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FINANCIAL FRAGILITY
ANDTHE RISKS OF CRISIS:

THE CASE OF JAPAN

ADAM S. POSEN

ften when the status of a nation's economy is discussed, the

views under consideration tend to be backward-looking.They
focus on observed data, and try to explain where the country's

economy has been, where it is and how it got there. This discussion,
useful as it may be, misses a crucial dimension. Policy discussions and
policymaking should be forward-looking.The question is not where we
are now, but what might happen in the future. In other words, it is impor-
tant for policymakers to assess the impact on the current situation, both
positive and negative, that an absence of policy action might engender. CD
These opportunities and risks might be easily encouraged or prevented
by current policy or they might require a different policy stance. Rarely,
though, is inaction the prudent course.

Unfortunately, policy paralysis has been all too familiar to the 'I
Japanese economy throughout the 1990s,while in many instances, all signs

pointed to the need for active policymaking. In Japan in 1998, the need
for decisive policy action by Japanese policymakers was even greater than
would be implied by a calculation of attainable national wealth foregone
through economic stagnation. The economic challenge facing Japanese
policymakers thus illustrates the dangers of not taking potential crises
sufficiently into account, even for large, relatively closed, surplus econo-
mies.

RISKS TO A FRAGILE ECONOMY

There are three primary sources of downside risk to a contracting
economy with a fragile financial system. First, there is a collapse of con-
fidence on the part of private households. Since mid- 1997, there is evi-
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dence of an accelerating rise in precautionary saving by Japanese citizens.
This trend has sharply increased now that the downturn is more likely to
directly affect these citizens' fortunes as the fiscal-policy triggered con-
traction of 1997-1998 has taken hold. Until the end of 1996, despite the
poor performance of the Japanese economy, such a collapse of confi-
dence did not appear to be occurring; unsurprisingly, as the Japanese
labor-market situation has eroded, so has consumer confidence.'

The second risk to such an economy is outright financial crisis.
While the Japanese banking system, and the financial system in general,
has weakened since the bubble burst in 1992, it is only since mid- 1997
that the resulting inefficiency has begun to exert strong effects on the
macroeconomy. Just as Japanese consumers lost confidence only when
the risks to their employment and income became obvious, the decline
in Japanese banks' ability to intermediate credit only became relevant
when their own capital bases began to erode significantly.Also, analogous
to the situation with consumers, the lending of Japanese banks has the
potential to decline rapidly should certain events come to pass.These
two sources of risk have a great potential to reinforce each other be-
cause consumers are also savers; seeing lending and investment drop
because of banking problems, they will seek to remove their money from
the banking system, which in turn, stands most threatened should de-
positors withdraw funds in large amounts.

The third source of downside risk to a stagnant economy with a
weak financial system comes from the international front. Even though
the poor economic performance of Japan in the 1990s is largely caused
by domestic factors and policy choices, it has significant effects on the
economies in Asia and the rest of the world. Moreover, these effects can
feed back directly into the functioning of the Japanese economy itself.
The most obvious and direct sources of feedback lie in the collapsing
demand from Asian neighbors and the rising pressures for trade protec-
tionism in the United States and other countries that have seen their
current account deficits rise with the Asian crisis (and increased Japa-
nese net exports). Still more dangerous, however, is the possibility that
these events (or the risks to consumer confidence) and Japanese banks
in combination with them, will prompt large-scale capital flight from Ja-
pan.As will be discussed below, this a conceivable scenario, and its impli-
cations would be far-reaching.Japan could find itself simultaneously fac-
ing a rapidly depreciating yen and a domestic financial crisis.The mea-
sures necessary to stabilize the yen could work contrary to those neces-
sary to stabilize the financial system. If the need to inject liquidity into the
financial system were emphasized, such policy could accelerate the yen's
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decline. In such a dilemma, little could be done to prevent further major
decline in Japanese and world economic growth.

These compounding risks are the reason why macroeconomic
stabilization-of consumer confidence, the financial system and the do-
mestic currency's purchasing power-should be the main concern of all
but the healthiest countries' economic policies. Each of these can be
stabilized, through a combination of fiscal, monetary and financial mea-
sures, so long as these efforts are initiated before the risks begin to be
realized and to reinforce one another. It is in this regard, for example, that
monetary and fiscal policy become as important as financial reform in
determining the performance of the Japanese economy. As a resultthere
are two significant implications for economic policy in Japan and in simi-
lar situations elsewhere. First, measures to raise and anchor expectations
regarding purchasing power take precedence over efforts at monetary
expansion (such as yen depreciation), which might be destabilizing.,Sec-
ond, financial reform must focus on giving the Japanese savers and inter-
national capital markets incentives to keep their money in, or return
their money to, the private banking system.

Economic reform efforts of the sort undertaken in Japan prior to
October 1998--including the so-called "bridge bank" (whose purpose is
uncertain)-aid matters only indirectly at best in restoring these incen-
tives.There is a general problem when policymakers risk too much in
their efforts to keep credit flowing. What might seem prudent policy
restraint or a laissez-faire approach toward a country's economic situa-
tion can become imprudent when the risks to the economy are properly
assessed. The Japanese government seems to have recognized this by
Autumn 1998, and one hopes appearances are true. Prudence in manner
of policymaking is no substitute for risk minimization in practice. Some-
times, active policy is the most responsible path open to policymakers if
the downside risks are sufficiently great.

CONFIDENCE IS THE KEY

Economic growth is in part a self-fulfilling prophecy. If I believe that the
economy will grow, and I believe that others share my belief, whether I
am an individual or a business CEO, I will be more likely to invest and to
spend.The reverse is true if I believe that others are unlikely to spend or
invest 2 Investment would appear particularly susceptible to such "animal
spirits" because it involves planning for the future based on profit expec-
tations.A project that might prove profitable when demand is rising might
fail when stagnation sets in.
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This intuition underlies a great number of the analyses of eco-
nomic development. Economies that make the transition to growth usu-
ally do so when a sufficient number of businesses and households in the
economy make the jump together. Without trust or a critical mass of
mutually reinforcing contracts and expectations, no one individual or
firm can afford to make the move. Self-fulfilling shifts in economic confi-
dence also underlie the idea of market panics; that is, macroeconomic
situations with viable underlying factors (fundamentals) but instability
when capital is broadly withdrawn, encouraging all investors to withdraw
their capital for fear of losing their stake.3 If panic is the driving force
behind shifts from good to bad economic states, the restoration of con-
fidence becomes all important. Once confidence is lost, it takes a great
deal of visible economic success to bring the economy out of its percep-
tion-driven decline.

These intuitions are very much the stuff of reality. Historically,
the worst macroeconomic collapses have occurred in the aftermath of
financial crises, especially of the withdrawal of funds from banks.4 Given
the role of financial intermediaries, particularly banks, in bringing expec-
tations to fruition (e.g., extending loans for investment, safekeeping de-
posits or providing credit in times of temporary distress), this pattern is
broadly consistent with the importance of confidence in determining
macroeconomic fluctuations.' James Hamilton and other researchers have
documented that time-series data on the United States supports the
picture that the economy fluctuates between states of low and high growth,
rather than growth that smoothly varies over time.6 Economic theory
has in recent years caught up with this historical pattern and deep-seated
intuition and spelled out the financial mechanisms through which such
switches between good and bad states of the economy arise. Ben Bernanke
and Mark Gertler 7 and Nobuhiro Kiyotaki and John Moore8 provide
models where realistic imperfections in credit markets can strongly rein-
force and transmit asset-price movements (which are presumed to be
driven by expectations).

CostasAzariadis and Bruce Smith develop a particularly persua-
sive model of an economy characterized by switches between high and
low levels of growth.' The two sound assumptions that (I) capital in-
vestments require intermediated financing'° and (2) adverse selection
exists" are sufficient to generate such dynamics. In their model, if people
expect too low a return on investment, savers transfer money out of the
banking system and into lower-yielding assets such as cash, which pro-
vokes credit rationing and a drop in investment and aggregate demand.' 2

Alternatively, if enough savers are convinced that the future returns on
investments in the economy are high, a rise in interest rates can be self-
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fulfilling and bring higher growth. George Evans, Seppo Hankapohia and

Paul Romer produce a similar model of an economy with inherent fluc-
tuations between high and low growth states that coincide with swings in

growth expectations. 3 They work from the equally realistic assumptions
of imperfect competition (due to start-up costs for firms) and comple-

mentary demand for capital goods (i.e., computers increase demand for
printers and telephone networks).

From a policymaker's perspective, the combination of historical
and theoretical results means that household confidence must be taken
seriously. It is not simply a random variable, vacillating with whimsical
disregard for the economic environment.The rational-expectation foun-
dations of the models discussed here and the consistent historical pat-
tern of factors that tend to lead to financial panics and bank runs (dis-
cussed below) strongly suggest that most declines in confidence are driven
by actual economic events, even if random shifts in confidence cannot be

ruled out. Furthermore, such shifts in confidence are not just matters of
opinion or politics that can be ignored.While economic policy concerns

itself with the "long-run fundamentals' economic confidence is itself a
fundamental that can become self-fulfilling. Policymakers who allow slow
growth to persist might find their economy locked into a stagnant or
declining state. 14 There may not always be a continuum of choices re-
garding economic performance; instead,there may sometimes be a choice
between keeping the economy in a high-growth or a low-growth equilib-
rium.The perception of there being smooth tradeoffs and gradual varia-
tions in macroeconomic performance assumes that local, linear devia-
tions around a steady state can occur without dislodging the economy
from that state. This is a useful assumption for both modeling and
policymaking in normal times, but the assumption need not always hold.' s

In 1997 and 1998, the Japanese economy appeared to be making
just such a switch from being in a downturn in a high-growth state to
being in an ongoing low-growth state.The key was the decline in confi-

dence among Japanese citizens and businesses. After 1996, economic
forecasts had caught up with the slow-growth reality and were no longer
surprised by it. The combination of strong growth the year after the
September 1995 fiscal-stimulus package and the sharp contraction fol-
lowing the tight fiscal policy of 1996 and 1997 seems to have brought
about the reassessment. The Japanese Consumer Sentiment Index,which
remained at levels comparable to those of the mid-I 980s (a time of nor-

mal, near potential growth) through 1993, almost returned to those lev-
els in late 1995 and 1996.With the 1997 contraction, this measure of
confidence plummeted and now seems to be hovering at a level lower
than that seen in 15 years.
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Similarly, in the Japanese labor market the ratio of job openings
and new jobs offered to the number of applicants began to drop for the
first time starting in mid- 1997 to levels below those of the early 1980s.
While the number of job openings is an actual measured figure and not
directly a question of consumers' expectations, an increased likelihood
that you, your child or someone you know will be unable to find a job,
should they enter the labor force or be laid off, is one of the most vis-
ceral indicators of economic health for the average citizens. The unem-
ployment level for new college graduates also soared as the economy
sank in 1998. Here the effect is on the long-term expectations of young
people-if they have trouble getting a first job or they know people who
failed to enter the labor force-they must face the real possibility of
being shut out of work for long periods. 6 This growing sense of insecu-
rity is based on low expectations for their own and the Japanese economy's
income growth,which, in turn, is based on the extended stagnation of the
Japanese economy.This insecurity, accompanied by a rise in precaution-
ary saving byJapanese households, has potentially disastrous consequences
for the financial system, to which I now turn.

THE RISK OF FINANCIAL CRISIS

The purpose of financial markets is to accumulate and evaluate informa-
tion about investment opportunities. Is a proposed investment a worth-
while project? Does that investment continue to pay as expected when
implemented under changing conditions? How do the changing fortunes
of that investment relate to changes in other investments? Only when
these questions are properly answered will capital (a society's accumu-
lated savings) be efficiently allocated to the best projects.The job of a
financial intermediary is to answer these questions, that is, to evaluate,
monitor and assess risk.These are not easy tasks. Information is imper-
fect, which is the economist's way of saying that not all information avail-
able is equally credible and free of bias, nor that all information can be
utilized without cost or judgment. In particular, information is asymmet-
ric, meaning that the prospective borrower inherently has far better in-
formation about the project he or she proposes than the lender has
when deciding whether or not to invest. This asymmetry causes two
general problems to arise in capital markets: adverse selection and moral
hazard.To cope with (but not eliminate) these problems, most financial
transactions are conducted through financial intermediaries, which are
firms specialized in screening and monitoring risks. Capital usually is in-
vested by financial intermediaries in the form of bank loans because'only
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such loans allow lenders to take collateral, maintain an ongoing relation-
ship with the borrower to monitor performance and cut off credit for
nonperformance. 

7

A financial crisis occurs when there is a major disruption in the
provision of these financial intermediary services to an economy. This
may occur when something has happened to a significant number of the
intermediaries or when economic conditions have caused such an in-
crease in the adverse-selection and moral-hazard problems that the pro-
vision of capital to good investment projects declines significantly. In a
financial crisis, specific borrowers lose access to their lenders,while large
segments of the nonfinancial sectors of the economy lose their direct
access to the securities markets. 8 Ben Bernanke shows that just such a
widespread loss of banking credit was a primary reason for the large real
effects of the stock market crash of 1929.'9 Small and medium-sized
businesses are particularly hit by a loss of intermediation because their
flow of liquidity depends on the information they privately make available
to their lending bank.To the extent that such businesses are a source of
economic innovation and growth over the long run, this inefficiency is
destructive far beyond the lost firms.

In the economy as a whole, therefore, a contraction in bank lend-
ing lowers both aggregate demand and aggregate supply, the latter be-
cause foregone or prematurely called in investment opportunities lower
productive capacity. Investment demand will drop because it will be more
expensive for nonfinancial firms to get credit, as they must either com-
pete to establish a new relationship with the few remaining banks or turn
to alternative sources of credit which are not as well suited to their
needs. If a flood of passed-up investment projects are submitted to re-
maining lenders, it becomes more difficult to distinguish the promising
from the unduly risky, and remaining lenders will further reduce credit
availability. Meanwhile, the decline in lending perpetuates itself because
every loan not rolled over harms a nonfinancial firm, whose leverage
rises and collateral falls as the downturn continues.

Once these intermediation services are withdrawn, no policy re-
sponse can quickly replace them. Simple injection of liquidity by the cen-
tral bank, while seeking to maintain total lending, is insufficient to restore
efficiency and economic growth when private information and special-
ized skills have been lost.As Lawrence Summers writes:"because of the
relationship-specific capital each [lender] has accumulated, reserves at
one bank are an imperfect substitute for reserves at another "' 2 This is
why government lending is a palliative at best.The intermediation skills
and the specific knowledge of these substitute lenders are inferior to
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those of the original private banks. Public lending banks also have less
incentive to monitor risk properly because their motive is to maximize
lending, not make a profit.This in turn engenders risk taking by borrow-
ers beyond an efficient level as a result of eased credit standards.

The loss of financial intermediation can occur through many chan-
nels. An increase in regulatory scrutiny can lead to a contraction in lend-
ing, either through the closure of banks or by forcing those banks still
open to increase their reserves and write off more of their outstanding
loans. Even when regulators are simply enforcing standards of actuarial
fairness, the overall supply of loans can decrease. On the whole, such fair
supervision benefits the public because the public insures these banks
through deposit insurance.Without supervision, insolvent banks or banks
with very low net worth have incentive to engage in excessive and exces-
sively risky lending since they have little to lose but will share fully in the
benefits if their gambles pay off.Thus, although tightening supervision also
tightens lending conditions in the short run, it prevents moral hazard on
the part of insolvent banks and limits adverse selection, whereby only
those projects willing to pay high interest rates continue to get credit.
The message is that a smaller provision of proper intermediation is bet-
ter than bountiful, improperly supervised intermediation.

Banks also can cut down on lending because of a"capital crunch,"
that is,a decline in the value of their own equity.21 In the current environ-
ment, where all international banks in industrialized countries are sup-
posed to maintain capital sufficient for the Bank for International Settle-
ments (BIS) Basle CapitalAccords,22 there is a clear standard below which
banks are to cut back their lending if they lack sufficient capital. A stock
market decline usually leads directly to a drop in the value of a bank's
equity. In economies such as Japan's, where banks own stock in other
nonfinancial firms, the decline in stock prices erodes that component of
their capital as well. If all banks suffer from declining equity and net worth
at the same time, it becomes more difficult for banks to raise new capital
by issuing equity or other securities. Subsequently, interbank lending con-
tracts. Efforts to promote consolidation in the banking industry through
mergers might prove necessary, but such changes will not restore capital
ratios if they occur only after the solvent banks see their own capital
ratios decline.The little remaining capital left over makes it unreasonable
for solvent banks to acquire insolvent banks, absent direct government
injection of funds.

A sharp fall in the banks' supply of loanable funds, that is, depos-
its, is the most dangerous channel through which financial intermediation
can be withdrawn. In such a situation, banks must build up their reserves
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and reduce lending immediately, which induces higher interest rates from
sharply lessened liquidity.The trend toward removing money from the

banking system is called "disintermediation" because it deprives financial
intermediaries of the supplies that they need to work. In its worst form,
disintermediation becomes a bank panic. Bank panics arise for three ra-

tional reasons: I) there is a true advantage to being first in line to get
one's money out before the bank runs out of liquid assets (which even in
solid banks constitute only a fraction of the liquid deposit liabilities, since
banks lend long term); 2) there is poor information available to the de-

positors about which banks are solvent and which are not, so runs on
one bank raise questions about the health of others; and 3) like confi-

dence with regard to economic growth discussed previously, bank runs
can be self-fulfilling.

Ideally, government deposit insurance will prevent bank runs by
removing the advantage of being first in line and making information on
specific banks irrelevant to the depositor. 3 However, the line where de-
posit insurance guarantees is drawn can never be made completely cred-
ible. On the one hand, if enough banks fail simultaneously, the govern-
ment is tempted to partially renege on the guarantee, perhaps assessing
depositors a charge or refunding them less than the announced maxi-

mum amount.This may occur because the government does not expect
to engage in so widespread a payoff again anytime soon and because it

has already lost its reputation in this area.
On the other hand, if a large share of deposits in the banking

system-such as large corporations' cash accounts or foreigners' hold-
ings-are not covered by deposit insurance, failure to extend such insur-
ance to these accounts can result in a breakdown of the payment system.

Meanwhile, the longer the financial system is left in a weakened state,
with low net worth or insolvent banks, prior to either a cleanup or a run,
the more incentive the banks have to keep adding to the insurance bur-
den by attracting deposits to engage in further high-risk lending (the
moral hazard previously discussed). This behavior only diminishes the
credibility of the deposit guarantee: the higher the bill due, the less likely
is complete repayment.

All of these factors are illustrated in the experience of Japan in
the late 1990s.Japan remains primarily a bank-based financial system, and
as a result, much of its corporate financing is intermediated through banks.
Because Japanese banks maintain long-term relationships with their bor-
rowers and have share holdings among their borrowers, it is harder for
these borrowers to substitute a new lender or nonbank financing for
their specific bank's services. Such "relationship lending" also implies that
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the net worth of borrowers, their collateral and their lenders' equity all
decrease in tandem, creating a vicious spiral of declining liquidity. After
years of "regulatory forbearance" in hope that Japanese banks would be
able to lend and grow their way out of their bad loan problems, the
supervision of Japanese banks is correctly being stepped up-albeit long
after the problem worsened-with the expected contractionary effect
on lending.The equity of Japanese banks has declined significantly to a
level well below the Basle accord standard, while loans classified as "be-
hind in payments" down to "nonrecoverable" total at least 77 trillion
yen, or 15 percent of GDR24

Japanese savers have begun to lose faith in the private banking
system, further decreasing the availability of liquid funds. Despite appro-
priate expansion efforts by the Bank of Japan, even the growth of M I
(money held as cash or in demand deposits) has slowed significantly since
1996, and an increasing share of that is being held in cash, meaning that
bank deposits are stagnating at best, while total savings are rising.There
has also been a shift in the relative shares of various types of savings to
total savings. More of the increase in Japanese savings is going to insur-
ance funds and the public postal savings system, rather than into private
banks.This shift also contracts credit and raises its cost, because neither
option is a good substitute lender for borrowers who are dependent on
banks. In fact, the share of savings held in the postal savings system has
been rising steadily since the Japanese market first dipped in 1990.This
trend has been strengthened by the declining differential between the
interest rate offered to savers on private-sector bank accounts and that
offered by the postal savings system.

Since the government directly guarantees postal savings and cur-
rency (except for the losses caused by inflation), the substitution away
from bank deposits constitutes a trend toward disintermediation by the
Japanese public in the face of government deposit guarantees.The dem-
onstrated laissez-faire attitude by the Japanese government toward ac-
cumulating bad loans has logically eroded savers' confidence in the guar-
antee, even if the government only intends to prevent a credit crunch.
When potential bank failures become spread throughout the economy,
the value of deposit insurance diminishes inherently because people re-
alize they will have to pay out with one hand what they receive in the
other. Insurance is worthwhile when only some policyholders fall victim.
This is yet another reason why slow response to financial weakness in-
creases the likelihood of outright financial crisis. In addition, since the
government has the ability to set the interest rate for postal savings (and

Vol. 23: 1 Winter * Spring 1999



The FLETCHER FORUM of World Affairs 1 119

control its growth more broadly), the Japanese government is effectively
subsidizing this disintermediation. Add to this the rising capital flows
abroad and the funds going into foreign banks (which do not have Japa-
nese deposit insurance coverage), and it is clear that savers believe that
the risks of holding deposits in the Japanese banking system outweigh the
perceived value of the guarantees.

Even though a true financial crisis-complete with a bank panic
and a sharp drop in banking services-has not yet occurred in Japan, the
availability of credit and the efficiency of financial intermediation in Japan
have declined.The willingness of banks to lend to firms, as captured in the
Bank of Japan's widely-cited Tankan survey, has declined sharply since mid-
19973 I argue that it was then that confidence began to turn and
disintermediation became a factor. In fact, from the time the bubble burst
through mid- 1997, lending was readily available for those firms that wanted
it, according to historical standards of this measure.This point is key, for
until the 1997 contraction,the decline in investment came largely through
a lack of demand for investment because firms had excess capacity and
low net worth. The lack of available credit as reported by the Tankan
survey should be interpreted as a decline in credit supply factors finally
outpacing the fall in demand.This again is consistent with a transition
from financial fragility to disintermediation and potential crisis.

The issuance of corporate bonds and commercial paper, which
should rise when borrowers are forced to substitute for bank loans, has
largely shown stability rather than a trend change, which may be indica-
tive of the simple unavailability of these alternatives to Japanese firms,
even when desired.2 6 The movement of bond risk spreads between pri-
vate and government borrowers reconciles these two trends. In a time of
credit contraction, the interest-rate spread should widen between low-
and high-quality borrowers, because lenders will be more suspicious of
those who want to borrow at high interest rates.We can see occasion-
ally interrupted but ongoing rises in both the Corporate Aaa-Japanese
Government Bond and the Electricity Utility-Japanese Government Bond
spreads since 1994-1995.The commercial paper spread has varied a great
deal less in the 1990s and remained negligible, which is consistent with
the interpretation that only the very best borrowers can access com-
mercial paper in Japan,as it has not yet become a major alternative source
of capital.27

This recent credit crunch has been associated with predictable
effects on the distribution of credit. Not surprisingly, the financial posi-
tion of Japanese businesses has declined sharply since the fiscal contrac-
tion of 1997. More tellingly, small enterprises, which are more dependent
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on bank-intermediated lending, remained in the negative,"financially diffi-
cult position' during the upswing of 1995-1996, while large principal en-
terprises with access to other forms of credit were able to take financial
advantage of the situation. 8 The gap between principal (large) and small
enterprises' financial positions widened starting at this time, and even as
large enterprises' positions have declined, the gap has remained wide,
again consistent with what might be expected of a credit crunch (as op-
posed to the narrower gap seen throughout the 1990s until mid-1996).
The liquidity ratio of firms shows less variation according to size. For
both large and small firms, however, liquidity was actually rising through
mid- 1994, which might be associated with a voluntary cutback in invest-
ment.The decline in liquidity has been strong since then.

Finally, the rise in total monthly bankruptcies in Japan, a number
which had remained within historical norms until mid- 1996 despite press
reports suggesting otherwise, should be noted.This should be associated
with the financial fragility that is giving way to a more serious credit
contraction, because Japan's relationship-based banking system is meant
traditionally to help distressed firms work through temporary illiquidity
and avoid bankruptcy.Thus, the rise in bankruptcy rates must stem from
a decline in this kind of traditional bridge lending."

In summary, the nature of the financial problem in Japan has
changed since summer 1997 from one of financial fragility, where invest-
ment demand was low and banks were engaged in risky lending, to one of
credit contraction, where banks are ceasing to lend in response to de-
clining equity, tougher regulatory supervision and fewer available loan-
able funds.30 The result has been an increase in credit allocation ineffi-
ciencies-which has particularly harmed small borrowers-and an in-
crease in the amount of the macroeconomic contraction attributable to
financial, rather than broader aggregate demand or fiscal, factors. This
situation could turn into outright financial crisis if the trend toward
disintermediation were to lead to a rapid removal of deposits from the
private banking system. Such an event would lead to a contraction in
bank lending much greater than seen so far and to a large decline in
investment and aggregate demand.This development would interact with
and reinforce the risks from a collapse of economic confidence, a risk
that was already rising in the aftermath of the fiscal policy and growth
reversal of 1996.

How likely is a true financial crisis? Returning to this paper's theme,
one would hope that the likelihood need not be large for the Japanese
government to want to take preemptive steps.The emphasis should be
on changing the incentives for savers to put money back into the private
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banking sector, and for the insolvent parts of that banking system to be
quickly closed or reconstituted. Despite the real short-run macroeco-
nomic costs of further lending declines, the emphasis of policy should
not be on maintaining the flow of credit to borrowers because this might
only serve to lengthen the financial reform process, would do nothing to
stem disintermediation and would be at best an inferior substitute to
private-bank lending. If the disintermediation can be reversed, however,
the worst effects of the credit contraction will be prevented and longer-
term stability assured.

In general, it is mistaken to believe that monetary policy can eas-
ily reverse the effects of a financial crisis-particularly a bank panic-
once it has occurred. Not only will the central bank's monetary-policy
efforts to inject liquidity be merely a partial substitute for bank lending,
but the effectiveness of these efforts will be difficult to assess. In a con-
traction of the money supply, such as a bank run, even if the central bank
makes M I grow, the broader monetary aggregates, which include credit
measures will likely decline. There will be huge velocity shocks to the
normal money multiplier relationships, and credit will contract even as
interest rates vary." In addition, if there is price stickiness in wages and
product contracts near zero inflation, a drop in money supply will cause
real interest rates to skyrocket.There is good reason for the Japanese
government to get ahead of these dangerous trends by restoring confi-
dence through a combination of fiscal stimulus and financial reform.As I
discuss in the next section, monetary expansion in response to a financial
crisis can have devastating international reverberations as well, especially
if it is large and imprecisely controlled and would therefore have a desta-
bilizing effect on expectations.

THE RISKS OF INTERNATIONAL REVERBERATIONS

So far, I have only spoken of the risks to an economy from internal prob-
lems of confidence and financial fragility. However, all economies are frag-
ile to developments in the international context-even a large and rela-
tively closed creditor economy such as Japan's. The risks to Japan from
abroad include diminished trade with and demand from its neighbors
should the East Asian economies decline further in their crises' after-
maths.There are additional, more pressing risks to the Japanese economy
from abroad, however, and these can directly amplify the effects of a fi-
nancial crisis or a collapse of confidence at home. Most critically, there
are dangers of capital flight from domestic Japanese sources which could
send the yen hurtling downward and exacerbate the risk of a collapse in
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consumer confidence and of financial crisis. In addition, there is the seri-
ous prospect that a further rapid yen decline and capital outflow-lead-
ing inevitably to a rise in Japan's balance of payments surplus-could pro-
voke a protectionist response, given the current political and economic
climate in the United States, EastAsia and perhaps the European Union.

Neither of these scenarios is farfetched at present, and as the
Japanese domestic situation worsens, without policy action, likelihood of
either increases. If the yen falls rapidly in combination with a financial
crisis in Japan-where each is mutuallyprovoking and reinforcing (as was
the case in Korea and Thailand in the summer of 1997)-the Japanese
government may find itself unable to stabilize the situation using its policy
instruments alone.The monetary and fiscal policies most appropriate to
restore confidence in the yen would be the opposite of those needed to
restore the Japanese financial system. In such a case, Japanese recovery
would require coordinated macroeconomic policies by the Group of Seven
industrialized nations. Such coordination is a difficult and uncertain pro-
cess, and one likely to wait until after the crisis was strongly felt abroad.
For this reason, monetary stabilization and stimulation of growth should
be undertaken by Japanese policymakers before such a crisis occurs.That
such a limit to autonomy holds even for a wealthy, surplus-building Japan
further illustrates the universality of dangers from neglected financial fra-
gility.

Japan could experience the exact opposite of the spiral that pre-
ceded the Asian financial crisis in the summer of 1997.A persistent cur-
rent account surplus and domestic lack of liquidity could produce an
investment bust: higher interest rates (nominal and real) abroad than at
home attract capital away from domestic uses. The outflow of capital
draws down asset prices in Japan,further weakening companies' net worth
and collateral and increasing the number of bad loans. More bad loans
make the banks less willing to lend, decreasing liquidity. Precautionary
savings by households rise and increase the trade surplus. This flight-
driven credit contraction cycle-even in the absence of the domestic
financial factors discussed in the previous section-would be sufficient
to erode confidence and financial stability and repeat itself indefinitely.
With the fragile state of the Japanese financial system and investor confi-
dence, it could accelerate rapidly.

The effects of such a cycle would have not only financial, but also
trade effects.The Japanese market absorbs 19 percent or more of the
exports of China, South Korea, Indonesia,Thailand and the Philippines, as
well as 13 percent of those of Taiwan and Malaysia.32 Japan's depreciation
would limit imports from those countries that must export to restore
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their living standards, even though Japan does not compete with (most
of) them directly for export markets.As the Japanese current account
surplus widens, trade frictions with the United States and other Japanese
trading partners would increase, especially in the current context, where
the United States, the "consumer of last resort" is already taking in what
Congress perceives to be more than its fair share from these otherAsian
economies.

33

Even if the cycle of trade threat and response does not play out
as it historically has,there is no question that economic effects can spread
from large countries to small, prompting flights to safety (mostly U.S.
Treasury bills) from mobile capital everywhere, and thus, further increas-
ing bilateral trade imbalances. It also should be remembered that, while
flexible exchange rates in theory isolate one economy from another's
policy mistakes, that process takes time and is not always smooth.The
resort to trade restrictions and quotas is always an alternative. As Jacob
Frenkel stated, "I think it is important that we include protectionism as
one of the known dangers (of internationally transmitted crises) because
extended protectionism has implications beyond just trade flows. It makes
the difference between an inward and an outward orientation, and be-
tween open and closed markets "3 4

This type of protectionist cycle can arise out of sheer neglect by
the Japanese government, even in the absence of conscious efforts to
depreciate the yen, because capital outflows are driven by domestic fac-
tors.While we may be unaccustomed to hearing about capital flight from
wealthy, politically stable countries, it can happen (and there is anecdotal
evidence in Japan that it has begun).The decisions on where to invest are
made at the margin, based on 'the likely returns for that investment. If
everything in Japan-lack of confidence, low liquidity, low interest rates-
disadvantages those investments, the capital will go elsewhere.The fact
that Japan has very little debt held abroad and no foreign-denominated
government debt means that more has to go wrong in the Japanese
economy before flight would begin in earnest, but it by no means pre-
cludes such flight.35 The target-zones literature tells us that even under
flexible exchange rates, small fluctuations (or perceived inaction) by the
central bank can produce sharp jumps in the exchange rate.36

The United States and Japan defended the yen at 140 to the
dollar in mid-June 1 998.They could well have created a scenario for dump-
ing the yen if the two countries were not seen as defending that rate
were it again seriously challenged. If the Japanese financial system is suffi-
ciently fragile that foreign counterparties are withdrawing their funds
from it or proving less willing to roll over loans in the interbank market
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(as can be seen in the "Japan premium" that even large Japanese banks
were paying in the late 1990s), then an exchange-rate attack and a finan-
cial withdrawal would reinforce each other. These will, of course, fuel
further capital flight.

Such a rapid fall in the yen would not only occasion trade fric-
tions, it also would likely bring about a rapid rise in Japanese inflation.37

While there are factors that would limit the rise in inflation, such as
underutilized capacity in the Japanese economy and favorable shocks to
commodity prices,these cannot completely shield an open economy that
must pay world prices for a number of inputs and consumer goods. More-
over, even to the extent that yen depreciation contributes to growth by
increasing net exports, it does so in a selective way: on the first pass, it
harms everyone but stakeholders of equity in the traded-goods sector.
Japanese consumers, feeling their purchasing power erode, would likely
withdraw more money from the economy, both by hoarding savings and
by moving capital abroad. It also would not be seen as a sustainable res-
toration of profits and, therefore, of investment expectations, given the
political and economic reasons for an eventual reversal of the yen's course.
Finally, it would do nothing to stabilize the financial system or to increase
deposits to it, because Japan is far from an exporter of financial services.

Most pressing, however, is the conflict between external and in-
ternal stabilization that would be engendered by capital flight and yen
depreciation.To restore liquidity to the financial system, which is likely to
be harmed by disintermediation to overseas markets and certainly by
having to bear more bad loans with ever lower equity, the Bank of Japan
would have to lower interest rates or increase the money supply. To
restore the confidence in the stability of the yen, the Bank of Japan would
have to raise interest rates to halt depreciation and close the gap in
returns with dollar and euro-denominated assets. The Bank of Japan's
duties as lender of last resort would be in direct conflict with its commit-
ment to price stability, and it would have only one policy instrument with
which to address this dilemma. This is a general problem when neglect of
financial fragility interacts with international pressures.3 8 Clearly, low in-
flation is strongly preferred to deflation, especially under conditions of
financial fragility, but it is dangerous to attempt to engineer such price
stability (or slight inflation) through exchange rates, which tend to over-
shoot without a nominal anchor. Moreover, capital that leaves tends to be
reluctant to come back unless returns are front-loaded via high interest
rates, which adds to the conflict facing the central bank.39

So, to summarize the downside risks to the Japanese economy,
consider the following scenario:40 markets come to believe that the U.S.
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Treasury Department will not defend the dollar/yen exchange rate any
further without a change in Japanese macroeconomic policy, nor will the
U.S. Congress accept huge additional imports of Japanese steel,autos and
electronics.4' Before the Japanese government can affect the situation,
the credibility of this threat, given the obvious pressures for trade pro-
tection, prompts capital flight from Japanese assets.The Nikkei stock in-
dex plummets, putting some securities firms that had taken too many
risks out of business. Rumors of nonpayment by these collapsed firms
lead counterparties of banks associated with those firms to withhold
payments from those banks (as collateral in case of payments failure).
Although the threatened companies are securities firms and not banks,
lines of depositors begin to form at Japanese banks, visible for all to see,
to withdraw their deposits and put them into the postal savings system
or dollar-denominated assets abroad. Foreign holders of credits to Japa-
nese banks fear further declines in the yen as a result of the impending
capital flight and refuse to roll loans over.

The Japanese government announces the extension of the de-
posit guarantee of 10 million yen per account to all customers at securi-
ties firms, but the announcement (in line with the discussion above) is
interpreted more by those who apparently will not be protected. So,
when the Bank of Japan follows the announcement by making guarantees
of liquidity to any major bank, those doing business with small banks and
non-individual account holders such as corporations join in the panic.
The government's infusion of liquidity is more than offset by the decline
in money supply, as the deposits go abroad or under the mattress.Al-
though most labor and debt contracts remain in fixed nominal terms,
deflation results in a substantial short-run spike in Japanese real interest
rates.

Those Japanese banks still standing pull in their lines of credit.

Any liquidity given to them by the Bank of Japan or the Japanese govern-
ment is invested in Japanese government bonds or U.S. Treasury bills,
given the extreme adverse selection of who is willing to borrow at the
prevailing interest rate. Nominal interest rates then rapidly drop, and
Japanese financial markets go into wholesale decline.Aggressive lender-
of-last-resort action to increase liquidity decreases further the return on
deposits, capital flight continues and expectations for further yen depre-
ciation become entrenched. Government deficits, meanwhile, rise sharply
when the downturn becomes severe, unemployment exceeds its histori-
cal highs and there is a collapse in tax revenues.The Japanese govern-
ment, under the guidance of the Ministry of Finance, calls for extreme
fiscal austerity to restore confidence in the Japanese economy and to pay
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for the various financial infusions. As shown in 1996 and 1997, fiscal
consolidation is anything but expansionary in Japan, provoking further
panic by increasing precautionary saving and lowering confidence in the
economic future (as much by government justifications given for the con-
traction as by the direct impact on growth).42

There is, therefore, a complete conflict between responding to
the liquidity crisis and the currency crisis, between restoring faith in the
financial system and restoring faith in the yen.The size of these capital
flows and the uncertainties they cause would provoke renewed crisis in
the rest of EastAsia, with capital exiting these markets even faster than in
Japan.World economic growth and stability is imperiled.The only way
out of the dilemma would be for foreign central banks, primarily the
United States Federal Reserve and the new European Central Bank, to
lower their interest rates sufficiently to encourage capital to flow back
into Japan. In theory, stabilization of the currency by closing of interna-
tional interest rate differentials would allow Japanese monetary and fiscal
policy to dedicate themselves to their domestic financial requirements.
Whether the independent Federal Reserve and European Central Bank
would be willing to engage in such a coordinated loosening is in doubt,
given that their economies' interest rates would have been dropping al-
ready from the inflow of funds from the Pacific Rim and because their
self-interpreted mandates for price stability would appear to preclude
response to international factors, until they hit hard at home. Even if such
a coordinated interest rate cut were made, it would more likely staunch
the outflow, than restore to Asia the capital necessary to end the crisis.
Perhaps this scenario sounds exaggerated for Japan, but it is difficult to
point to any step in the scenario that seems particularly unlikely.

The Japanese case illustrates two important general points about
forward-looking economic policy. First, there is the mutually reinforcing
nature of downside risks for an economy that has both a fragile financial
system and declining economic growth. Second, preemptive policies are
sometimes required, because policies in reaction to a crisis may be inef-
fective or have perverse effects. I offer such a program of policies for
sustainable Japanese economic recovery in Posen (1998).

The potential need for international coordination, if the crisis
gets out of hand, should not obscure the reality that such coordination
cannot substitute for appropriate changes to an economy's domestic policy.
If the country is subject to leverage because it is small or has a trade
deficit, international pressures perhaps can induce such a change.The
unwillingness of such open, foreign-trade and financing-dependent econo-
mies as Korea and Thailand to make the necessary shifts before crisis hit
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in 1997, however, should make us cautious about the likely effectiveness
of international pressures.Worse, when the country is large and in sur-
plus, as is the case in Japan in the 1990s, its domestic mistakes can be
internationally destructive. We have known since the founding of the
Bretton Woods system that there is no international architecture that
can force such a country to follow proper policies until the country itself
recognizes its self-interest in changing course.This should put a limit on
our optimism about the benefits of even broad ranging reform of the
international financial system and increase our emphasis on convincing
policymakers to consider their domestic financial choices in a forward-
looking manner. E
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