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Takashi Omori, Osaka University

Economic Policy in the Asian Era
—uncertainty, equity and interdependence—

Issues of long-term economic policy-making is discussed with special
The difficulty with long-term economic policy is twofold. First, long-term

{Summary>
uncertainty can not be satisfactorily handled with the assumption of rational

expectation. Long-term uncertainty is hardly approximated by a probability

distribution. Adaptive expectation or perfect foresight is not a sensible assump-

emphasis on Asia.
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tion for a long-term analyses either. Second, efficiency and equity are more
deeply entangled than in the case of short-term issues. This is because, in the
long-term, income effects are important and lump-sum transfer is not easy. In
order to provide a convincing prescription for long-term isssues, a breakthrough

As for the policy-making in Asia, national authorities will continue to play
a dominant role. This is due to the lack in international income-transfer scheme,
to the diversified national factors, and due to the limited international labor
mobility in the region. However, growing international international interde-
pendence is depriving national authorities of the degree of freedom in economic
policy. Given the diversity in national situation, international harmonization in
structural policies in Asia will be more difficult than among present developed

to cope with these difficulties is called for.

countries.
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{Summary>

Macroeconomic Policy in Japan

Hiroshi Yoshikawa, University of Tokyo

Development of macroeconomics in the past two decades has drastically
changed the economists’ perception of desirable macroecnomic policies. There
is no longer any consensus now that active stabilization policy aimed at “full
employment” is desirable or necessary. There is even no consensus that business
cycles matter in the first place. Real business cycle theorists argue that business
cycles are nothing but fluctuations of the Walrasian equilibrium itself, and
therefore, that any attempt for stabilization would lead the economy to the
Pareto-inferior situation. Based on the neoclassical equilibrium, Robert Lucas
estimated the average annual cost of the U. S. business cycle as 8 dollars and 50
cents person. In contrast, based on the Keynesian model, Ray Fair estimated the
same as 2400 dollars! Clearly the role of macroeconomic policy substantially
differs depending on what kind of theoretical model one uses.

The second part of the present paper discusses monetary policy in Japan. It
argues that monetary policy affects the real economy, and that because there is
no reason to believe that the ‘potential’ or ‘natural’ GDP growth is smooth, the
discretion is always necessary in monetary policy.

The paper concludes itself briefly discussing fiscal policy in Japan.

— xil —

{Summary>

Structural Reform in Japan

Ichiro Shirakawa, Ritsumeican University

Since its necessity was first widely recognized, structural reform in Japan
has largely failed to evolve. The degree of this stagnation is reflected clearly in
the performance of the Japanese economy. Of all industrialized economies, only
Japan has exhibited poor performance in the 1990s. In the US, a growth rate of
2-39% has been maintained for the past six years. Even the European economy,
which is also said to be burdened with structural problems, has shown roughly
a 29 rate of growth since its recovery in 1993. In contrast to this the Japanese
economy, with the exception of the year 1996 in which the economy grew
temporarily as a result of fiscal stimulus measures, has shown low rates of
growth. The continuance of the stagnant economy shows that the Japanese
economy faces not cyclical, but structural problems.

The present article has four main goals. First is to clarify why structural
reform has not been realized in Japan, despite the fact that many economists
have pointed to its necessity. Structural reform covers a wide variety of areas,
such as fiscal reform, decentralization to local governments, central govern-
ment restructuring, and deregulation. Here, focus is given to deregulation and
government reform. The second goal of this article is to summarize the recent
history of structural reform in Japan and to analyze the reasons why structural
reform has not evolved from an institutional point of view. Third, this article
comments on the nature of the structural reform presently conducted by the
Hashimoto government. And finally, it remarks on the function of scholars and
the academic community in the economic policy decision-making process.
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considered as the incentive problem within a multilevel principal-agent relation-
ship, which means “citizens in democracies choose a government, and the
central-bank head is chosen by the government” (Walsh, 1995 : 150). Walsh
shows that if the government (principal) provides the central-bank (agent) a
contract which gives more rewards to the latter as the inflation rate decreases,
the contract will eliminate the discretionary inflation bias. In addition, the
government may impose explicit monetary targets as a policy rule on the central
bank and give it incentives such that it is explicitly accountable for attaining the
targets (Persson and Tabellini 1993). The rule system under the Reserve Bank
of New Zealand Act 1989 is such a targeting approach (Archer 1997).

Now we know that there are two approaches to price stability. The first is
the legislative approach such as Rogoff (1985), Neumann (1991), Lohmann (1992)
and Waller (1992), on the other hand the second is the contracting or targeting
approach just mentioned. Both approaches deal with choices among alternative
monetary institutions within which policymakers (the legislators, the govern-
ment, the fiscal authority, the central bank, and so on) and private individuals
operate and interact with each other. The alternative institutional arra.nge-
ments in central banking consist of several regimes © the discretionary regime,
the regimes of full or partial commitment to explicit monetary targets as rules,
and the regime of a fully or partially independent conservative central banker.
In any case, the central bank maximizes its own objective function under the
institution chosen in collective decision making processes, namely it responds to
the incentives it faces, since the institution involves some incentive mechanism
for the central bank. “From a positive point of view, the theory describes the
policymaker’s behavior under alternative incentive constraints. From a r.1or-
mative point of view, it suggests how to embed desirable incentive constraints
in the existing political and economic institutions, through appropriate institu-
tional reform” (Perrson and Tabellini, 1990 : 2).

Therefore, all monetary policy regimes may be considered as sets of rules
and even discretionary regime has a set of rules within which the central bank
operates monetafy policy. An important question is who actually, not formally,
chooses a regime among alternatives on basis of what criteria under which
information. Constitutional political economy is an approach to this question.
As Buchanan (1990 : 1) points out, it explores “the working properties of rules,
and institutions within which individuals interact, and the processes through
which these rules and institutions are chosen or come into being.”

— Vil —

4. Concluding Remarks

This note has reviewed some studies with respect to central bank independ-
ence and policymakers. The literature sometimes treats the central bank,
government and other policymakers as if they were one entity with the same
objective function, and explores a consequence of strategic interactions between
policymakers and the public. Some studies concerned focus on differences
between the objective function of the central bank and that of other policymak-
ers such as the government or fiscal authority, within a multilevel principal-
agent relationship.

In evaluating actual monetary policy activities of the central bank, we must
examine not only choices within monetary policy regimes but choices among
monetary policy regimes. This suggests that it is not sufficient for us only to
explore statistically policy reaction function of the central bank without con-
sidering the incentives it faces under existing monetary institution. The esti-
mated policy reaction function is just a consequence of principal-agent relation-
ship between the government (or fiscal authority) and the central bank.

We will have to consider choices among fiscal and monetary institutions by
utilizing new economics such as constitutional political economy, institutional

economics, evolutionary game theory by taking account of the path dependency
of the institutions.
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195), the Diet in Japan also passed the new Bank of Japan Law on June 11, 1997
to enhance its independence and transparency with respect to the formation of
monetary policy. The new law will take effect on April 1, 1998.

This note surveys the literature on the new political economy of central
bank independence and policymakers under democracies. The rest of the n(')te is
organized as follows. Section 2 makes clear definitions of central bank inde-
pendence. Section 3 reviews theoretical foundations of the independence and

policymakers’ behaviors. Section 4 gives a brief conclusion.

2. Definitions of Central Bank Independence

Many studies concerned explore the relationships between the variables of
macroeconomic performance such as economic growth and inflation on the one
hand, and central bank independence on the other hand, but measuring the
independence is very difficult. Most measures were limited to some pr.O).nes of
legal independence (e.g. Alesina 1988, Grilli, Masciandaro and Tabellini 1991,
Cukierman 1992, Alesina and Summers 1993, Eijffinger and Schaling 1993, De
Haan and Van’t Hag 1995, Fujiki 1996). In general, central bank independence
refers to a relationship between the central bank and the government. Since t}?e
governments in Japan have relied on Ministry of Finance in making economic
and fiscal policies decisions the independence means the autonomy of Bank o.f
Japan from Ministry of Finance rather than from political authorities or cabi-
nets.

As Eijffinger (1997 : xi) points out, the “independence refers to three areas
in which the influence of government or fiscal authority must be excluded or
drastically curtailed : independence in personnel matters ; financial autor.l—
omy ; policy independence.” Among the three areas, policy independence is
most interesting to us because the rules versus discretion debate in the context
of the well known time inconsistency problem in monetary policy (Kydland and
Prescott 1977, Barro and Gordon 1983), which will be discussed in Section 3, is
related to this area.

It is useful for us to divide policy independence into two concepts : goal
independence and instrument independence (Debelle and Fischer 1994). When
the central bank is free to choose the final goals of monetary policy which are
n;)t limited to low inflation, including low unemployment, it has goal independ-
ence. Central banks with more goal independence have more discretionary
powers. Even if the central bank has no goal independence it may hav.e 1ns'tru-
ment independence in choosing the means by which it efforts to attain given
goals. The goals are given by contracting with the government (Persson and

Tabellini 1993, Walsh 1995).

We can realize the difference between goal independence and instrument
independence by contrasting the Deutéche Bundesbank with the Reserve Bank
of New Zealand (Goodhart 1995, Issing 1997, Archer 1997). The New Bank of
Japan Law ensures formal instrument independence under “adequate communi-
cation with the Government in managing monetary policy, although the policy
must be decided by the Bank on its responsibility and judgment.” But “(t)he new
Law allows Government representatives to attend Policy Board meetings on
monetary control matters and to express their views when necessary. It also
grants the Government representatives the right to make policy proposals
regarding monetary control matters, including requests to postpone the Board’s
vote on policies” (Matsushita, 1997 : 13). This suggests that the independence of
the Bank of Japan is still a little week as compared with the Deutsche Bundes-
bank and the Reserve Bank of New Zealand.

3. Theoretical Foundations of Central Bank Independence

“The classic time-consistency problem in monetary policy arises from a
policymaker’s futile attempt to simulate output above the natural level, result-
ing in an inflationary bias to discretionary monetary policy (Finn E. Kydland
and Edward C. Prescott, 1977 ; Robert J. Barro and David B. Gordon, 1983). The
policymaker can eliminate the inflationary bias by credibly committing to
zero-inflation policy rule. Yet she would like to retain the flexibility to employ
monetary instruments to stabilize employment and output. As a result, the ex
ante optimal policy rule is contingent on the state of the world” (L.ohmann,
1992 : 82).

Rogoff (1985), Neumann (1991), Lohmann (1992) and Waller (1992) suggest
that the credibility problem of low inflation is resolved by creating an indepen-
dent central bank and by appointing as head of the central bank a conservative
individual who likes price stability more than society does, put differently who
“places a higher weight on price stability relative to output stabilization”
(Eijffinger, 1997 : xiii). “Instead of viewing the central bank as headed by a
“conservative” whose welfare function differs from that of society, one can
interpret Rogoff’s (1985) framework as modeling the situation in which the
central bank maximizes its budgetary transfer from the government, where this
transfer depends on inflation and employment. The problem for the government
is to set the optimal weight on inflation relative to employment in this transfer
function” (Walsh, 1995 : 154).

Consequently, the time inconsistency problem in monetary policy may be
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appointed as the administration of the head office, while Prof. K. Omiya was
appointed as a chief editor of annual reports.

The Association adopts as one of its objects the co-operation with the
similar foreign associations, though the society has not yet afforded to realize
effectual steps towards this aim. However, the Association welcomes from time
to time some foreign scholars who show their interest and hope to attend the
annual meeting. The Association is now intending to broaden international

liaisons in various forms as extensively as the budget permits.
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Central Bank Independence and Policymakers

Choices among Monetary Institutions

Akira Yokoyama, Chuo University

1. Introduction

Before the literature on “Public Choice” or the new political economy was
prevalent in economics and political science at the beginning of 1980s, studies of
economic and political phenomena were separated since the 1930s. Traditional
economic studies take the behaviors of policymakers (the legislators, the gov-
ernment, the fiscal authority, the central bank, and so on) as exogenous, and
assume that they maximize public interest or social welfare. By utilizing
analytical tools and concepts from economic theory and game theory, the new
political economy deals with the intersection between economics and political
science and explores not only rational economic and political behaviors of
individuals but also the choice of public policies.

Cukierman (1992) is a compilation of all of the new political economy made
so far on monetary policy. He “focuses on the motives and constraints of the
monetary policymaking authorities, which are often {though not exclusively)
central banks. The fundamental theme is that the money supply, and therefore
inflation, are not exogenous. The behavior of these variables is a consequence
of strategic and informational interactions between monetary policymakers
and individuals or institutions within the private sector. --- The central question
posed is I How do central banks or, more generally, monetary policymakers
behave? --- Most of the book relies therefore on the paradigm that the objective
function (or functions) of policymakers is generated by political - redistribu-
tional considerations” (Cukierman, 1992 : 1-2).

Thus academics and practitioners recognize that the degree of independ-
ence of central banks from political and fiscal authorities in making monetary
policy decisions is a key determinant of actual policy choices and economic
performance. Many empirical. studies (See for example, Cukierman 1992, De
Haan and Sturm 1992, Alesina and Summers 1993, Eijffinger and Schaling 1993)
supporting the inverse relationship between central bank independence and
inflation have provided a motivation for increasing central bank independence.
After “(bhe central banks of Chile, France, Mexico, New Zealand, and Ven-
ezuela have all had their independence enhanced” (Debelle and Fischer, 1994 :
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Economic Policy, The Development of the Science of Econmomic Policy,
(1988).
The Association also published the following book in the commemoration of the
50th anniversary of founding the Economic Policy Association.
Japan Economic Policy Association (ed.), Prospects of Japan’s Socio-
Economic System— Their Trends toward the 21st Century, (1995).
The Association’s themes printed in the annual reports are as follows :
“Conditions of Economic Independence for Japan” (1951)
“Patterns of Economic Control” (1952)
“Planning in Economic Policy” (1953)
“Industrial Structure and Economic Policy” (1954)
“Policy for Self-supporting Economy of Japan™ (1955)
“Japanese Post-War Economic Policy” (1956)
“Post-War Economic Policy in the World” (1957)
“Objects and Methods of Economic Policy” (1958)
“Types of Economic Planning” (1959)
“Structural Analysis and Economic Policy” (1960)
“Government’s Role in the Plesent Economy in Japan™ (1961)
“Economic Planning in Japan” (1962)
“Big Business and Economic Policy” (1963)
“Economic Policy of Regional Development” (1964)
“Change of Economic Structure in Japan™ (1965)
“Economic Regimes in the World and Economic Policy” (1966)
“Economic Policy in Transformation Period” (1967)
“Economic Policy during Post-War Twenty Years” (1968)
“Capital Liberalization and Economic Policy” (1969)
“Oligopoly and Economic Policy” (1970)
“A Reappraisal of Recent Japan’s Economic Growth™ (1971)
“Pollution and Economic Policy” (1972)
“Internatioﬁal Comparison of Present Economic Policy” (1973)
“Internationaliztion and Industrial Organization” (1974)
“Contemporary Inflation and Distribution Policy” (1975)
“Resource Problems and Economic Policy” (1976)
“Welfare Policies under the Slower Rate of Economic Growth” (1977)
“Transformation Policy of Industrial Structure in Japan” (1978)
“Economic Policy during Thirty Years after World War II in Japan—
Prospect and Retrospect—" (1979)

“Efficiency and Justice Economic Policy” (1980)
“International Cooperation and Economic Policy in Japanese Economy”
(1981)
“Pacific Ocean Community and Japanese Economy” (1982)
“Demand Side and Supply Side in Economic Policy” (1983)
“Science and Technology in Economic Policy” (1984)
“Regional Development and Economic Policy” (1985)
“Role of Government in Japanese Economy” (1986)
“Privatization and Government Regulation” (1987)
“The Dynamism of Economic Development and Welfare Criteria” (1988)
“Debates at the Great Turns in the Economic Policy Making” (1989)
“Industrial Policy and the World—Response to Borderless Economy—"
(1990)
“Transformation of Economic Systems and Policy” (1991)
“Global Environmental Problems and Economic Policy” (1992)
“Movement of Population and Economic Policy” (1993)
“Prospects of Japan’s Socio-Economic Systems— Their Trends toward the
21st Century—" (1994)
“Propects of Japan’s Socio-Economic Systems—Construction of a New
Paradigm” (1995)
“Economic Rules in the Internationalization Age” (1996)
“Economic Development and Institutional Change—The Japanese Path
toward the 21st Century—"
The Association is administered by a board of 25 members elected every three
yeaes. Present members afe * M. Uekusa (Prof., Tokyo Univ. ), K. Omiya (Prof.,
Nihon Univ.), T. Kashiwazaki (Prof., Waseda Univ.), H. Kato (Prof., Chiba
Univ. of Commerce), T. Kato (Prof., Asia Univ.), T. Gunjima (Prof., Doshisha
Univ.}, T. Konishi (Prof., Osaka Gakuin Univ.), K. Goi (Prof., Chuo Univ)), A.
Saito (Prof., Aichi Gakuin Univ.), Y. Sato (Prof., Toyochashi S6zo College), T.
Suzuki (Prof., Kwansei Gakuin Univ.), A. Sei (Prof., Fukuoka Univ), I. To-
chimoto (Prof., Hiroshima Univ.), K. Niino (Emeritus Prof., Kobe Univ.), M.
Nishino (Prof., Meiji Univ.), T. Nojiri (Prof., Osaka Gakuin Univ.), T. Fujii
(Prof., Rissho Univ.), K. Masamura (Prof., Senshu Univ.), T. Matugu {(Prof.,
Nagoya Univ.), N. Maruo (Prof., Keio Univ.), R. Maruya (Prof., Kobe Univ.), T.
Mizuno (Prof., Chuo Univ.), T. Miyagi (Prof., Okinawa International Univ.), H.
Yokoi (Prof., Nagoya Gakuin Univ.), T. Yoshida (Prof., Nihon Univ.).
Prof. M. Uekusa was elected the president of the Association in 1995 and
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NIHON KEIZAISEISAKU GAKKAI-Japan Economic Policy Association
was founded 1940 in Tokyo by about 300 professors and researchers interested
in the scientific study of economic policy. At present there are more than twenty
associations for the study of various fields of economics, most of which were
estabished after World War II. Thus the Japan Economic Policy Association is
one of the few academic associations for economic study established before the
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The Association publishes annual reports in Japanese, each containing
reports done at each annual meeting and resumes of the discussion about each
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