means the end of many of the most
cherished relationships in one’s life. Further, despite the Western
occupation’s relatively benign character, it still had its decidedly puni-
tive aspects.

At first, the Western occupation seemed to be governed by the
Morgenthau Plan, named for its creator, U.S. Treasury Secretary Henry
Morgenthau. That plan was designed to turn Germany into a harmless
pastoral demilitarized zone in the heart of Europe. The population was
put on rations of 900 calories per day. Those rations are exhibited in the
museum along with a comment on them at the time: “Too little to live
on, too much to die on.” Even British Field Marshal Lord Montgomery
noted that the average rations given to the Germans in the British zone
were the same as had been given to the inmates of the Belsen concentra-
tion camp during the war.®

The population was put to work cleaning up the devastation from
the war. A leading occupation was scraping the dried mortar off bricks
in the rubble, so the bricks could be reused. And there was a lot of
rubble to clean up, mostly from the civilian infrastructure. An analysis
by the noted Harvard economist John Kenneth Galbraith examined the
effects of Allied bombing. He concluded that virtually all the destruc-

tion had been meted out to the civilian sector, while the German war
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machine had been virtually untouched by the relentless Allied carpet
bombing. The study points out that German military production peaked
in December 1944, right at the height of the strategic bombing offen-
sive.”

Though the bombing did little to win the war for the Allies, it did
ruin the German civilian economy. And with wartime production with-
out a market, the country was broke and starving. That experience also
had an important psychological effect. Though Germany was flattened,
its economy came back quickly once the economy was freed from war-
time controls. The Germans who lived through that subsumed an im-
portant lesson: They understand the difference between physical de-
struction and an economic problem. In the 1920s they had experienced
the latter without the former; now it was the reverse.

One is also reminded, walking through the museum, that the po-
litical hatreds of Europe are deeply embedded. Konrad Adenauer, who
eventually became the first chancellor of West Germany, had to flee his
temporary refuge in a Benedictine monastery in the French zone of oc-
cupation and move to the British zone to escape arrest—and possibly
worse.® Despite his later policies at rapprochement with France, the post-
war French government clearly viewed him as an enemy.

If life in the zone of Western occupation was bleak, the behavior
of the Russians was truly ghastly. As the Soviet army advanced, native
Germans were displaced and forced to flee westward. Some fled on the
ice of the frozen shores of the Baltic. Black and white file footage of that
exodus across the ice is played on a screen at the museum, along with
scenes of Soviet aircraft strafing those fleeing unarmed civilians and drop-
ping bombs around the group in an effort to break up the ice and drown
them.” In total, more than 12 million people, roughly one German in
every five, were displaced wanderers, forced to flee their homes on foot."

One of those 12 million was Hannelore Kohl, the former
chancellor’s wife. An attractive and petite woman who looks far younger
than her sixty-five years, she and her family fled from their home in
Saxony to escape the advancing Red Army. When she arrived in the
West, emaciated and exhausted, the Red Cross officially classified her as
“unsavable.” She recounts how an American GI, the first black man she
had ever seen in her life, gave her a large container of strawberry jam as
she and her family lay exhausted on the side of the road. She repackaged
the jam and proceeded to sell it on the black market, earning enough for
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the family to buy the food they needed to live."!

Also striking to an American listener is the absence of a sense of
“victimhood.” These stories are told matter-of-factly. One also gets a
strong sense of Germany’s having been in the wrong, particularly in the
case of the Second World War. Kohl, despite his position, but perhaps
because of his sense of history, does not fully trust Germany on its own.
As one walks through time in the museum, one sees pictures of Adenauer
and other early German leaders attempting to make amends to the State
of Israel through contributions to Jewish refugees who settled there.
That sense of having been historically in the wrong, accompanied by a
continuing sense of guilt, is the reason Kohl feels that Germany must be
inextricably linked to Europe—that it cannot be on its own. That thus
explains the twin purposes of German policy—a reassertion of sover-
eignty in the East through the reunification of Germany coupled with a
partial surrender of sovereignty in the West as Germany becomes inex-
tricably linked to Europe.

To the outsider this seems a paradox, a puzzle. But the answer to
the puzzle about what motivated Chancellor Kohl to make the deals he
made is here in the “history” museum, which was built at his instiga-
tion. For to Kohl, and to his family, this is not history; it is the story of
their lives. It is also the story of the lives of the generation of voters who
returned Kohl to power—against the odds—in four successive elections.

Generational Shift

Born in 1930, Kohl represents the generation that was just a bit too
young to serve during the war, but old enough to have had the war and
its aftermath shape their lives. He lost his older brother in the war. His
father, who had seen service in the First World War, was called up in the
reserves and returned to his family in 1943 after having seen service in
Poland." Making sure that the suffering that marked their youth is not
experienced by their children and grandchildren is a powerful and highly
personal motivation.

On September 27, 1998, Chancellor Kohl was defeated after six-
teen years in office. The election appeared to hinge on economics. Ger-
man unemployment, although it has fallen somewhat since, began in
the spring of 1998 at a postwar record. Dissatisfaction, even angst, has
been the dominant mood for several years. Once again, Germany has an
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economic problem, but no destruction. Doubts about the economic
deal Kohl made in 1990 to merge the former Soviet sector into western
Germany are frequently voiced. Much quiet opposition still exists to
Kohl’s plan to bind Germany to Europe so tightly economically through
monetary union and to sacrifice the deutsche mark in the process. The
view is widespread that the unemployment and economic difficulties of
modern G