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In this article, I explore the question of whether globalization has attenuated “Asianess” 
in relation to a central issue at the intersection of political economy and Asian studies. I 
examine whether and to what extent the long-celebrated East Asian developmental state 
model has been discredited, both in theory and in practice, as a result of economic 
globalization and the alleged triumph of neoliberalism. By focusing on the case of Japan, 
I argue that efforts to recreate and maintain a more liberalized market in the current era 
have entailed more, rather than less, state activity in many key areas of the economy. In 
order to demonstrate this point empirically, I focus on Japan’s macroeconomic policies 
and financial policies since the early 1990s. 
 
 
Japan & the Neoliberal Economic Paradigm 
 
Nearly three centuries ago, Sir Isaac Newton (1643–1727) remarked, “I can 
calculate the motion of heavenly bodies but not the madness of people.”1 
His comment followed the dramatic rise and fall in the stock market value 
of the South Sea Company in 1720. On January 1, 1720, one share of South 
Sea stock was worth £128. Over the course of the next six months, a specu-
lative frenzy drove prices up as high as £1,050. By September, however, the 
bubble burst, and the ensuing rush to sell off the company’s stock drove the 
price back down to £128 by December. 

At first glance, beginning an article that focuses on the political econ-
omy of contemporary Japan with an incident that occurred in Britain al-
most three centuries ago may seem odd, but there are in fact two important 
reasons for doing so. First, the South Sea Bubble is a classic example of a 
speculative market gone awry that mirrors the single greatest economic 
challenge Japan has confronted in the last fifty years. Fueled by a specula-
tive frenzy, the stock and real estate markets in Japan rose spectacularly in 
the second half of the 1980s, only to have these markets come crashing 
down in the early 1990s. In turn, as assets plummeted and borrowers de-
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faulted on their loans, some of Japan’s largest financial institutions over the 
next decade and a half declared bankruptcy, while others, struggling to re-
solve their staggering levels of non-performing loans, cut back on the crea-
tion of new loans. The result has been a prolonged period of economic stag-
nation and a stark reevaluation of the once-celebrated Japanese model of 
development. 

Second, Newton’s remark about the South Sea Bubble illustrates the 
fallibility of even the most rational of thinkers to explain and predict mar-
ket behavior. Newton made his observation about the “inability to calculate 
the madness of men” not simply as an outside observer but as an active par-
ticipant in this speculative market. Newton originally invested £7,000 early 
in the year and sold his share in April for a 100 percent profit. But upon 
watching the stock continue to rise, he reinvested an even larger sum and 
ultimately lost over £20,000 when the bubble burst.2 

No one can accuse Newton, one of the leading representatives of the 
British Enlightenment, of lacking rational capacity. Moreover, as Great 
Britain’s Master of the Mint from 1699 to 1727, he was clearly knowledge-
able about monetary affairs.3 The fact, therefore, that he not only acknowl-
edged an inability to explain market behavior but also was himself a par-
ticipant in this irrational behavior underscores one of the primary purposes 
of this article—namely, to call into question both the triumphalism and 
veracity of today’s dominant neoliberal economic paradigm. This paradigm 
argues, first, that one can explain and predict the economic behavior of 
market participants based on rational-actor models and assumptions and, 
second, that the outcome of such behavior in an economic system based on 
laissez-faire principles will necessarily produce the greatest good for the 
greatest number of people.  

With the dramatic spread of global finance, this neoliberal economic 
paradigm has become an increasingly pervasive view that structures the 
way we look at the world. Indeed, even those who now occupy opposite 
ends of the political spectrum often draw similar conclusions about the tri-
umph of neoliberalism in an era of global finance. On the right, economic 
conservatives, who draw their inspiration from the anti-statist tenets of 
nineteenth-century liberalism, celebrate the spread of global capital because 
it allegedly enhances economic freedom and disciplines the state to adopt 
market-friendly measures.4 In contrast, many on the political left lament it 
precisely for those very reasons: greater economic freedom gives large asset 
holders of mobile capital greater voice and power in the political arena that 
will presumably erode democratic practices and weaken the state’s ability to 
address the widening gap in democratic legitimation.5 Although each side 
clearly holds a different normative position about the current state of affairs, 
both sides seemingly take as a “matter of fact” the erosion of the state and 
the triumph of neoliberalism in an era of global capital.  
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This trend can be seen even in the case of Japan, a country that had fol-
lowed an alternative model of development with tremendous success during 
the early decades of the postwar period. The model was predicated on the 
assumption that a strong and autonomous state pursuing developmental 
goals could achieve better economic results than a state guided by neolib-
eral principles that adopted a laissez-faire approach to the market.6 In the 
first four decades of the postwar period, this model delivered on its prom-
ises: Japan’s economy grew faster than those of all other advanced indus-
trial democracies while maintaining a relatively low level of unemployment 
and a high level of income equality. By the early 1980s, however, a clear 
shift toward conservatism emerged in Japan that was similar to those taking 
place in other advanced industrial democracies. Just as Great Britain under 
Thatcher and the United States under Reagan ushered in new conservative 
regimes, the Japanese government, under the leadership of Prime Minister 
Nakasone in the 1980s, embraced a conservative neoliberal ideology that 
ardently called for privatization, deregulation, and a small government.7 

This neoliberal trend has become even stronger after the speculative 
bubble collapsed in the early 1990s. With the economy sliding into a pro-
longed period of stagnation, the predominant interpretation of both the 
cause and the cure of Japan’s economic malaise has been one that is based 
on neoliberal arguments and assumptions. According to this view, the cause 
of the malaise is the continued legacy of a strong and activist state inherited 
from Japan’s developmental model. The cure is to conduct structural re-
form and scale back the state so that the market can make more efficient 
decisions about how scarce resources are allocated.8 Hence, even in the case 
of contemporary Japan, neoliberalism has become the orthodoxy.   

In this article, I question this orthodoxy both in general terms and as it 
is applied specifically to the case of Japan. I argue that this orthodox neo-
liberal perspective offers, at best, only an incomplete picture of the relation-
ship between the state and the market that serves to obscure the state’s 
ongoing involvement in the economy. I contend that this picture is incom-
plete, because a market based on laissez-faire principles still needs the state 
for both its creation and its maintenance. Just as the seminal work of Karl 
Polanyi (1886–1964) demonstrated that the road to the classical liberal mar-
ket in the nineteenth century was paved by the strong hand of the state,9 I 
argue that efforts to recreate and maintain a more liberalized market in the 
current era have entailed more, rather than less, state activity in many key 
areas of the economy.  

An inherent contradiction thus exists in the neoliberal position with re-
spect to the state: it seeks to protect the sanctity of the market from the en-
croachment of the state, but the market itself needs the state to serve as 
both midwife and caretaker. The state serves as a midwife because a free 
market emerges not de novo but through laws and regulations created and 
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enforced by the state.10 It serves as caretaker because, after a free-market 
system is established, the state not only mitigates the social costs of eco-
nomic dislocation but also adopts economic policies in an effort to manage 
the cyclical challenges of a market economy. Given its emphasis on anti-
statism, however, the neoliberal perspective is blind to these issues, and the 
hidden hand of the state masquerades as the invisible hand of the market. 

Accordingly, the central normative claim of this article is that the anti-
statist tenet of neoliberalism is a myth that has narrowed unduly the sphere 
of political agency and democratic choice. To be sure, conservative critics 
are correct in arguing that resources are finite and that democratically legis-
lated policies require resources that otherwise could have been allocated 
through the market. But thereby to eschew government activity in favor of 
an “unfettered” market represents a false dichotomy, because the state plays 
a prominent, though often hidden, role in creating and maintaining such a 
market. 

Although Japanese government leaders have increasingly embraced the 
anti-statist rhetoric of neoliberalism, the policies they have adopted have 
actually increased, rather than decreased, the presence and the activity of 
the state in the market. I demonstrate this point empirically in the next 
section. I focus on two main issues: Japan’s macroeconomic polices and 
financial policies throughout the 1990s. These issues represent two of the 
most important points of contention concerning the erosion of the state—
and erosion of democracy—in an era marked by the spread of global fi-
nance and the triumph of neoliberalism. 
 
The State in Japanese Macroeconomic & Financial Policy 
 
In the contemporary era, conventional wisdom suggests that economic 
globalization will compel states that have hitherto pursued different eco-
nomic models and strategies to converge toward the “best practices” of a 
liberal market system. Nowhere is this argument more forcefully stated 
than in the two broad policy areas examined in this article. In the realm of 
macroeconomic policy, the neoliberal position argues that the dramatic 
globalization of the international capital market will restrict the govern-
ment’s ability to adopt Keynesian fiscal policies, because mobile asset-
holders become more capable of exercising their “exit” threat on govern-
ments that fail to minimize the size of the state and adopt more “market-
friendly” measures. Moreover, since international financial investors deem 
governments with large budget deficits to be less credit worthy than those 
that have their fiscal houses in order, the competition to attract global capi-
tal encourages governments to retrench and adopt more stringent budgets.11  

A similar argument is made in the realm of financial policy. In both 
popular and scholarly accounts, many portray the dramatic globalization of 
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the international financial market as a force that has eroded the authority 
and autonomy of sovereign states. According to this view, regulatory barri-
ers to international capital are increasingly costly to erect, both politically 
and economically. Greater capital mobility, transnational linkages, and the 
growth of international market structures are seen to introduce a competi-
tive system wherein transnational actors exercise more power over states by 
utilizing greater “exit” threats—and where states often undermine their 
own regulatory powers willingly in order to attract “footloose” capital 
flows.12 Hence, even in the case of East Asia, where the developmental state 
model had posed a serious challenge to classical liberal orthodoxy, the fi-
nancial crisis that has plagued this region in the 1990s is now seen as evi-
dence of the need to withdraw the visible hand of the state and adopt 
greater free-market reforms.13  

At the rhetorical level, Japan has not been immune to these trends. Al-
though the country had adopted an alternative model of development with 
notable success since the early postwar period, the Japanese government, 
under the leadership of Prime Minister Nakasone, began to embrace in the 
early 1980s a conservative neoliberal ideology that called for privatization, 
deregulation, and a small government. Accordingly, in the realm of macro-
economic policy, the strategy advocated by the political party in power, the 
Liberal Democratic Party (LDP), was one that ostensibly repudiated 
Keynesian fiscal strategies in favor of monetarism. With respect to financial 
policy, the government began to call for the gradual liberalization of the 
Japanese financial market. Moreover, in the following decade, after the 
Japanese economy slid into a prolonged period of stagnation following the 
collapse of the stock and real estate markets, this neoliberal perspective has 
become an increasingly prominent position of the political party in power. 

A closer look at the empirical evidence, however, reveals that there is a 
wide discrepancy between the government’s rhetorical commitment to neo-
liberal reform and the actual policies that have been adopted. To be sure, 
there were elements in both macroeconomic policy and financial policy 
where the government adopted policies that were consistent with the anti-
statist tenets of liberalism. On balance, however, it is clear that, in both 
cases, the presence and activity of the state expanded considerably—and in 
direct contradiction to what would be expected under a regime committed 
to adopting liberal reforms. 
 
Financial Policy 

In the case of financial policy, financial liberalization began in the early 
1980s, as Japanese corporate borrowers increasingly utilized the Euromarket 
to raise funds and as Japanese banks grew weary of purchasing government 
bonds below market rates without the ability to resell them in the secondary 
market.14 In the following decade, amid mounting concerns that the Tokyo 
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financial market would increasingly lose market shares to other interna-
tional financial centers, the Hashimoto cabinet promulgated the “Japanese 
Big Bang.” With the aim of making the Tokyo financial market comparable 
in scale to those of London and New York, the five-year plan, launched in 
November 1996, called for sweeping financial reforms that would transform 
Japan’s financial market into one that was “free, fair, and global.”15  

Admittedly, these changes are consistent with the neoliberal claim that 
greater capital mobility prompts state regulators to embrace financial liber-
alization. These changes, however, at best offer only an incomplete, if not 
distorted, picture of how the relationship between the state and the market 
has unfolded in Japan during the 1990s. For example, one insightful com-
parative study, which includes the case of Japan up to the mid-1990s, re-
veals how financial globalization has meant “freer markets” and “more 
rules”: The Japanese state has opened the financial market to more compe-
tition by liberalizing interest rates and commercial activities across finan-
cial sectors, but it has also introduced new regulations and reorganized its 
control of private-sector behavior.16  

The evidence, moreover, becomes even more compelling in the second 
half of the 1990s, when many financial institutions suffered from high lev-
els of non-performing loans. Greater financial liberalization has been ac-
companied not simply by “more rules” but also by the creation of several 
powerful state-backed institutions entrusted with substantial financial re-
sources and a wide range of regulatory authority that surpasses what are 
deemed “prudential regulatory” safeguards. Under such conditions, the 
state can adopt any of a number of options: 

(1)  do nothing and let the market sort out the winners and losers (or let the 
market sort out winners and losers in conjunction with enforcing pru-
dential regulations such as stricter accounting and disclosure rules, 
capital adequacy, etc.);  

(2)  ensure at a minimum the ability of depositors to withdraw their funds 
either with taxpayers’ money or from contributions paid in by the lending 
institutions (presumably for the purposes of reducing the systemic risk of 
a run on the banks, yet at the risk of creating a moral hazard problem);  

(3)  provide public funds to banks to varying degrees for different purposes 
(i.e., ensure the banks’ solvency, ensure that banks can meet the capital 
adequacy ratio set by the U.S. Bank for International Settlements, pro-
vide enough liquidity so that banks will continue to lend to borrowers 
in order to keep the economy going); 

(4)  nationalize failed private financial institutions (rather than letting 
them fail as the market sorts out winners and losers); and/or 
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(5)  adopt the role of private financial institutions and become a significant 
player in its own right in financial markets.  

These options are not mutually exclusive. Rather, they represent, in as-
cending order, the degree to which the state can play a more active role in 
the financial market. It is even possible that the state adopt all five options 
at the same time. To the extent that the state adopts any of the options 
beyond the first one, however, the further away it becomes from adopting 
policies that are consistent with a laissez-faire position. For instance, if the 
state’s involvement in the financial market is limited to enforcing pruden-
tial regulations or acting as an insurer for depositors (i.e., options 1 and 2, 
respectively), one can reasonably make the claim that the state is simply 
increasing transparency and trust so that the market mechanism can oper-
ate more efficiently. In contrast, if the state subsidizes, nationalizes, or 
takes on the role of private financial institutions (options 3, 4, and 5, re-
spectively), its level of presence and participation in the market becomes 
antithetical to a neoliberal regime and more consistent with that of an East 
Asian developmental state model.17 

What is striking in the case of Japan is that, despite the growing rhe-
torical commitment to adopting liberal financial reforms from the second 
half of the 1990s onward, the state in fact exercised more extensively op-
tions 3–5 than during previous years. For instance, the extent to which the 
state adopted the role of private financial institutions in terms of both pro-
viding loans and collecting savings deposits increased significantly since 
1989. Although private financial institutions faced fewer market restric-
tions in terms of the financial commodities and services they could offer, 
private banks retrenched and reduced their volume of lending throughout 
the 1990s. Consequently, the state filled in the gap, providing both loans 
and credit guarantees primarily, though not exclusively, through the Fiscal 
Investment and Loan Program (FILP).18 As illustrated in table 1, public 
sector lending in 1989 amounted to ¥278 trillion, or 22.3 percent of total 
lending. Ten years later, public sector lending climbed to ¥553 trillion, 
representing 35.4 percent of total lending. 

The state’s role in the deposit-taking side is equally telling. Despite the 
fact that financial liberalization allowed commercial banks to offer depositors 
more competitive rates, the state-run postal savings system continued to play 
a prominent role in taking in deposits throughout the 1990s. Indeed, postal 
savings deposits increased significantly during this period as depositors lost 
confidence in private banks, given the banks’ large accumulation of non-
performing loans. As seen in table 2, total deposits in postal savings were al-
ready quite high in 1989, amounting to ¥135 trillion, or 15.2 percent of total 
deposits. In ten years’ time, postal savings deposits almost doubled in real 
terms, totaling nearly ¥262 trillion by 1999. The irony here is that, despite 
the repudiation of the developmental model, the state was increasingly 
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TABLE 1   Public Sector Lending as a Percentage of Total Loans 
 

Year Total Loans Loans by Public Sector % of Total Loans 

    

1989 12,462,307 2,783,583 22.34 

1990 13,281,081 3,029,823 22.81 

1991 13,829,940 3,293,929 23.82 

1992 14,279,510 3,606,892 25.26 

1993 14,548,020 4,035,608 27.74 

1994 14,788,899 4,432,990 29.98 

1995 15,207,314 4,591,725 30.19 

1996 15,262,123 4,867,451 31.89 

1997 16,211,710 5,079,253 31.33 

1998 15,830,802 5,281,621 33.36 

1999 15,612,060 5,529,142 35.42 

2000 15,728,689 5,535,660 35.19 

2001 15,066,044 5,372,353 35.66 

2002 14,533,678 5,168,915 35.57 
    

 
NOTE: Amounts are in ¥100 million. All figures from “stock” (Financial Assets and Liabilities) tables for the 
fiscal years indicated; flow of funds data, Bank of Japan. Total loans taken from intersection of assets 
shown in “financial institutions” sector and row indicating “loans” (row C). Loans by public finance taken 
from intersection of assets shown in “financial institutions” sector and row indicating “loans by public 
financial institutions” (row Ce). Available online at http://www.boj.or.jp/en/theme/research/stat/sj/ 
(accessed July 12, 2007). 
 

relying on one of the model’s chief institutions (i.e., FILP) to raise the level 
of public-sector lending and deposit-taking.19 

Another example of how the state’s role expanded during this period 
can be seen by how the state dealt with private financial institutions. While 
Economic Minister Heizō Takenaka succinctly summarized the neoliberal 
position when he stated that “no bank was too big to fail,” the state did not 
simply let market forces winnow out weak financial institutions.20 Instead, 
when many banks and other financial institutions recorded high levels of 
non-performing loans in 1998, the Diet passed a package of bills that pro-
vided roughly ¥60 trillion (12 percent of nominal GDP) of public funds to 
be supervised by a newly created Financial Reconstruction Commission 
(FRC, Kin’yū Saisei Iinkai 金融再生委員会). The new law gave the FRC the 
mandate to protect depositors of failed banks, recover bad loans, liquidate 
and temporarily nationalize failed banks, and strengthen the capital–
adequacy ratio of solvent banks.21 With these new laws in place, the govern-
ment took immediate action, nationalizing two major banks (Long-Term 
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Credit Bank and Nippon Credit Bank) and injecting ¥7.7 trillion of public 
funds into the banking system, primarily by purchasing the banks’ pre-
ferred stock or bonds. Over time, as the government continued to inject 
public funds into commercial banks, the state, in essence, purchased a sig-
nificant share of the stock ownership of private banks in exchange for the 
banks’ ability to continue conducting business.22 

In sum, these measures not only refute the simple notion of a regulatory 
race to the bottom but also go well beyond the state renewing its authority 
in the form of creating and enforcing prudential regulations so that the mar-
ket mechanism can operate with greater efficiency and transparency. Instead, 
in the case of Japan, financial liberalization has been accompanied by active 
Diet deliberations that culminated in the creation of new public institutions 
with substantial financial resources and regulatory powers. Although meas-
ures such as the Big Bang were indeed significant in liberalizing the Japanese 
financial market, the government also became a more direct and active par-
ticipant in the financial market by staking out an ownership position in all 

TABLE 2   Postal Savings Deposits as a Percentage of Total Deposits 
 

Year Total Deposits Postal Savings Deposits % of Total Deposits 

    

1989 8,869,442 1,350,876 15.23 

1990 9,135,078 1,366,391 14.96 

1991 9,424,026 1,559,939 16.55 

1992 9,656,511 1,709,971 17.71 

1993 9,989,764 1,844,519 18.46 

1994 10,246,516 1,985,509 19.38 

1995 10,621,183 2,140,276 20.15 

1996 10,843,232 2,262,506 20.87 

1997 11,141,090 2,419,668 21.72 

1998 11,342,902 2,541,769 22.41 

1999 11,842,778 2,616,989 22.10 

2000 11,928,225 2,512,333 21.06 

2001 12,186,355 2,411,949 19.79 

2002 12,279,025 2,377,006 19.36 
    

 
NOTE: Amounts are in ¥100 million. All figures from “stock” (Financial Assets and Liabilities) tables for the 
fiscal years indicated; flow of funds data, Bank of Japan. Total deposits taken from intersection of liabili-
ties shown in “depository corporations” sector and row indicating “currency and deposits” (row A). De-
posits held in postal savings accounts taken from intersection of liabilities shown in “postal savings” sector 
and row indicating “currency and deposits” (row A). Available online at http://www.boj.or.jp/en/theme/ 
research/stat/sj/ (accessed July 12, 2007). 
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the major banks, temporarily nationalizing major banks, and expanding its 
role as both a lending and deposit-taking institution.  
 
Macroeconomic Policy 

Macroeconomic policy presents a similar pattern. At first glance, macro-
economic policymaking in Japan appears to be consistent with the neolib-
eral claim that posits a shift from Keynesianism to monetarism. The admin-
istrative and fiscal reform movement that was headed by Rinchō 臨調 (short 
for Dai Niji Rinji Gyōsei Chōsakai 第二次臨時行政調査会, the Second Provi-
sional Commission on Administrative Reform) and launched in the early 
1980s explicitly rejected the heavy use of Keynesian deficit spending that 
was the hallmark of the 1970s. Instead, its main objective was to pursue “fis-
cal reconstruction without tax increases” (zōzei naki zaisei saiken 増税無き財
政再建) and eliminate the issuance of deficit-financing bonds by 1990.  

Upon close scrutiny, however, it is clear that, while the government was 
indeed able to meet its target by 1990, the measures that were adopted to 
achieve this goal strayed widely from Rinchō’s basic tenet. Whereas Rinchō 
sought to eliminate deficit financing through cuts in government expendi-
tures, over 80 percent of the deficit reduction was in fact attributable to ei-
ther higher-than-projected increases in tax revenues or to having shifted 
government expenditures out of the main budget (General Account Budget) 
to other government accounts. 23  Moreover, any pretense of repudiating 
Keynesian fiscal policy was abandoned throughout most of the 1990s, as the 
government adopted a series of pump-priming measures in the face of Ja-
pan’s worst economic recession in decades. As table 3 illustrates, the Japa-
nese government adopted nine sizeable economic stimulus packages be-
tween August 1992 and October 2000, totaling ¥129 trillion. 

To be sure, suggesting that there was no evidence that the government 
adopted a neoliberal stance with respect to macroeconomic policy during 
this period would be inaccurate. In fact, in 1997, the Hashimoto admini-
stration adopted a stringent budget for fiscal year 1997 and phased in a 
scheduled consumption tax increase from 3 to 5 percent in an effort to re-
duce the sizeable budget deficit incurred in the first half of the decade. 
Moreover, in November 1997, the Hashimoto administration enacted the 
Fiscal Reform Law, which called for the elimination of deficit-finance bonds 
by the end of fiscal year 2003 and the reduction of the combined budget 
deficit of national and local governments to 3 percent or less of GDP.24 

These measures adopted by the Hashimoto administration, however, 
are the exceptions that prove the rule. Not even one year after the Fiscal 
Reform Law was enacted, the government was forced to reverse course. Af-
ter posting a real GDP growth of 1.5 percent in 1995 and 3.9 percent in 
1996, the economy slid back into a serious recession, in no small part as a 
result of the contractionary impact of the Hashimoto administration’s mac- 
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roeconomic policy.25 Consequently, the government unveiled a new stimu-
lus package in April 1998 worth over ¥16 trillion. Seven months later, with 
no recovery in sight, the government announced an even bigger stimulus 
package, worth ¥24 trillion. With this package, the government suspended 
the Fiscal Reform Law, as the bond–dependence ratio soared to a record 
high 38.6 percent. In November 1999, the Obuchi administration launched 
a new pump-priming package worth ¥18 trillion in the face of a 1 percent 
decline in the economy during the July–September period from the pre-
vious quarter.26 By 1999, the cumulative effects of these economic packages, 
together with the decline in tax revenues caused by the poor performance of 
the economy, had raised the General Account Budget’s dependence on debt 
to 43.4 percent of the total budget, a level even higher than that recorded 
during Japan’s fiscal crisis of the late 1970s.27 

 Given the inability of neoliberalists to predict Japanese macroeco-
nomic policy outcomes during this period, the fallback position has been to 
argue that Japan’s use of Keynesian policy was ineffective and mistaken, 
producing an unsustainable level of government debt that has weakened 
the economy and imposed huge tax burdens on future generations.28 But, 
here again, it is important to separate the neoliberal myth from reality. 

TABLE 3   Fiscal Stimulus Packages, 1992–2000 
 

Date Amount Percent of GDP 

   

August 28, 1992  10.7  2.3 

April 13, 1993  13.2  2.8 

September 16, 1993  6.0  1.3 

February 8, 1994  15.3  3.2 

[April 14, 1995]a  [7.0]  [1.4] 

September 20, 1995  14.2  3.0 

April 24, 1998  16.7  3.4 

November 16, 1998  23.9  4.9 

November 11, 1999  18.0  3.5 

October 19, 2000  11.0  2.1 
   

     Total  129.0  — 
   

 
SOURCE: OECD Economic Surveys: Japan (Paris: OECD, 2000): 53. 
  
NOTE: Amounts are in trillions of yen. 
 
aThe April 1995 package was excluded from the total figure because these alloca-
tions were primarily for Kobe earthquake relief rather than for economic stimulus. 
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Although it is true that the total amount of government debt rose dramati-
cally, at least half of this increase is attributable to the fall in tax revenues 
caused by the weak economy.29 Moreover, contrary to neoliberal expecta-
tions, fiscal expansion had not produced inflation, and high levels of gov-
ernment debt did not “crowd out” potential private borrowers by raising 
interest rates. Indeed, the chief problem throughout this period was defla-
tion, not inflation; and interest rates remained low.  

Additionally, the hidden hand of the state has played a prominent role 
in managing the government bond market. While neoliberal observers are 
quick to point out the extensive amount of deficit-financing bonds the gov-
ernment has issued in its effort to cover the shortfall between tax revenues 
and public expenditures, what often goes unmentioned is the extensive role 
the state plays in purchasing the debt that it creates. As seen in table 4, over 
half the total amount of government bonds outstanding is currently held by 
the state itself, with the lion’s share in the hands of the Trust Fund Bureau 
(a bureau within the Ministry of Finance) and the Bank of Japan.30  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

TABLE 4   Public Sector Share of Total Japanese Government Bonds (JGB) Purchased 

Year Total JGB 

Public Sector 
Purchase of JGB Public Sector % 

    

1993 2,037,000 947,205 46.50 

1994 2,191,000 988,141 45.10 

1995 2,417,000 1,148,075 47.50 

1996 2,709,000 1,311,156 48.40 

1997 2,997,000 1,513,485 50.50 

1998 3,391,000 1,780,275 52.50 

1999 3,667,000 1,903,173 51.90 

2000 4,090,000 1,918,210 46.96 

2001 4,692,000 2,618,136 55.80 

2002 5,368,000 3,059,760 57.00 

2003 5,699,346 3,197,921 56.11 

2004 6,424,655 3,618,054 56.32 

2005 6,718,823 3,745,183 55.74 
    

 
SOURCE: Japanese Ministry of Finance, http://www.mof.go.jp/jouhou/kokusai/jgb_guidebook2006j.pdf; 
http://www.mof.go.jp/singikai/saimukanri/tosin/ksk151125_s.pdf. 
 

NOTE: “Public sector” includes the General Government and Central Bank. 
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In short, these trends clearly refute the argument about the globaliza-
tion of the international capital market and its impact on macroeconomic 
policy. Greater capital mobility in Japan during the 1990s did not force the 
government to repudiate Keynesian fiscal policy in favor of monetarist or-
thodoxy. Instead, the government, throughout most of that decade, adopted 
a series of fiscal stimulus measures at a time when economic growth, and, 
hence, tax revenues, remained stagnant. Moreover, while these combined 
factors produced—by the end of the decade—a gaping fiscal deficit higher 
than that of any other G-7 advanced industrial democracy, it did not create 
inflationary pressures or lead to higher interest rates, as neoliberals pre-
dicted. Instead, the sharp rise in government debt was managed along lines 
consistent with the general argument presented in this article, namely, 
through the hidden but active hand of the state. 
 
New Perspectives on Causes & Consequences of 
Japan’s Economic Malaise 
 
As noted at the outset of this article, neoliberal arguments and assumptions 
have informed not only the prevailing interpretation of why Japan’s econ-
omy has stagnated since the early 1990s but also the necessary course of 
action the government would need to adopt in order for the economy to 
recover. According to this perspective, the cause of Japan’s economic mal-
aise is the continued legacy of a strong and activist state inherited from Ja-
pan’s developmental model. The cure is to conduct structural reform and 
scale back the state so that the market can make more efficient decisions 
about how scarce resources are allocated. 

In this article, I draw very different conclusions about both the causes 
and consequences of Japan’s prolonged period of economic stagnation. Al-
though I acknowledge that the legacy of Japan’s developmental model may 
have exacerbated the economic problem, it did not cause it. Moreover, 
while the government has embraced a commitment to neoliberal reforms 
since the early 1990s, the actual policies they have adopted have strength-
ened the role of the state. To the extent, therefore, that the Japanese econ-
omy has shown signs of a sustained (though modest) level of economic 
growth in recent years, the notion that this turnaround is attributable to 
the adoption of laissez-faire policies is highly suspect for several reasons. 

First, with respect to the cause of Japan’s long period of economic stag-
nation, there is a strong consensus that the starting point of Japan’s eco-
nomic downturn can be traced to the collapse of the speculative bubble in 
the stock and real estate markets in early 1990. The question, however, is 
what key underlying conditions created the bubble. I argue that speculative 
booms followed by economic collapse are a recurrent theme of free-market 
economies. The liberalization of highly regulated financial markets may 
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indeed reduce market distortions and provide greater opportunities for 
banks to make loans, as neoliberal proponents stress. But these can include 
bad or risky loans that produce a speculative bubble or a crisis of confi-
dence in bank solvency.31 When financial markets are flourishing, greed— 
mixed with the general uncertainty of the stock market—stretches what 
may be deemed plausible or rational.32 In the case of Japan in the second 
half of the 1980s, as in the case of the United States in the second half of the 
1990s, numerous economic commentators on both sides of the Pacific ar-
gued that the sharp rise in the stock markets was sustainable.33 Under these 
conditions, investors do not simply purchase stocks based on the price–
earnings ratio but, rather, on the expectation of what other investors will 
do—and how their actions will influence future stock prices. Accordingly, 
sharp rises in the stock market can be fueled by a self-fulfilling prophecy 
that invariably produces an unsustainable asset bubble.  

In this light, Japan’s bubble economy of the 1980s and its collapse in 
the early 1990s is merely one example out of many of a speculative free mar-
ket gone awry. Although the South Sea Bubble and the Great Depression 
are among the most well known historical examples, more recent cases can 
be readily found. Switzerland, for example, experienced a similar phenome-
non during roughly the same period: a bubble in real estate prices burst at 
the beginning of the 1990s and pushed the economy into a prolonged pe-
riod of stagnation.34 In Sweden and Finland during the second half of the 
1980s, real asset prices (both stock and land prices) also rose at rates compa-
rable to those of Japan and dropped precipitously by the end of the decade. 
Consequently, these Scandinavian governments also injected huge sums of 
public funds to dispose of nonperforming assets in the banking sector.35  

Perhaps it could be argued that had a more prudential regulatory re-
gime based on neoliberal principles been in place, Japan would not have 
suffered a prolonged recession. This assumption may be true, but it misses 
the broader point: A more prudential regulatory regime, by definition, re-
quires the state, or other non-market entities, to regulate and enforce mar-
ket behavior. More importantly, the existence of such entities will not nec-
essarily prevent the rise and bursting of a speculative bubble.36 Although 
the United States is often held as the model of a liberalized financial market 
with prudential regulatory safeguards, such safeguards have clearly failed to 
prevent serious financial crises. Putting aside the Savings and Loan crisis, 
Black Monday (October 19, 1987), or the more recent corporate scandals 
involving Enron, WorldCom, and others, the sharp downturn in the stock 
market that began in March 2000 illustrates a classic example of a financial 
bubble that has burst. Moreover, it is only after the bubble bursts that the 
folly of “irrational exuberance” is met with sober recognition. In a telling 
remark paralleling remarks made by Newton in 1720, Federal Reserve Chair-
man Alan Greenspan acknowledged that, because of human psychology, 
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“bubbles tend to feed on themselves,” but it is “very difficult to definitely 
identify a bubble until after the fact—that is, when its bursting confirmed 
its existence.”37 In short, developmental states are not the only economies 
to suffer from speculative booms followed by economic collapse; such phe-
nomena occur in all varieties of market-based economies.38 

This article also draws very different conclusions about the economic 
and political consequences of Japan’s prolonged period of economic stagna-
tion. If, as I argue, the rise and collapse of the bubble economy was not 
caused by Japan’s domestic political and economic institutions themselves 
but rather by the neoliberal, free-market strategy that the LDP adopted in 
the 1980s (i.e., a more liberalized financial market and the rejection of 
Keynesianism over monetarism), it seems implausible that the Japanese 
government would adopt the same strategy to work its way out of economic 
malaise. Indeed, as the evidence indicates, the LDP, despite its continued 
rhetorical adherence to a neoliberal paradigm, expanded—rather than 
eroded—the role of the state throughout the 1990s. This situation occurred 
not simply because the number of claimants seeking compensation from 
the government increased. This explanation certainly accounts for part of 
the story. But on a more fundamental level, the market itself needed the 
state to assume a greater role in order to remedy the economic instability 
created by the market itself under a monetarist strategy where cheap credit 
was abundant and mobile.  

Informed by neoliberal principles, LDP leaders, such as former prime 
minister Koizumi, repeatedly stressed the importance of scaling back the 
state and giving the market a correspondingly greater role in making alloca-
tive decisions that were hitherto made through democratic deliberations. 
To be sure, an excessive reliance on the state to make allocative or regula-
tory decisions based on social and political considerations may indeed cre-
ate market inefficiencies, or generate a fiscal crisis, as neoliberal proponents 
insist. However, it is equally plausible that an unfettered market can create 
its own form of crisis that compels the state to assume a greater role in the 
market. Viewed accordingly, the rise of neoliberalism as a dominant para-
digm becomes doubly suspect when placed in the Japanese context because 
it not only obscures the extensive role that the state has played in both fos-
tering and sustaining market-friendly reforms but also reduces the sphere 
of democratic choice on issues that seek to reduce the social costs of eco-
nomic dislocation that a liberalized market can create. 
 
Notes 
 
The author thanks Ayumi Hama, his graduate research assistant, for helping to 
gather and compile the data presented in this article. He also thanks the anonymous 
reviewers for their comments and suggestions. 
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