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Introduction

DEPARTURES FROM ORTHODOXY

In 1880-1881 the Japanese government embarked on a pivotal program of fi-
nancial stabilization and reform that came to bear the name of Matsukata Ma-
sayoshi (1835-1924; fig. 0.1), who brought the program to fruition after he
became minister of finance in October 1881. The main objective was to deal
with the severe inflation and paper currency depreciation that had begun in
1878-1879—exacerbating ongoing foreign trade deficits and specie outflows—
when the government and U.S.-style “national banks” had thrown huge new is-
sues of inconvertible (fiat) paper notes into circulation.! Because of the fixed land
tax, still overwhelmingly the main source of state revenue, the inflation brought
financial crisis to the Meiji regime,? jeopardizing the government’s nation-building
efforts. Under Matsukata, the Ministry of Finance helped end the crisis by accel-
erating the retirement of unbacked notes and the accumulation of specie re-
serves. It did so mainly by floating domestic bonds, selling rice overseas, and un-
derwriting private exports of raw silk, tea, and other primary products at a time
of sluggish imports between 1881 and 1885. By January 1886, the regime had suc-
ceeded in establishing a sound, silver-backed currency system centered on the
Bank of Japan, which Matsukata had founded in 1882.}

The program of financial reform that Matsukata carried out has figured prom-
inently in narratives of modern Japanese history as a transformative event in the
country’s modern economic development. The English-language literature, in
particular, has portrayed the reform as an example of a highly successful “ortho-
dox” program of financial stabilization. This view owes much to Cold War—era
modernization-school studies, such as an oft-cited 1966 article by Henry Rosovsky,*
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FIGURE 0.1 Matsukata Masayoshi (1835-1924). Photo from https://commons
.wikimedia.org/wiki/file:MatsukataMasayoshi.jpg.

which continue to influence textbook coverage of the Matsukata reform.> Rosovsky,
for instance, while proclaiming that, as finance minister, Matsukata “cleared the
decks, and made it possible for modern economic growth to begin,” asserts that
he had developed “a strong belief in financial orthodoxy” and applied ideas of
conservative finance such as austerity and budget balancing “when his hour came.”®

The “orthodoxy” to which Rosovsky refers was a mid-nineteenth-century ver-
sion of British economic liberalism, the principles of which Matsukata purport-
edly learned through a French filter while leading the Japanese delegation to the
1878 Exposition Universelle in Paris. In Britain at the time, financial and economic
orthodoxy called for policies of debt reduction through spending cuts and tax
hikes, currency convertibility with paper money backed by specie and with an
independent central bank to manage the currency, and both free enterprise and
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free trade with minimal state involvement in the economy.” British classical econ-
omists beginning with Adam Smith (1723-1790) and his cohort had largely de-
veloped the underpinnings of such policies, elaborating the concept of laissez-faire
that French physiocrats had introduced earlier and, most important for financial
policy, emphasizing the need for hard money, with paper currency redeemable
in gold or silver. As J. Taylor Vurpillat has noted, after 1850 British supremacy in
global trade and investment “conferred enormous prestige upon Britain’s liberal
economic doctrines,” and advocacy of the gold standard “held particular sway . . .
among statesmen in emerging nation-states with ambitions to follow the British
model toward power and prosperity.”®

Some scholars have also regarded the Matsukata financial reform as a self-
imposed, nineteenth-century antecedent of the kinds of “neoliberal” reforms
pressed on former Soviet bloc countries and other transitioning or developing na-
tions in the late twentieth century as a condition for loans under the so-called
Washington Consensus. Promoted by institutions based in Washington, D.C.—
the International Monetary Fund (IMF), the World Bank, and the U.S. Treasury
Department—these reforms ranged from programs of fiscal austerity and in-
creased taxation to privatization of state-owned enterprises, currency stabiliza-
tion, and the creation of a central bank.” Most English-language accounts pre-
sent the Matsukata reform as having contained all of these measures, whose
introduction, as Rosovsky has argued, not only ended the multiple crises of ram-
pant inflation, a sharply depreciating currency, and chronic trade deficits but also
established a foundation for Japan’s successful economic growth. Mark Metzler
has in fact suggested that the Matsukata financial reform may have been the
world’s first comprehensive, IMF-style structural adjustment program.!°

Following this kind of interpretation, policy-oriented faculty at Harvard
University showed great interest in the Matsukata reform in the 1980s and 1990s.
Harvard Business School invoked the reform as a prominent case in its MBA
course “Business, Government, and the International Economy,” doing so at least
until the bursting of the late 1980s bubble sent Japan into a prolonged economic
slump after 1990.!! The supplements students received in that course drew con-
siderably on Rosovsky’s 1966 article. Even Jeffrey Sachs, while preparing to advise
postcommunist states on their efforts to reduce debt, control inflation, and transi-
tion to market-based economies after 1989, reportedly considered the Matsukata
reform as a possible model.'?

This book challenges the view that the Matsukata financial reform unfolded
along the lines of mid-nineteenth-century British-style orthodoxy or the late-
twentieth-century IMF version. Building on Japanese scholarship of recent
decades, it presents a view of the Matsukata reform that diverges from that of
older Japanese- and English-language literature, which has continued to shape
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understandings of the reform outside of Japan. The evidence shows that, in prac-
tice, most of the measures Matsukata took after 1881 differed from both classical
liberal and neoliberal programs in ways that actually resembled “heterodox”
approaches to development.'* Like contemporaries in many other countries,
Matsukata combined financial stabilization with economic nationalism in
adapting liberal orthodoxy to changing conditions. While influenced by British
economic liberalism in French translation, his reform paralleled the programs
of contemporary statesmen elsewhere who tailored or eschewed classical liberal
doctrines to meet nationalist and developmentalist goals.'

Matsukata was never a full advocate of British-style liberal orthodoxy. True,
the one aspect of orthodox finance on which he did follow through was estab-
lishing a convertible currency, achieved in 1886—although at that time on a de
facto silver standard, which Matsukata regarded as merely a detour on the road
from the legal bimetallic system that had been in effect since 1878 to an official
gold standard, finally adopted in 1897.!¢ In devising his monetary reform, how-
ever, he drew not only on British-style economic liberalism but also on Japan’s
own experience with currency stabilization, especially in the early eighteenth
century. In addition, upon becoming finance minister, Matsukata intended to
carry on the program of fiscal retrenchment that his predecessors had initiated,
ordering government ministries to freeze their budgets for three years, but once
in office he demonstrated flexibility in response to circumstances, belying his rep-
utation as an unyielding adherent of financial orthodoxy. Rather than reducing
government spending, he in fact increased it and moved relatively quickly from
conservative to positive policies such as export promotion and public bond issu-
ance, even attempting to sell bonds overseas, despite having vigorously opposed
foreign borrowing only a few years earlier in the lead-up to his appointment as
finance minister. Furthermore, Matsukata canceled the plan adopted under his
predecessor Sano Tsunetami (1822-1902) to set up a central bank patterned after
the independent Bank of England that would rely on British capital and manage-
ment and instead based the Bank of Japan on the statist models of Belgium and
Germany; in the early 1880s he also called for a parastatal industrial bank, and
eventually the government would found both hypothec and industrial banks under
close state supervision around the turn of the century. In this regard, as in his
advocacy of tariff protection in the 1870s and his support after 1881 of contin-
ued government intervention in the economy, albeit of an increasingly indirect
nature, Matsukata revealed that he had come under the influence not just of Brit-
ish liberal economic doctrines but of nationalist and statist traditions both at
home and from abroad. From this perspective, even at the start of his tenure
as finance minister, he committed to austerity to some extent for unorthodox,
nationalist reasons. His departure from fiscal retrenchment beginning in 1883
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reflected not so much a shift in worldview away from orthodoxy as it did a pre-
existing, somewhat unorthodox mindset shaped by his study of ancient Chi-
nese Legalism and his exposure to pre-Meiji mercantilism in his home domain
of Satsuma as well as to the ideas of Western economic nationalists in the 1870s.

The concept of economic nationalism has undergone serious scholarly study
only since the late 1990s, paralleling growing critiques of Washington Consensus
policies, especially in the wake of the Asian financial crisis of 1997. Politically the
concept has become inescapably prominent today, as the 2008 crash and its af-
termath, with echoes of the period between the world wars, have set the stage for
the rise of Brexit and Trumpism and intensified pressures on free-market global-
ization stemming from a contagion of debt crises as well as China’s pursuit of a
nationalist development strategy not unlike what industrializing countries in the
West and elsewhere followed in the nineteenth century.!”

During that century, the person most responsible for developing the notion
of economic nationalism was the German economist and later American immi-
grant Friedrich List (1789-1846; fig. 0.2). As Eric Helleiner and others have shown,
the core of List’s ideas centered not on his advocacy of nonliberal policies such as
infant industry tariff protection, for which he is most famous, but on his valori-
zation of the nation and nationalism.! This focus contrasted with the universal-
izing cosmopolitanism of mid-nineteenth-century economic liberals such as
Richard Cobden (1804-1865) who maintained that the largely unfettered actions
of individuals would lead to global unity and prosperity. According to List, a less
industrialized nation must organize its economy to serve nationalist goals and pur-
sue a developmental strategy befitting its particular stage of development; only
at some later stage could a follower nation become “an industrial society ready
for free trade.”!” For Meiji leaders, List’s larger emphasis on the crucial role of state
activism in a nation’s transition to industrial maturity held greater relevance than
his call for infant industry protection. After all, raising tariffs was not an option
for the Japanese government until 1911 when it finally regained tariff autonomy
from the Western powers that had imposed unequal commercial treaties on Japan
in 1858, although in the 1870s Matsukata would repeatedly call on the government
to press for treaty revision so that it could engage in tariff protection.

Another insight derived from this more recent attention to the nationalist con-
tent of nineteenth-century economic nationalism, as opposed to its nonliberal
policy prescriptions, is that the concept encompassed a variety of approaches to
strengthening the nation, ranging from autarchic to liberal economic national-
ism.? In this typology, Matsukata would seem to fall in the strand of what Hel-
leiner has labeled the “‘the liberal nationalist’ position.”?! Though Matsukata’s
commitment to reform drew on classical British economic liberalism, it also
stemmed heavily from nationalist concerns. These concerns emerged partly from
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FIGURE 0.2 Friedrich List (1789-1846). Photo from AF archive/Alamy
stock photo.

his study of Asian statist and mercantilist traditions and partly from his early ex-
perience in the Meiji government and his exposure to Listian thought in the
1870s. Matsukata appears to have been a liberal nationalist particularly in his
monetary policy. Like statesmen in many other less economically developed coun-
tries in the late nineteenth century, he pursued the “orthodox” policy of estab-
lishing a convertible currency, ultimately on the gold standard, not for liberal reasons
but for nationalist ones. Rather than the liberal economic goal of minimizing
state involvement in monetary matters through the automatic adjustment mech-
anisms of the gold standard, the nationalist aim was the exact opposite: to bolster
the state’s control over the monetary system and its ability to further the economic
development and unity of the nation.?

Many have likened Matsukata to an earlier economic nationalist, the first U.S.
secretary of the treasury, Alexander Hamilton (ca. 1755-1804), whose ideas and
policies influenced List. The Hamilton reference began as early as 1885 when the
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American minister to Japan, John Bingham, sent a letter to Matsukata, congrat-
ulating him on the virtual completion of his currency reform, in which Bingham
explicitly compared Matsukata to Hamilton.? Similarly, a eulogy published in a
U.S. magazine following Matsukata’s death in 1924 was unabashedly titled “The
Alexander Hamilton of Japan.”?* During his tenure as treasury secretary from
1789 to 1795, determined to establish a fiscally robust federal government, Ham-
ilton issued public bonds to pay off national debt and founded a government-
supervised central bank with the goal of setting up a sound, specie-backed paper
currency, much as Matsukata would do nearly a century later. In addition, Ham-
ilton championed higher tariffs to protect fledgling industries and further U.S.
economic independence from Britain, an approach Matsukata would also advo-
cate for Japan.?

Like Hamilton, Matsukata was dealing with the challenge, shared by many of
his contemporaries, of establishing a modern financial system in a developing
state emerging from warfare and aiming to industrialize. Steven Bryan points to
anumber of statesmen in late-comer nations who pursued “Listian developmen-
talism,” particularly in the late nineteenth century. The examples he cites in-
clude the Russian minister Sergei Witte (1849-1915) and the Argentinian presi-
dent Carlos Pelligrini (1846—1906), both economic nationalists who put their
countries on the gold standard. Witte was a devotee of List’s ideas on state-directed
industrialization and protective tariffs, even publishing a book that introduced
List’s work to Russian readers in 1889.2° Meanwhile, Pelligrini advocated programs
of “infant-industry protection, export promotion, and industrial developmental-
ism” that reflected the ideas of Hamilton and List, among other exponents of
economic nationalism.?”

Matsukata fell squarely in the Hamilton-List lineage; if not for the treaty pow-
ers’ enforcement of a low fixed tariff, he would have practiced tariff protection as
well. At least on monetary policy, his economic nationalism was of the liberal na-
tionalist variety like that of state leaders in other late industrializers who were
transitioning from silver, bimetallic, or paper currencies to the gold standard in
the latter part of the nineteenth century.?® In the late 1870s and early 1880s, Mat-
sukata’s predecessors as finance minister, Okuma Shigenobu (1838-1922) and
Sano, had actually proposed or introduced almost all of the “orthodox” measures
for whose origination Matsukata has usually received credit: note redemption and
specie accumulation, fiscal retrenchment, and support for free enterprise (through
privatization). Those measures were all on the books or in progress by early 1881.%
Yet at the height of the Matsukata reform, central government expenditures rose,
taxes stagnated, and hardly any state enterprises passed into private hands; at the
same time, financial policy moved unmistakably in an economic nationalist
direction, as state-led export promotion and domestic borrowing—rather than
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austerity and taxation—Ilargely enabled the Ministry of Finance under Matsu-
kata to retire fiat notes and to create a unified, convertible currency under the
new central bank.*

In the end, Matsukata emerged as a practitioner primarily of unorthodox pol-
icies from the standpoint of both nineteenth- and late-twentieth-century versions
of financial and economic orthodoxy. He differed from those orthodoxies in his
policies, as he boosted government spending, established a state-controlled cen-
tral bank, promoted exports, issued public bonds, implemented economic re-
forms in which privatization played a minimal role, and followed an incremental
rather than a shock-therapy approach to financial stabilization. He also departed
from orthodox mindsets in his pursuit of statist and nationalist priorities, his com-
mitment to made-in-Japan solutions, his reliance on local intellectual tradition,
and his willingness to be flexible in response to “the dictates of practical expedi-
ency,”! as he would proclaim in 1886.

In the chapters that follow I elaborate on these departures from orthodoxy.
Chapter 1 examines the transition from the expansionary policies of Okuma to
the contractionary ones of Sano as background to the Matsukata reform, which
in large measure ended up combining his predecessors’ approaches. Chapter 2
looks at the experiences and ideas that influenced Matsukata both in his com-
mitment to aspects of mid-nineteenth-century British economic orthodoxy and
in his predilection for unorthodox policies on certain issues. Chapters 3, 4, and
5 address the financial and economic programs that made up the Matsukata re-
form, highlighting the ways in which Matsukata diverged from contemporary
British-style economic liberalism in his fiscal, industrial, and banking policies.
Chapter 6 discusses the Matsukata deflation and its impact on domestic agricul-
ture and industry and on foreign trade, suggesting that Matsukata’s deviations
from orthodoxy helped to ameliorate and shorten the deflation-induced depres-
sion. The conclusion returns to the notion that Matsukata merged the positive
and negative policies of his predecessors along liberal nationalist lines, pursuing
a kind of “expansionary austerity” during the Matsukata deflation.



FROM “OKUMA FINANCE” TO
“MATSUKATA FINANCE,” 1873-1881

Beginning in 1878, Japan suffered mounting inflation and currency depreciation
triggered by the huge issue of additional inconvertible notes to pay for suppres-
sion of the Satsuma Rebellion of 1877, the last and greatest samurai uprising fol-
lowing the Meiji Restoration.! In response, the Meiji regime took tentative steps
toward a program of retrenchment in 1879, Okuma Shigenobu’s last full year as
finance minister. During that year, total government notes in circulation, which
had continually increased since the start of the Meiji period, began a steady de-
cline until their complete replacement by central bank notes two decades later.>
It was under Okuma’s successor as finance minister, Sano Tsunetami, however,
that the government embarked on austerity in earnest. In late 1880 and early 1881
the Council of State adopted practically all the components of both classical eco-
nomic liberalism and what in the late twentieth century would become IMF-style
neoliberal orthodoxy: fiscal retrenchment, increased taxation, privatization, and
currency stabilization. Later in 1881 the government, despite having rejected a
proposal made by Okuma a year earlier that it raise a large foreign loan to re-
deem its fiat notes, would approve a new plan he submitted with It6 Hirobumi
(1841-1909) to sell domestic bonds abroad and establish a central bank on the
British model.

That 1881 plan embodied the critical difference between the Okuma and Mat-
sukata approaches to financial policy. Okuma sought to engineer a rapid cur-
rency reform using the proceeds from overseas bond issuance while applying the
savings from austerity to continue the expansionary economic policies he had
pursued as finance minister. The adoption of his new foreign-borrowing scheme
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in the summer of 1881 signaled a softening of official commitment to fiscal re-
trenchment. Matsukata intended to continue the Sano initiatives with the excep-
tion of borrowing abroad and founding a British-style central bank. Yet in prac-
tice he would diverge from much of the Sano austerity program in ways that
differed from both classical and neoliberal orthodoxy.

Financial Policy in the Early Meiji Period

In the first two decades after the Restoration, Japan experienced a financial roller
coaster. The country lurched from a precocious but unsustainable gold standard,
which the regime adopted in 1871, to a legal bimetallic monetary system in 1878—
but, in practice, no metal standard, as government notes became inconvertible
in 1872, as did U.S.-style national bank notes in 1876. Starting in the fall of 1881,
Matsukata would put Japan on track toward a functioning, de facto silver stan-
dard (even as the country remained officially bimetallic) and ultimately a return
to gold convertibility in 1897. Meanwhile, the economy moved from mild defla-
tion in the middle of the 1870s to sharp inflation in the years 1878-1881, followed
by an equally intense deflation during the Matsukata reform. Foreign trade also
swung from persistent deficits through 1881 to surpluses, with a surge in exports,
especially of raw silk, and a decline in imports during the Matsukata deflation.
Then came a decade of inflation, as the global price of silver continued to fall,
boosting Japanese trade with Western gold-bloc nations and largely insulating
silver-standard Japan from the long-term deflationary trend among those nations.

In 1871, a decade before the Matsukata reform, the Meiji government began
working to establish a gold-backed monetary system on the recommendation of
Vice-Minister of Finance Ito Hirobumi, who was then studying financial systems
in the United States. Itd presciently observed in a letter to his colleagues in To-
kyo that the “trend of opinion in Western lands” was in favor of the gold stan-
dard.’ He thus predicted that countries in the West with silver or bimetallic stan-
dards would follow Britain’s lead and go for gold, as in fact many did after
Germany officially adopted that standard in 1873. Also, in 1871 the Meiji state
established the yen as the official monetary unit and began the process of replac-
ing more than sixteen hundred varieties of pre-1868 domain notes (hansatsu) with
its own yen notes.* Furthermore, in 1872 the government accepted It6’s proposal
to organize a decentralized U.S.-style system of “national banks” chartered by the
state to issue notes exchangeable for gold from the banks’ reserves. The banks
would deliver 60 percent of their capital stock in the form of government notes
to the Ministry of Finance and could issue up to that amount in their own notes
but had to keep the remaining 40 percent of their capital as a reserve in gold coins,
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resulting in an “extraordinarily high” ratio of specie reserve compared to the ex-
perience of most Western banks.’

The government itself minted not only gold coins but also silver ones for
foreign-trade purposes because the Western powers insisted on the use of silver—
East Asia’s de facto trade standard—in the treaty ports. Consequently, despite
being legally on gold for most of the 1870s, Japan in practice had a bimetallic cur-
rency system—silver for international transactions and gold for internal ones—
until the government made the bimetallic system official in 1878 when it decreed
silver coins to be legal tender domestically as well.

In 1886, after the Matsukata deflation, Japan would go on a de facto silver stan-
dard with both government notes and newly issued Bank of Japan notes fully
convertible to silver. In 1897 the country would return to gold after the govern-
ment had successfully negotiated a phased revision of the unequal treaties and
secured an enormous indemnity in specie from China following Japan’s victory
in the Sino-Japanese War of 1894-1895. Japan would thus follow the precedent
Germany had set after the Franco-Prussian War a generation earlier of using war
reparations to leverage its adoption of the gold standard.

In the 1870s, however, the Meiji government was unable to maintain the gold
side of its de facto and, from 1878, legal bimetallic currency system. With the price
of silver entering a long-term decline, as other countries followed Germany in
going on the gold standard, foreign merchants in the treaty ports began exchang-
ing silver for gold coins, which the exchange rate the regime established in 1871
undervalued. Thus, as Mark Metzler notes, “Japan, like other bimetallic countries,
experienced an outflow of gold and was pushed onto a de facto silver standard™”
(though the nation would not have an operational silver standard until 1886, by
which time Matsukata had sufficiently contracted the bloated money supply and
built up the Treasury’s specie reserve). In the early to middle 1870s, the gold flight
compounded the country’s lack of specie needed to back the official, pre-1878 gold
standard. From 1872 to 1877 Japan hemorrhaged on average over ¥5 million in
gold coins a year. The gold outflow persisted in the first three years under the legal
bimetallic system at an average annual rate of nearly ¥5 million (see table 1.1).

Shortage of specie, together with the onerous reserve requirement, also im-
peded the founding of national banks, only four of which had opened for busi-
ness by 1876. In the first week of August of that year, the government announced
both a revision of the national bank regulations and the compulsory commuta-
tion of samurai stipends into interest-bearing public bonds. Under the banking
revision, the regime dropped the convertibility requirement for national banks,
allowing them to issues notes for up to 80 percent of their capital in the form of
public bonds deposited at the Treasury and to hold the rest of their capital as a
reserve in unbacked government notes. The government hoped these changes
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TABLE 1.1 Japanese foreign trade, 1872-1881 (yen)

BALANCE OF NET SILVER
DATE EXPORTS IMPORTS TRADE EXPORTS* NET GOLD EXPORTS
1872 17,026,647 26,174,815 -9,148,168 -1,895,401 789,385
1873 21,635,441 28,107,390 -6,471,949 1,442,237 600,148
1874 19,317,306 23,461,814 —-4,144,508 4,799,881 8,123,590
1875 18,611,111 29,975,628 -11,364,517 3,788,819 10,629,860
1876 27,711,528 23,964,679 3,746,849 -2,742,431 5,150,891
1877 23,348,522 27,420,903 -4,072,381 1,208,276 6,059,496
1878 25,988,140 32,874,834 -6,886,694 1,538,712 4,600,840
1879 28,175,770 32,953,002 -4,777,232 5,626,091 4,017,969
1880 28,395,387 36,626,601 -8,231,214 3,717,207 5,867,556
1881 31,058,888 31,191,246 -132,358 3,387,661 2,246,739

Source: Matsukata, Report on the Adoption of the Gold Standard, 37-38.

*The net inflow of silver specie in 1872 resulted from the 1871 sale of bonds in London for state railway
construction in the amount of ¥4.88 million (£1 million). The figure for 1876 reflects a doubling of raw silk
exports in response to the collapse of sericulture in France and Italy and a jump in silk export prices.

would not only invigorate the national banking system but also provide a safe
investment for members of the former ruling class, who would receive a stagger-
ing ¥174 million in commutation bonds.® The remedy had the desired effect: 21
new national banks opened in 1877. But the government’s decision the next year
to make the bonds transferable opened the floodgates: as a Western observer de-
clared in 1882, national banks “have sprung up like mushrooms” until their
number had reached 153 by 1880, at which point the Ministry of Finance stopped
issuing new licenses.’

The national banks have generally received a bad reputation as a failed experi-
ment in decentralized banking, for they ended up exacerbating inflation by issu-
ing inconvertible notes worth more than ¥32 million after 1876. For example, ac-
cording to Fujimura Toru, the doyen among postwar Matsukata experts, with
the abandonment of convertibility, the national banks “lost the proper function
of banks and became troublesome (yakkaina) entities”; they “looked good but in
fact had become usurious entities unable to make any contribution to the expan-
sion of production.”!?

Ishii Kanji, however, presents a contrary view. He points out that the banks’
newly issued notes “circulated smoothly” at first, supplying the funding needs of
“various developing industries”; in his view, “the history of the national banks
should not be treated as an unnecessary mistake.”!! To redeem unbacked gov-
ernment notes, the regime had to improve public finances by slashing its enor-
mous outlay on ex-samurai stipends. The 1876 revision of the national bank reg-
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ulations proved “indispensable” to the accomplishment of that task. Paying those
stipends had accounted for as much as a third of government expenditures until
1876; the commutation, however, reduced the cost of supporting the former samu-
rai by half. Adopting the national banking system may have been a detour on the
road to establishing a central bank, which even Itd6 Hirobumi, the champion of
that decentralized system, admitted in the early 1870s might be the eventual out-
come, but, as Ishii suggests, changing the system to permit the use of commutation
bonds as the basis for note issuance was “an effective strategy” for government
leaders “to take feudal privileges away from their colleagues as peacefully as possi-
ble.” (Granted, that strategy failed to avert the most serious samurai rebellion from
breaking out in 1877!) Ishii cogently concludes that creating a standard, central-
ized currency system was “not only an economic issue but a highly political one.”!?

The issuance of unbacked national bank notes certainly helped stoke the fires
of inflation, but the government compounded the problem by printing fiat pa-
per on an even greater scale to help pay for its extensive nation-building efforts,
ranging from the creation of a Western-style military to the initiation of modern
industries. Meanwhile, chronic trade deficits caused silver to flow out of the coun-
try as well, so that even nominally specie-backed paper money became incon-
vertible in practice. From 1873 to 1880, Japan imported more than it exported in
every year but one—the deflationary year of 1876—averaging an annual trade
deficit of ¥5.3 million, while silver specie likewise drained out of the country every
year during that period, again save for 1876, at the average annual rate of ¥2.4
million (see table 1.1).

The issuance of both government and national bank notes leaped in 1878,
when the regime settled expenses from its quelling of the 1877 Satsuma Rebel-
lion (see table 1.2). Putting down that rebellion cost the government nearly ¥42
million."® This amount was four times the government’s aggregate expenditures
to quash all other uprisings—peasant and samurai—from the Restoration to mid-
1876 and almost equivalent to the regime’s total ordinary spending for fiscal
1877. The government met the cost of suppressing the rebellion by borrowing ¥15
million in newly issued notes from the Fifteenth National Bank and printing ¥27
million in government notes. The Fifteenth National Bank, also known as the
Peers Bank (based on the investment of commutation bonds by former daimyo
and samurai), accounted for fully half of the notes issued by all 153 national banks.
It opened in the midst of the rebellion after concluding a contract to lend the Min-
istry of Finance ¥15 million for building railways and redeeming bonds the gov-
ernment had floated abroad in 1871 and 1873. The Finance Ministry, however,
ended up diverting the loan to help pay for subduing the 1877 uprising instead.'*

The government could have covered the cost of putting down the rebellion
without issuing ¥27 million in additional fiat notes. Instead, the Finance Ministry
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TABLE 1.2 Notes in circulation, 1871-1886 (yen)

DATE GOVERNMENT SUPPLEMENTAL NATIONAL BANK OF TOTAL NOTES IN
(END OF MONTH) NOTES NOTES BANK NOTES JAPAN NOTES CIRCULATION
Dec. 1871 60,272,000 0 0 0 60,272,000
Nov. 1872 64,800,000 3,600,000 0 0 68,400,000
Dec. 1873 77,281,014 1,100,000 1,362,210 0 79,743,224
Dec. 1874 90,802,304 1,100,000 1,995,000 0 93,897,304
Dec. 1875 91,283,869 7,788,000 1,420,000 0 100,491,869
Dec. 1876 93,323,156 11,824,426 1,744,000 0 106,891,582
Dec. 1877 93,835,764 11,961,327 13,352,751 0 119,149,843
Dec. 1878 119,800,475 19,618,116 26,279,006 0 165,697,598
Dec. 1879 114,190,804 16,118,116 34,046,014 0 164,354,935
Dec. 1880 108,412,369 16,528,116 34,426,351 0 159,366,836
Dec. 1881 105,905,194 13,000,000 34,396,818 0 153,302,012
Dec. 1882 105,369,014 4,000,000 34,385,349 0 143,754,363
Dec. 1883 97,999,277 0 34,275,735 0 132,275,012
Dec. 1884 93,380,233 0 31,015,942 0 124,396,175
Dec. 1885 88,345,096 0 30,155,389 3,653,272 122,153,757
Dec. 1886 67,800,846 0 29,501,484 39,025,779 136,328,109

Source: Fujimura, Meiji zaisei kakuritsu katei no kenkyd, 440.

could have applied budget surpluses totaling ¥23 million that it had deposited in
its reserve fund in fiscal 1876 and 1877 and, for the rest of the military expendi-
tures, have drawn on the ¥28 million the fund held at the start of fiscal 1876 as
well as borrowed from the national banks. The budget surplus had resulted
partly from a drop in military outlays in fiscal 1875 following the suppression of
a major samurai uprising in Saga in 1874 and the conclusion of the Taiwan Expe-
dition that year.!> In addition, the switch in payment of samurai stipends from rice
to money in 1875—in advance of the stipends’ compulsory commutation to
public bonds—produced a dramatic fall of ¥9 million in that expenditure, as
the average price of rice declined from ¥7 per koku (about 330 pounds) in 1874—
1875 to ¥5 in 1876-1877 (see fig. 1.1). The slump in the rice price, in turn,
stemmed in large part from the flooding of the rice market with the monetiza-
tion of both samurai pensions and the land tax, which the government also
changed from a payment in kind to a payment in cash under the land tax re-
form of 1873. Then, beginning in 1877, servicing the commutation bonds
would yield a further reduction of several million yen in annual disbursements
to members of the former ruling class. In the event, government expenditures
plunged from ¥69 million in fiscal 1875 to ¥59 million in 1876 and then to ¥48
million in 1877.1
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FIGURE 1.1 Average annual wholesale price of medium-grade rice in Tokyo,
1873-1890 (yen per koku*). Source: Matsukata, Report on the Adoption of the
Gold Standard, 36, 103.

*A koku of rice weighs about 330 pounds, considered in premodern times the amount of rice sufficient to feed
one male samurai for a year.

Finance Minister Okuma Shigenobu, however, wanted to use the reserve fund
for industrial promotion and therefore turned to expanded note issuance to meet
the rebellion-related expenses. Yet, because the economy was in a deflationary
mode before and during the Satsuma uprising, the jump in military outlays con-
nected to the rebellion did not immediately trigger inflation. Farm household con-
sumption, the biggest component of total demand, fell with the drop in the rice
price, canceling the inflationary effect of increased military expenditures and act-
ing as “a powerful deflator of the national economy as a whole.”!” At the same
time, the slump in the price of rice heightened the burden of the fixed land tax
on rural communities, prompting a spike in riots against the land tax reform; in
response, the regime decided in January 1877 to lower the tax rate from 3 percent
of the assessed value of land to 2.5 percent, a decrease that factored into the re-
trenchment in government spending. Furthermore, a majority of the ¥42 million
in paper money issued in 1877-1878 went into the reserve fund or the ordinary
budget and thus stayed within the Treasury for a time. Consequently, Japan ex-
perienced a considerable time lag between the end of the Satsuma Rebellion and
the start of severe inflation in 1879. Okuma continued his expansionary finan-
cial policy against the backdrop of this lag, which became a major factor in his
dogged pursuit of that policy.'®

In any event, the sudden increase in unbacked notes in 1878 set Japan on the
path to mounting inflation and currency depreciation. Total paper money in cir-
culation leaped from ¥106 million in January 1877, when the Satsuma uprising
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TABLE 1.3 Average monthly paper/silver yen ratio, 1876-1885

JAN. FEB. MAR. APRIL MAY JUNE JULY AUG. SEPT. OCT. NOV. DEC. AVE.

1876 1.02 1.02 1.00 1.01 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
1877 1.01 1.04 1.03 1.03 1.02 1.02 1.03 1.05 1.05 1.04 1.04 1.03 1.03
1878 1.05 1.08 1.11 1.08 1.07 1.07 1.07 1.08 1.11 1.15 1.13 1.22 1.10
1879 1.22 125 1.26 1.25 1.16 1.10 1.12 1.17 1.16 1.23 1.29 1.34 1.21
1880 1.37 1.39 1.44 155 137 137 138 1.39 149 165 1.69 1.66 1.48
1881 1.73 1.75 1.77 1.80 162 1.63 1.63 1.63 1.69 1.73 1.69 1.70 1.70
1882 1.70 1.65 1.55 1.54 155 1.57 1.57 1.66 1.61 1.59 1.48 1.40 1.57
1883 1.33 1.40 1.41 136 133 133 126 1.21 1.19 1.15 1.10 1.11 1.26
1884 1.11 1.16 1.13 1.09 1.09 1.07 1.05 1.05 1.05 1.06 1.06 1.15 1.09
1885 1.17 1.20 1.19 1.07 1.02 1.00 1.00 1.00 1.01 1.01 1.00 1.00 1.06

Source: Matsukata, “Shihei seiri shimatsu,” 120.

started, to ¥163 million in October 1878, when the government completed set-
tlement of rebellion-related expenses.'” From January 1877 to October 1878,
paper money depreciated only moderately in terms of silver, falling by 14 percent;
by the time it hit bottom in April 1881, however, it had depreciated a further
57 percent (see table 1.3). Similarly, the average monthly price of rice, the key in-
dicator of inflation, would not peak until December 1880, by which time it had
risen to ¥12.5 per koku, but the rice price had already climbed from ¥5.6 at
the start of 1878 to ¥7.4 by the end of that year (see table 1.4). The rise in the price
of rice was naturally a boon to farmers, but the inflationary movement presented
a growing crisis to the government as the proceeds from its principal funding
source, the fixed land tax, paid almost entirely in paper money, dropped in value.

Okuma responded to the crisis by retiring a portion of the government’s fiat
notes. By early 1880, however, he had made only a small dent in the total supply
of paper money in circulation, having permitted the issuance of additional na-
tional bank notes.?® At the same time, he severely reduced the Treasury’s reserve
fund, whose main purpose was to support the paper currency. In 1872 Vice-
Minister of Finance Inoue Kaoru (1836-1915) had established that fund to re-
deem Treasury notes, to acquire gold and silver to back paper in circulation, and
to “invest . . . in some useful industry, so that the Fund may be augmented.”*! As
finance minister, Okuma emphasized the reserve fund’s investment function,
committing a large part of the fund to industrial lending, and in fact depleted
much of the remaining specie reserve by selling off silver currency beginning in
April 1879. He did so in the mistaken belief that the appreciation of silver was
the cause of inflation, failing to recognize that in fact the rise in both silver and
commodity prices had resulted largely from the overissue of inconvertible paper
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TABLE 1.5 Government reserve fund, 1876-1885 (yen)

NOTES AND
SPECIE IN BONDS IN THE GOVT. NOTES RESERVE

DATE THE RESERVE RESERVE IN CIRCULATION SPECIE AS
(END OF JUNE) FUND FUND TOTAL (A) % OF (A)
1876 19,025,550 9,315,866 28,341,416 105,147,583 18.09
1877 15,332,266 23,699,271 39,031,538 105,797,092 14.49
1878 14,965,891 36,301,089 51,266,981 139,418,592 10.73
1879 13,988,333 38,298,982 52,287,316 130,308,921 10.73
1880 9,071,627 42,253,888 51,325,515 124,940,486 7.26
1881 8,691,914 47,101,584 55,793,498 118,905,195 7.31
1882 14,514,151 40,772,704 55,286,855 109,369,014 13.27
1883 18,405,528 35,006,482 53,412,011 97,999,277 18.78
1884 28,494,024 18,492,168 46,986,192 93,380,234 30.51
1885 38,325,178 8,250,118 46,585,297 88,345,096 43.38

Sources: Takahashi, Meiji zaisei shi kenkyi, 87; Matsukata, Report on the Adoption of the Gold Standard, 29, 96.

money.?2 Okuma may have acted on the advice of Fukuzawa Yukichi (1835-1901),
the founder of the future Keio University and the leading popularizer of Western
knowledge in the Meiji period, who in March 1878 urged the finance minister to
“put one million worth of Mexican [silver] dollars on the market to stabilize it.”*
But the silver that the Ministry of Finance placed on the market, far from check-
ing the metal’s appreciation and bringing hoarded silver into circulation, flowed
out of Japan on account of continuing foreign trade deficits, causing a further rise
in the silver price. By 1880 the ratio of specie in the reserve fund to government
notes in circulation had dropped from 14.5 percent in 1877 to a precarious
7.3 percent (see table 1.5), while the value of paper money had fallen to the point
where a one-yen paper note fetched only two-thirds of a yen in silver for the year
as a whole.*

Dealing with the Financial Crisis,
1880-1881

In 1880-1881, the Meiji leaders grappled with proposals for financial stabiliza-
tion that ranged from foreign borrowing to retrenchment. Okuma, wishing to
avoid deflation and to continue the expansionary industrial policy he had pushed
as finance minister, proposed in May 1880 that the government redeem incon-
vertible paper money and restore the value of the yen in one stroke by floating a
¥50 million loan in London. While most of the other leaders also wanted to avoid
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deflation, they deadlocked over Okuma’s plan, whereupon they turned to the em-
peror; like many of the state councilors, the Meiji emperor viewed foreign bor-
rowing as too risky and cast the deciding vote against the proposal. In late 1880,
the government acted under Sano Tsunetami, who had succeeded Okuma as fi-
nance minister earlier that year, to reverse inflation and currency depreciation
by hiking consumer taxes and reducing state spending. Yet the Council of State
(Dajokan) soon grew wary of full retrenchment, and in the following year, in a
surprising move, it approved a recycled version of Okuma’s plan, which he had
made more palatable by labeling it a scheme for selling domestic bonds abroad
rather than raising a foreign loan.

The regime was about to implement that plan, over Matsukata’s vigorous ob-
jections, in November 1881, at which time Itd, who had cosponsored Okuma’s
proposal, was completing a final draft of the plan.? In the previous month, how-
ever, the dominant Satsuma and Choshit leaders?® had ousted Okuma from the
government for what they considered his radical call for a British-style parliamen-
tary system (Okuma hailed from the domain of Hizen, a junior partner in the
Restoration coalition). Preoccupied with the political crisis, the leaders finally ac-
ceded to the request of Satsuma colleague Matsukata that he replace Sano as fi-
nance minister. The Council of State had slated It6 to succeed Sano but at the
last moment appointed him to draft a constitution instead. [t6’s fellow Chosha
colleague, Inoue Kaoru, the other principal alternative to Matsukata, accepted the
position of foreign minister and focused on treaty revision negotiations. Sano,
also a Hizen native and typically depicted as an Okuma proxy, had in fact dis-
tanced himself from his compatriot by forcefully opposing Okuma’s first foreign
loan scheme and, before supporting his recycled plan, by advocating a program
of note redemption through retrenchment on a scale bigger than what even Mat-
sukata proposed. Rather than departing with Okuma upon his expulsion from
the government, Sano remained in the regime as vice-chair of the Genr6-in, the
early Meiji body that reviewed legislation.?”” Once ensconced as finance minister
with the emperor’s full backing, Matsukata convinced the other leaders to drop
the overseas bond-selling scheme and to achieve financial stabilization and cur-
rency convertibility by continuing the austerity measures the regime had initiated
a year earlier.

A common view in the English-language literature is that, once the Meiji lead-
ers had rejected Okuma’s 1880 scheme for raising a foreign loan to tide over the
inflationary crisis, they turned to Matsukata’s program as the “only alternative.”*
Matsukata then appears as the savior of the Meiji miracle, the great architect of
Japan’s modern financial system, who “cleared the decks” for modern economic
growth to begin.?” Meanwhile, Okuma Shigenobu comes across almost as the
reverse of Matsukata—a financial bungler who tried to fight fire with fire by
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pushing an expansionary policy at the height of a violent inflation and coming up
with a wild-eyed scheme to resolve the crisis by borrowing massively from abroad.
Most accounts portray the other leaders as having been aghast at the radical na-
ture of Okuma’s plan, some citing Minister of the Right Iwakura Tomomi
(1825-1883) as wondering aloud whether Japan might have to give up Shikoku
and Kyushu to the foreigners to repay the loan;*® Iwakura and his colleagues
therefore rallied to quash Okuma’s proposal for overseas borrowing and instead
adopted Matsukata’s program, which combined austerity with economic na-
tionalism. Okuma appears as a loner not only in his radical constitutional opin-
ions but also in his financial policies. In this view, it was his isolation on both
counts that led to his ouster from the government in 1881, paving the way for the
Matsukata financial program.

Some of Matsukata’s contemporaries, however, had less-than-flattering things
to say about Matsukata himself, portraying him as a second-rate bureaucrat who
had risen to prominence only because of his Satsuma origins and the patronage
of Okubo Toshimichi (1830-1878), the most powerful of Meiji leaders in the mid-
1870s and de facto prime minister until his assassination in May 1878. Often
quoted, for example, is Okuma’s famous putdown that, if it were not for his Sat-
suma pedigree, Matsukata “would at best have become a prefectural governor.”!
Matsukata in fact did begin his post-Restoration career as governor of a prefec-
ture in Kyushu, far from the seat of power. He then joined the central govern-
ment in 1870 as junior deputy minister of civil affairs, several grades below peers
such as Okuma, who had already been serving as assistant minister of finance.*
Mutsu Munemitsu (1844-1897), like Okuma a government official without
Satsuma-Chosha credentials (he was from Wakayama domain), noted unkindly
that one of the most remarkable things he had ever encountered was that some-
one so mediocre could have risen so far.** Similarly, a leading member of Okuma’s
later political party, Ozaki Yukio (1858—-1954), claimed that Matsukata had had
the good fortune of having “all his superiors” die “one after the other” and so
had gotten his turn to represent Satsuma “through no particular merit of his
own.”** Insofar as these men were referring to Matsukata the politician rather than
Matsukata the financial leader, these assessments have some measure of validity.
Matsukata was notably ineffective as a prime minister, in which capacity he served
briefly on two occasions in the 1890s.> But, when it comes to Matsukata in the
financial realm, these statements were clearly off the mark.

Actually, Matsukata received little in the way of favoritism from Okubo, who
deliberately held up his fellow clansman’s advancement in order to show “impar-
tiality in personnel matters.”>® When Matsukata transferred from the Civil Af-
fairs Ministry to the Finance Ministry in July 1871, Okubo demoted him from
junior deputy minister to the much lower rank of assistant director of the Taxation
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Bureau and later that year passed over Matsukata for the bureau’s top position in
favor of the more junior Mutsu. Okubo then tried to prevent Matsukata’s pro-
motion to vice-minister of finance in 1875, reluctantly agreeing to it only at the
insistence of Councilor Kido Takayoshi (1833-1877). Furthermore, Okubo re-
fused to let Matsukata burnish his résumé by going on study tours of the West
until the land tax reform was well under way.’” It was only after Okubo’s assas-
sination and Matsukata’s return from Europe in 1878 that he finally emerged as
a prominent figure in the Meiji regime. Even then he faced resistance from other
members of the Satsuma clique, who were dead set against the deflationary pro-
gram Matsukata was advocating. In early 1880, they made sure that he was ap-
pointed home minister rather than minister of finance. Only in October 1881,
when Matsukata at last gained the Finance Ministry portfolio, did the other lead-
ers admit him to the top decision-making group as a councilor of state (sangi).
He thus joined the inner circle a decade after younger members of his cohort such
as Okuma and 1t6 had begun holding high-level leadership positions.

In 1880, at the height of the inflationary crisis, the government faced more than
just the two options of borrow from abroad or retrench. A third proposal—a re-
actionary one—also emerged calling for a return to collecting part of the land
tax in kind rather than in money. According to advocates of this plan, particu-
larly Iwakura, the root of the financial crisis was the skyrocketing price of rice,
which had fattened the farmers and sent them on a spending spree on imported
luxury goods. The idea, then, was for the government to soak up much of that
rural surplus and thereby depress demand for imports in the countryside by col-
lecting a portion of the land tax in rice. In 1877 the regime had established a vol-
untary program whereby it permitted farmers to pay up to half of their land tax
in kind, but the new plan would have mandated that land owners meet a fourth
of the tax in rice. This proposal was redolent with vestigial samurai attitudes: ba-
sically, it was a scheme to put the peasants in their proper place and secure funds
to help out struggling members of the former ruling class.*® This plan, however,
met defeat at the hands of the more progressive leaders, especially Okuma and
It0, who were not about to turn the clock back to the feudal age.

In Okuma’s view, the causes of the inflation and trade deficit were not soaring
agricultural prices and excessive imports; rather, the rising silver price and inad-
equate exports were to blame. In particular, he maintained, it was the underde-
veloped state of export industries that had resulted in the serious trade imbalance,
leading to an outflow of specie and a jump in silver and other prices. What the
government needed to do, therefore, was to continue, if not expand, the policy
of industrial promotion that it had been pursuing throughout the 1870s: in other
words, to pump more money into the economy, to issue more paper currency—
not less—in order to foster domestic production, especially of exports. Admittedly,
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the retirement of government notes began under Okuma in 1879; however, even
as Okuma was redeeming government paper, he was simultaneously permitting
a large increase in national bank notes (see table 1.2).%° By no means did Okuma
abandon his expansionary, interventionist policies. True, he was eventually
forced to compromise and to go along with retrenchment and currency redemp-
tion as expedients, but to the bitter end he remained wedded to his activist, in-
dustrial promotion approach.

By late 1880 government leaders with the exception of Okuma seemed to be
in agreement, however reluctantly, that they needed to follow a conservative course
of austerity and deflation. Nonetheless, as late as November 1881—a month after
Okuma’s ouster from the regime—the government was preparing to implement
a policy of foreign borrowing that would have obviated the need for deflation.
By then, Matsukata had become the only senior official who advocated a program
that included austerity. Nearly all the other government leaders were in favor of
an activist industrial policy aimed specifically at boosting exports.

Kuroda Kiyotaka (1840-1900) of Satsuma, the main supporter of Okuma’s
program and head of the Hokkaido Colonization Commission (the Kaitakushi),
also sought to provide employment to the former samurai and thereby undercut
the Popular Rights movement, which disgruntled members of the samurai class
had launched in 1874. Did Matsukata, in carrying out his deflationary policy
after 1881, have the same political motive, that is, to undermine the Popular
Rights movement, which by that time had broadened to include farmers riding
the crest of the inflationary wave after 1878? Matsukata certainly realized that his
program would inflict hardship on rural communities, and it may have had the
side effect of financially weakening and dividing the political opposition,* but
such adversity was collateral damage in his eyes, determined as he was to restore
the value and convertibility of paper money. Ironically, however, the more politi-
cally conservative among the backers of Okuma’s expansionary, pump-priming
policy in the 1870s did have that opposition-busting goal. Men like Kuroda and
Iwakura explicitly linked industrial promotion to the quelling of political dis-
sent; Okuma’s program would have helped curb opposition by creating jobs for
the former samurai who were struggling to survive on fixed incomes.*! The prob-
lem was that those two goals—promoting industry through an inflationary pol-
icy of unbacked note issue and offering relief to the former samurai—ultimately
conflicted; as much as Okuma’s investments created jobs, inflation hurt the
samurai.

To Okuma’s credit, he was the first among the proponents of expansionary fi-
nance to recognize that, with inflation getting out of hand, it had become impos-
sible to pursue his industrial promotion policy through an aggressive program of
note issuance. He had come to this conclusion by 1880. In February of that year,
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the other leaders, blaming Okuma for the financial problems besetting Japan,
forced him to resign as finance minister. Under an administrative overhaul that
remained in effect until October 1881, they also suspended the concurrent hold-
ing of positions as senior councilor (sangi) and head of a ministry. Okuma would
continue as a councilor but would have to share financial decision-making with
fellow councilors It6 and Inoue while his nominee, Hizen compatriot Sano Tsu-
netami, would serve as finance minister. At this point, Okuma decided that the
only way to continue with an activist industrial policy was to borrow from abroad.
Accordingly, in May 1880 he presented his proposal for raising a huge foreign
loan in London in the amount of ¥50 million to carry out the immediate recov-
ery of all inconvertible paper money so as not to jeopardize his cherished indus-
trial policy.*?

Though several government leaders regarded this proposal as a radical plan
and called for rejecting it as too risky, a majority of the senior councilors actually
supported it, with almost all the Satsuma men approving Okuma’s proposal and
the Chosht men generally opposing it. Home Minister Matsukata, though not a
councilor, broke ranks with his Satsuma colleagues and voiced strong opposition.
To Okuma’s surprise, his handpicked successor as finance minister, fellow clans-
man Sano, also objected to the plan.*® But most of the Chosha councilors were
not opposed to Okuma’s interventionist industrial policy; far from it, they were
very much in favor of the active promotion of manufacturing and exports and
had almost the same understanding—or misunderstanding—of the financial cri-
sis as Okuma, one of them even recommending that the Finance Ministry just
continue with the bankrupt policy of expanded note issue.** These men were sim-
ply against large-scale foreign borrowing as entailing too many risks. Itdo and
Inoue were in fact willing to compromise, stating that, if it was absolutely neces-
sary and was prudently arranged, they might agree to borrowing from abroad per-
haps a fifth of what Okuma had proposed.*> Even Sano, who advocated a drastic
reduction of paper money in circulation through a multiyear program of retrench-
ment and bond issuance, recommended taking a foreign loan of ¥15 million,
using it, however, not to redeem fiat notes but to address the trade deficit by un-
derwriting exports.*®

Matsukata was the only government leader to present a coherent argument
against the plan for a foreign loan. In a memorandum he submitted to the Coun-
cil of State in June 1880 at the request of Chancellor Sanjo Sanetomi (1837-1891),
Matsukata called for creating a sound, convertible currency not through what he
asserted would be an “extremely difficult and dangerous” program of foreign bor-
rowing but rather through the gradual redemption of inconvertible paper and
steady accumulation of specie in the reserve fund. In doing so, Matsukata out-
lined the basic contours of the economic and financial policies that he would
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attempt to carry out after 1881, although many of the specific measures he rec-
ommended in this document, such as having the government undertake the export
of rice to acquire specie and establishing a “specie bank” that would lend paper
money to export merchants and collect repayment in silver and gold coins, actu-
ally built on ideas that Okuma and Sano had already implemented or proposed.*’

Virtually none of the other leaders shared Matsukata’s views on currency
reform, but they were split over Okuma’s foreign loan proposal. If the govern-
ment had followed protocol and left the decision to the senior councilors, they
would likely have approved the Okuma plan. But Sanjo decided to solicit the
opinions of ministry heads, including Matsukata and Sano.*® As Sano was the
minister in charge of finances, his views carried considerable weight; Iwakura,
for instance, remarked that, “although we received various opinions, Sanjo said
that he favored Sano’s position.” The final tally, however, was eight for Okuma’s
scheme and eight against it; essentially the emperor broke the tie, stating in a
June 1880 rescript that the plan would be “most improper at the present.”*

Following the defeat of Okuma’s proposal, as much as government leaders
wanted to avoid retrenchment, that course seemed increasingly to be the one they
would have to take. The army and particularly the Satsuma faction resisted; after
all, the national budget had already shrunk in real terms owing to inflation, so
where could they make additional cuts? The only option, it seemed, was to in-
crease taxes. At this point, Iwakura put forward the reactionary plan to collect a
quarter of the land tax in kind; backing him were all of the Satsuma leaders, save
Matsukata. For Okuma, this plan would have meant abandoning his expansion-
ary program, which tended to favor farmers—the originators of the major ex-
port items of silk, tea, and rice—and giving priority to assisting former samurai
at the farmers’ expense; that is, to reverse the flow of income, directing it away
from farmers to the state and by extension to the former samurai. In this case,
Okuma broke with his erstwhile Satsuma allies and voted with the Chashi lead-
ers against the land tax proposal.*

With his foreign loan plan shot down, Okuma realized he had no choice but
to seek funds for industrial promotion through a hike in taxes and a curtailment
of government expenses, but he was determined to prevent those measures from
being linked to note redemption. In September 1880 the Council of State formally
approved a new proposal submitted by Okuma, in cooperation with Itd and
Inoue, that the government secure needed funding through tax increases and
spending cuts.’! The leaders also adopted plans to sell off state enterprises and to
streamline the administration of economic affairs by establishing a new Ministry
of Agriculture and Commerce. These steps seemed to mark a dramatic shift away
from the previous expansionary course. Yet Okuma made sure that the regime
postponed a decision on how it would use the resulting surplus, giving him time
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to come up with a separate plan for currency reform, one that would enable the
government to avoid deflation and maintain an activist industrial policy.

These changes in policy appear to have laid the rails on which Japan would
move full speed into the Matsukata financial reform. Yet, in early 1881 Okuma
set out to roll back those rails by putting forward a new loan proposal to finance
note redemption and specie acquisition in one stroke so the government could
invest the funds resulting from the retrenchment program in new industrial proj-
ects. This time Okuma was careful not to label it a proposal for a foreign loan;
rather, he presented it as a plan to float public bonds that would be open to sub-
scription by foreigners and never once used the term “foreign loan.” The govern-
ment was to apply the proceeds from this bond issue to setting up “a great bank”
managed by a hired British expert that would acquire specie from abroad and
carry out the immediate conversion of paper currency.> Despite its appearances,
this initiative was nothing but a recycled version of Okuma’s earlier foreign loan
scheme, for he explicitly prioritized overseas sales as a way “to make gold and sil-
ver flow in from abroad.”*® Nevertheless, by April 1881 Okuma had secured the
consent of Finance Minister Sano as well as Itd and, with Itd’s cosponsorship, pro-
ceeded to submit the bond proposal to the Council of State in July. At the end of
that month the government formally approved the proposal with hardly any de-
bate, immediately began to work out the details of the plan, and, as noted, by No-
vember, after Okuma’s ouster from the regime in the Political Crisis of 1881, had
reached the stage just prior to implementation.>*

How does one explain this apparent 180-degree turn in state financial policy?
For one, the fact that Okuma did not present his scheme as a foreign loan pro-
posal made it more palatable to government leaders. Moreover, several who had
voted against Okuma’s first proposal were not opposed to foreign borrowing in
principle, while no one was against floating public bonds. Second, Okuma had
no problem with the Satsuma and military leaders, who were delighted with the
revival of his loan proposal. Its near-unanimous acceptance was simply another
indication of the extent to which state leaders were in favor of a more activist in-
dustrial policy and wanted to avoid retrenchment and deflation if at all possible.

Unsurprisingly, the one leader who was not pleased with this turn of events
was Matsukata. After Sano agreed to back Okuma’s new plan, Matsukata became
the only government leader to oppose foreign borrowing and to advocate finan-
cial reform through Japan’s own efforts. In October he came out with his famous
“Proposal on Finance” (Zaisei gi), typically described as a formal statement of his
reform program. More than a prospectus, this document represented Matsukata’s
counterattack against the sudden change in financial policy. In it, he offered a
consistent, systematic argument in favor of gradual currency reform without re-
course to foreign capital and expressed his surprise and anger over the reversal of
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the previous year’s decision against foreign borrowing.> If Japan, legally and
commercially handicapped by the unequal treaties, were to borrow from the West-
ern powers, it risked “falling into a pitiful state like Turkey, Egypt, and India.”
Instead, what the country urgently needed, Matsukata declared, was to “estab-
lish a center [that is, a central bank] for currency operations, build up the fund
for redeeming paper money by accumulating specie, and restrain imports by en-
couraging production.”®

Fortunately for Matsukata, the Sat-Cho leaders joined together to expel Okuma
from the regime shortly after Matsukata submitted his Proposal on Finance, but
even Okuma’s ouster did not mean the immediate adoption of the Matsukata plan
for financial reform. 1td, who in November would complete a concrete plan for
implementing the bond flotation program, intended to become finance minister
himself and recommended that Matsukata continue as home minister.” With the
new priority on constitution-making, however, 1t6 ended up heading that effort
instead, and so the Finance Ministry portfolio finally came around to Matsukata.*
He immediately pressed the Council of State to approve his financial reform mea-
sures and, as a guarantee against deviation from his program, obtained the em-
peror’s endorsement as well.>* The Meiji government thus dropped the plan for
bond issues; and, with Matsukata in control of state finance, it embarked on a
full-scale program of note redemption and specie acquisition.

The Sat-Cho leaders drove Okuma out not so much because of his financial
views or his defeat in the financial debate; rather, it was mainly what they per-
ceived to be his unduly progressive ideas on constitution-making that led to his
ouster. In addition, his criticism of Kuroda’s proposed fire sale of government
properties in Hokkaido at the time made him a darling of the Popular Rights
movement, raising suspicions of collusion with the political opposition and seal-
ing his fate. Shortly after the government appointed Matsukata finance minister,
the situation changed dramatically in his favor, the upshot being abandonment
of Okuma-style positive finance. Further paving the way for Matsukata was that,
in addition to expelling Okuma, the Council of State forced Kuroda, the leader
of the Satsuma faction, to resign over the Hokkaido scandal. Thus, the two prin-
cipal advocates of financial and economic activism had left the scene, creating a
political environment conducive to the execution of a deflationary program.
Moreover, it was a case not so much of Matsukata’s having won the day with a
persuasive counterattack as of the other government leaders’ being so preoccu-
pied with the political crisis that they essentially left it to Matsukata to deal with
problems of finance.®® At the same time, the Sat-Cho leaders may well have felt
indebted to Matsukata for contributing to Okuma’s ouster by directly attacking
his financial policies, something It6, for instance, could not have done, for, al-
though he was Okuma’s rival in the political arena, It6 had cooperated with him
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on financial matters.®! Hence, for all the insight and sophistication of Matsukata’s
arguments—and unquestionably they far surpassed the level of debate at the time
on note redemption—it was almost a case of “Matsukata finance” by default; or,
as Muroyama Yoshimasa puts it, “Matsukata ended up assuming the position of
finance minister-cum-sangi by a process of elimination.”

On the much-debated question of continuities and breaks in financial policy
between Okuma and Matsukata,®® one can view the proposal that Okuma sub-
mitted with [td’s support in July 1881 as representing a significant shift in his
policy approach and a “bridge” to the Matsukata financial reform.** Both the
Okuma-Itd proposal and Matsukata’s 1881 proposal called for promoting exports
and accumulating specie, for retiring fiat notes, and for establishing a convert-
ible currency managed by a central bank. Accordingly, one could claim that by
the summer of 1881 Okuma, working with colleagues, had set the basic course
for the reforms Matsukata would execute. Their programs would then appear to
differ mainly in tempo—go-fast versus go-slow.

Nonetheless, a fundamental divergence characterized their approaches. Okuma,
like statesmen in other developing countries at the time, called for dependence
on foreign capital and even foreign management; the Council of State in fact ap-
proved a recommendation by British minister to Japan Sir Harry Parkes that it
hire a British banker to run Okuma’s proposed central bank.®> Matsukata coun-
tered with a plan that, in its nationalist emphasis, was unorthodox for its time,
for he rejected foreign involvement, insisting on a more gradual program of fi-
nancial reform through reliance on Japan’s own efforts.



ORTHODOX FINANCE
AND “THE DICTATES
OF PRACTICAL EXPEDIENCY”

Influences on Matsukata

Matsukata was the only Meiji leader who in the late 1870s and early 1880s con-
sistently advocated monetary and fiscal policies that mirrored mid-nineteenth-
century British orthodoxy, but his policies also had roots in illiberal traditions of
East Asia. In Matsukata’s thinking, the practice of “financial orthodoxy” meant,
above all, the pursuit of policies (1) to restrain spending by the central govern-
ment and generate adequate revenue for it, thereby enabling it to balance the
national budget or, better yet, create a budget surplus and (2) to establish and
maintain a stable, national currency backed by specie—a hard currency with
paper money convertible into silver or gold coins. Matsukata clearly followed
through on the second point, and his pronouncements in favor of austerity and
laissez-faire economic policy suggest, at least at a rhetorical level, a more general
commitment to classical financial and economic liberalism. By the time he suc-
ceeded Sano Tsunetami and sought to implement such policies, most of which
his predecessors had introduced, Matsukata had come to embrace aspects of fi-
nancial orthodoxy based on multiple influences: his pre-Restoration study of an-
cient Chinese and early modern Japanese financial reforms, his experience as an
official in the new Meiji government, and his exposure to Western ideas and pre-
cedents in the 1870s.!

Yet once he became finance minister, Matsukata would display a flexibility in
financial management, adjusting to “the dictates of practical expediency,” as he
would declare in 1886. In showing such adaptability, he would depart significantly
from classical liberal approaches to fiscal and industrial policy as well as differ
from neoliberal projects of the late twentieth century. The program Matsukata

28
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ended up carrying out would feature practices that were heterodox from a liberal
or neoliberal perspective such as a larger state role in the economy, incremental-
ism in building upon reforms that were already under way, and reliance in part
on non-Western intellectual traditions.

Still, a widely held view is that, as finance czar, Matsukata rigidly applied the
theories of orthodox finance he had learned from French economists during the
nine-month trip he took to Europe in 1878.? Some historians likewise claim that
French scholarship and example provided the overall pattern for the Matsukata
reforms of the 1880s.® For the most part, however, French tutelage simply rein-
forced ideas that Matsukata had been developing since the Restoration, drawing
on both Sino-Japanese and Western sources, ideas that he would go on to imple-
ment pragmatically after 1881. Granted, he and his subordinates in the Ministry
of Finance did rely heavily on the French recycling of classical British liberal eco-
nomics. Yet what they found attractive about this French rendering was not its
free trade or laissez-faire prescriptions but its down-to-earth, policy-oriented
views on monetary and fiscal matters. Matsukata and his brain trust had no sin-
gle model for financial reform; rather, they participated in a global circulation of
ideas and practices regarding public finance, including currents not only of
Franco-British liberalism but also of German and U.S. economic nationalism.

Sino-Japanese Sources
of the Matsukata Reform

Most accounts of the ideas and practices that informed the Matsukata financial
reform emphasize the European influences the future finance minister absorbed
during his overseas sojourn in 1878. Yet—as only a few historians have detailed,
but as one might expect of someone who had received a traditional samurai edu-
cation as a youth—Matsukata also drew on indigenous and Chinese sources for
his views on public finance. John Sagers and others have pointed out that Matsu-
kata and his contemporaries in the Meiji regime emerged from a homegrown mer-
cantilist tradition whereby the Tokugawa shogunate and domain governments
had sought to amass specie by promoting import substitution and the produc-
tion of export goods; indeed, Katalin Ferber suggests that the written work and
advice of the Western experts Matsukata encountered in 1878 largely confirmed
ideas that the Meiji oligarchs had already formed in pre-Meiji times.* More spe-
cifically, during his formative years in his home domain of Satsuma, Matsukata
had studied the Confucian classics and works on Japanese and Chinese history.
Muroyama Yoshimasa writes that, although Matsukata “was not particularly fond
of reading,” his favorite books included the ancient Chinese compilation Guanzi
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and the writings of the Tokugawa-period shogunal adviser Arai Hakuseki (1657—
1725).°

The encyclopedic Guanzi, named after the philosopher and politician Guan
Zhong (ca. 720-645 BC) and probably written in the mid-third century BC, is
regarded as a precursor of Legalism for its practical prescriptions on political
economy.® From this work Matsukata would have learned that Guan Zhong, as
prime minister of the state of Qi from 685 BC, introduced a number of economic
reforms, including a uniform tax code and state monopolies on salt and iron. He
may also have been struck by Guanzi’s emphasis on investigating the past to un-
derstand the present, a dictum that Matsukata had clearly taken to heart by the
time he entered the Ministry of Finance in 1871 as assistant head of the Taxation
Bureau.

According to Muroyama, the most decisive Asian influence on Matsukata’s fi-
nancial thinking was the Confucian scholar-official Arai Hakuseki, who became
the leading shogunal adviser in the 1710s. Muroyama cites the journalist Toku-
tomi lichird as observing in a eulogy for Matsukata that “in financial matters he
adored Arai Hakuseki.”” Muroyama claims, moreover, that the financial and cur-
rency reform the shogunate carried out with Hakuseki’s input was “the model
for the Matsukata reform.”®

The parallels between the Hakuseki and Matsukata reforms as well as the cri-
ses that preceded them are indeed striking. Beginning in 1695, the Tokugawa sho-
gunate, which initially had minted gold coins (koban) of high quality, sought to
cover burgeoning government expenses by repeatedly reducing the precious metal
content of its currency. In a scenario similar to what Japan would face in the late
1870s, successive reminting set off rampant inflation, causing speculation to soar,
imports to rise, and specie to flow out of the country. As a member of the shogun’s
advisory group from 1693, Hakuseki remonstrated against debasement, charg-
ing that it had, among other deleterious effects, led to the hoarding of pre-1695
coins and violent fluctuation in the gold-silver exchange rate, much to the dis-
ruption of private commercial transactions. Inflation, he pointed out, had
erupted because the shogunate had not only depreciated the currency but also
increased the amount in circulation. Hakuseki then helped bring about a dramatic,
albeit short-lived, reversal of policy in 1713, when the shogunate embarked on a
program of retrenchment and deflation aimed at restoring the value of the cur-
rency by reminting coins to their original standard of purity and reducing the
amount of money in circulation.’

In public addresses as minister of finance, Matsukata clearly showed the in-
fluence of his study of Hakuseki and of public finance in pre-1868 Japan. In dis-
cussing the history of Japanese currency and monetary standards, he would typi-
cally begin with the minting of hard money at the start of the Tokugawa period
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before moving on to the economic disruptions at the turn of the seventeenth
century and again at the end of the shogunate.!® This narrative strengthened his
conviction that establishing a solid, specie-backed currency system was absolutely
essential for the government to achieve economic and financial stability.'! To say
that the Hakuseki-inspired reform was the “model” for his financial program may
be an exaggeration, but precedents from premodern Japanese financial history
certainly weighed heavily in Matsukata’s thinking.

Another parallel between the monetary reforms associated with Hakuseki and
with Matsukata has to do with their practical approach. Kate W. Nakai states that
the shogunate’s post-1713 reform “was as much a pragmatic response to the so-
cioeconomic problems of the day as an outgrowth of intellectual theory,” specifi-
cally of Hakuseki’s bullionism.'? Despite his adherence to bullionist theory,
Hakuseki himself, according to Tessa Morris-Suzuki, was “a man with a strongly
practical and empirical turn of mind,” whose method of dealing with a social or
economic issue was “not so much to refer to the writings of the Confucian sages”
as “to collect detailed information on its causes and implications.”!?

Nakai’s description of shogunal monetary policy as embodying a “flexible

pragmatism in trying to deal with ongoing problems”!*

would apply perfectly to
Matsukata’s mode of operation as well. Muroyama asserts that, as assistant head
and then chief of the Taxation Bureau in the early to middle 1870s, Matsukata
sought to design and implement a land tax reform suited to the actual conditions
of Japan, drawing not so much on economic theories imported from the West as
on his study of Japan’s premodern tax systems and the current state of Japanese
agriculture.”® As Muroyama puts it, a “homegrown policy gene” animated Mat-
sukata’s reform ideas, and even after his tutelage in Europe in 1878 he found West-
ern theories useful only insofar as they fit the realities of the Japanese economy.'®

A similarly pragmatic attitude informed Matsukata’s position on currency
standards. In his view, that Japan would ultimately adopt a gold currency system
was only self-evident: Japan had privileged gold in its currency since the begin-
ning of the Tokugawa period, and by the 1880s most advanced Western coun-
tries had gone on the gold standard. “For him, from both historical and practical
perspectives, the gold standard was the indispensable factor” for creating a sound
financial and economic environment.!” Yet as of the early 1880s Matsukata also
understood that Japan’s shortage of gold and the continued use of silver as the
currency of trade in Asia necessitated adoption of the silver standard. Thus, in a
speech to the Japanese Bankers’ Club in his fifth year as finance minister, he de-
fended the government’s choice of silver as the standard instead of gold—even as
he conceded, as it was later reported, that the gold standard was superior “from
a purely scientific point of view”—declaring that “the aim of the Administration
is to adapt itself to the dictates of practical expediency, rather than to the theories
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of abstract science.”'® As he summed up his approach to financial policymaking
shortly before he left Europe in 1878, “No matter how superior the scholarship,
no matter how advanced the logic, if it does not conform to reality, then it is of

no use to the state whatsoever.”"”

Early Financial Experience

Matsukata, writes Muroyama, “had no formal training in finance or economics”
and “had not been involved in any specialized line of work” in those fields prior
to the Meiji Restoration in 1868, when he was 33 years 0ld.?’ Yet Muroyama’s as-
sertion that until 1868 Matsukata lived the life of a “typical samurai” with
“hardly any connection to financial or economic matters” is not entirely accu-
rate.?! In fact, by then he had acquired a considerable amount of what we might
call, in the overused parlance of academia today, “experiential learning.”

Before and during the Restoration of 1868

As a teenager in the early 1850s, Matsukata served as a clerk in the domain’s trea-
sury. Then, in the waning years of the Tokugawa period, he was dispatched by
the Satsuma authorities to the shogunate’s naval training center in Nagasaki, where
he diligently studied Western mathematics and surveying techniques as well as
the operation and outfitting of warships.?? If not for his recruitment as a prefec-
tural governor in 1868 and civil administrator in the central government in 1870,
after the Restoration he might well have become the architect of the imperial Japa-
nese navy, largely the work of fellow Satsuma men.

Some scholars, including Takahashi Makoto and Yoshino Toshihiko, have sug-
gested that a decade before his direct exposure to Western thought and practice
Matsukata learned the principles of financial orthodoxy from a native guru, an
expert in Western studies by the name of Yamamoto Kakuma (1828-1892).2° The
son of a high-ranking samurai of the Aizu domain, Yamamoto moved to Edo in
1853 to study Western military science with Sakuma Shozan (1811-1864) and
Katsu Kaisha (1823-1899), among other specialists. Back in Aizu, he taught in
the domain academy and in a newly established school of “Dutch studies.” In 1862
Yamamoto accompanied the daimyo of Aizu to Kyoto, where two years later he
set up his own school of English and Dutch studies. At the time of the Restora-
tion, with his domain fighting on the shogunal side, he was captured by imperial
forces and held at the Satsuma mansion in Kyoto.

During his captivity, Yamamoto, who by that time had lost his eyesight, dic-
tated a lengthy treatise summarizing his opinions on a range of policy issues for
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presentation to Shimazu Hisamitsu (1817-1887), father of the Satsuma daimyo.
In the section titled “Kahei” (Currency), Yamamoto stressed the dangers of in-
convertible notes, arguing that the government must back paper money with spe-
cie.** According to an early biography of Yamamoto, by the late 1870s he had
come to advocate the adoption of the gold standard and the establishment of a
central bank that would issue convertible paper.?®

Although Matsukata had served as an aide to Hisamitsu and his son in the mid-
1860s, he was in Kyushu during Yamamoto’s house arrest and likely did not see
the 1868 treatise when it was written. As finance minister, Matsukata did seek out
Yamamoto’s advice and later remarked to Fukai Eigo (1871-1945), who became
Matsukata’s private secretary in 1900, that the two teachers he admired the most
were Yamamoto Kakuma and Léon Say (1826-1896), the French minister of fi-
nance who had personally tutored him during his time in Paris.? This pronounce-
ment has led one historian to proclaim that “Yamamoto was the father of the
Matsukata financial reform, Say the mother.”?’

That this Western studies expert had a significant formative impact on Mat-
sukata seems doubtful, however. Yamamoto does not appear to have come to Mat-
sukata’s attention until 1882, soon after the founding of the Bank of Japan, when
the prominent Kyoto businessman Hamaoka Kotetsu (1853—-1936) reportedly
told Matsukata that as early as 1877 an acquaintance named Yamamoto Kakuma
had already stressed the need to establish a central bank. Surprised to learn that
“such a farsighted person” (sonna senkakusha) existed, Matsukata asked Hama-
oka to arrange a meeting so that he and Yamamoto might “exchange views.” When
the meeting took place in Kyoto that year, Yamamoto heartily endorsed the fi-
nance minister’s currency and banking reform, urging him to “resolutely carry
out your intentions no matter what hardships you may face,” though he also
warned that in doing so Matsukata would be risking his neck. Matsukata replied
that he had been prepared for the worst from the start and parted with the rather
dramatic statement that “either paper money will have my head, or I will have
its” (shihei ga Masayoshi no kubi o kiru ka, kono Masayoshi ga shihei no kubi o kiru
ka da).?® Though hardly the “father” of the Matsukata program, Yamamoto clearly
made a deep impression on the finance minister, who years later recalled that
“when public opinion was vociferously against me, only a few people besides this

Yamamoto Kakuma told me they approved of what I was doing.”*

Governorship of Hita

Matsukata’s real on-the-job training in finance and economics began after the Res-
toration with his appointment as governor of Hita Prefecture, previously the
largest territory in Kyushu directly controlled by the shogunate.*® During his
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tenure from 1868 to 1870, he dealt with a range of fiscal, monetary, and com-
mercial issues and twice memorialized the central government on the urgency of
establishing a sound, unified currency system.

In April 1868, before Matsukata assumed office, the new Meiji regime had
adopted the policy of issuing inconvertible “Council of State notes” (dajokan
satsu) to fund local economic development and make up budget deficits. Soon
after Hita Prefecture began receiving its share of the notes in the fall of 1868, Mat-
sukata faithfully followed the central government directive to place them in cir-
culation at a fixed rather than market rate, but Hita merchants complained as
the new paper money depreciated. To further impede matters, notes printed by
neighboring domains were also flowing into Hita and falling in value, causing in-
flation and business stagnation. Many of Hita’s villages were paying taxes in this
domain paper, and the merchants who collected the tax money to use as loan cap-
ital pending delivery to the authorities accordingly petitioned the prefecture to
guarantee the convertibility of the domain notes.*!

In response to these problems, Matsukata sent two memoranda to the central
government, one in November 1868 and the other in March 1869.%* In the first,
he called on the Council of State to unify the nation’s currency, remarking that
the job “will not be finished if currency remains unstandardized even in the re-
mote corners of rural areas” (kahei no gi wa hekikyo hisii made ichiyo narazu soro
tewa aisumazu).>> Matsukata further recommended that the council either set a
redemption deadline for all domain notes or direct localities to return the notes
to the issuing domains in exchange for specie and thereafter restrict the use of
such notes to their respective domains of origin. In the second, he criticized the
decision the central government had made a month earlier to switch from a fixed
to a market rate for dajokan satsu, arguing that the change in policy risked caus-
ing prefectural residents to lose faith in the new regime.

Through his practical experience with Dajokan and domain notes in Hita Pre-
fecture, Matsukata thus became aware of the need both to ensure the smooth
circulation of currency and to establish a sound monetary system at the level of
national policy. At this early stage, his understanding of these issues was admit-
tedly limited: in his two memoranda, he offered neither a theoretical rationale
nor concrete measures for achieving a stable national currency, going no further
than to emphasize the moral obligation to maintain consistency of policy based
on “fidelity” (shingi). Yet the local experience that Matsukata gained during his
brief stint as Hita governor would, to a considerable degree, help prepare him for
the national financial responsibilities he would undertake after joining the newly
formed Ministry of Finance in 1871.%*
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Knowledge of the West

Once he entered the central government, Matsukata began to develop more so-
phisticated ideas on finance. Muroyama contends that until Matsukata went
abroad in 1878 he “was ignorant of conditions in the West” and “had had no ex-
posure to modern finance or economics.”®® This assertion, however, needs qual-
ification. Granddaughter Haru Matsukata Reischauer claims that Matsukata had
read translated works by Léon Say before he sailed to Paris and met the French
finance minister.>® Although the first book-length translation of a work associ-
ated with Say—Dictionnaire des finances (1889-1894), which he edited—did not
appear until a dozen years after Matsukata’s European sojourn, the in-house li-
brary of the Ministry of Finance, to which Matsukata would have had access,
boasted the second-largest government repository of books from Western coun-
tries (the largest being that of the schools that would later merge into the prede-
cessor of Tokyo Imperial University). This library held a number of translations
of Western economics textbooks, in particular from Britain, the United States,
and France, reflecting the ascendance of classical liberal economics in the first de-
cade and a half of the Meiji period, before the turn to the German historical
school of economics.

In the early 1870s the available Japanese translations, most of them in abridged
form, included William Ellis’s Outlines of Social Economy (1846), Francis Way-
land’s Elements of Political Economy (1837), and Millicent Fawcett’s Political Econ-
omy for Beginners (1870). Of these, the Ellis translation, produced by Kanda
Takahira (1830-1898) in 1867 from a Dutch rendition of the original English, rep-
resented the first systematic introduction to Western economics in Japanese. A
scholar in the shogunate’s Western Studies Institute (Bansho Shirabesho), Kanda
later drew on the work’s taxation section to author an 1870 proposal that influ-
enced the land tax reform largely carried out under Matsukata in the mid-1870s.%
Meanwhile, translations of chapters from Wayland’s book as well as from Cham-
bers’s Educational Course: Political Economy, for Use in Schools, and for Private In-
struction (1852) figured in the best-selling Seiyo jijo (Conditions in the West;
1867-1870) series by Fukuzawa Yukichi. Fukuzawa’s former student Obata
Tokujird (1842-1905) embarked on a full translation of Wayland in 1871; begin-
ning in 1872, both the Wayland primer and Arthur Latham Perry’s Elements of
Political Economy (1865) were adopted by the Department of Translation of the
Ministry of Finance for use in teaching political economy and financial practice.
By 1870, an abridged version of Perry’s book had also become available in Japa-
nese translation.”

For knowledge of current trends in the West, Matsukata would also have been
able to turn to the Western experts—nineteen in 1872 and twenty-seven two years
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later—whom the Ministry of Finance kept on its payroll.* Illustrating his basic
awareness of these trends, Matsukata noted in an 1874 memorandum that France
had faced no interference from its neighbors when it increased tariffs to pay off
the indemnity it had incurred after the Franco-Prussian War of 1870-1871.*! In
fact, the French government had cleared the indemnity (by the autumn of 1873)
not through tariffs but through bonds issued in both domestic and international
markets.*? Protectionist sentiment was, however, clearly on the rise in postwar
France, as in the early 1870s the authorities did what they could to raise import
duties that were not restricted under the treaties France had concluded with lead-
ing European countries during the free trade movement before the war.*> Matsu-
kata’s point was that Japan, then burdened by tariff restrictions imposed by the
Western powers in 1858, ought to have the same right to set its own customs du-
ties. In any event, his argument shows that he did have some knowledge, how-
ever incomplete, of recent financial developments in Europe.

The growing maturity of Matsukata’s views on financial policy is evidenced
by a lengthy memorandum he presented to the Council of State in Septem-
ber 1875. In this document he urged the government to economize on adminis-
trative expenses, to bolster the faltering gold standard by reducing the amount of
paper money in circulation and augmenting the Treasury’s gold reserves, and to
stanch the hemorrhaging of specie from Japan by promoting both import sub-
stitution and exports.** In particular, how to deal with the nation’s “enormous”
(kyota) quantity of inconvertible notes, Matsukata asserted, was “the most diffi-
cult among extremely difficult tasks” (shinanchii no saishinan), but he warned that
“each day that we neglect this [problem] inflicts another day of harm” (ichi nichi
kore o okotareba ichi nichi no hei ari).*> By pointing out that the excessive issue of
fiat notes was the cause of paper money depreciation, Matsukata displayed a level
of discernment “that had not been seen in the memorials of finance officials to
that point.”*® Finance Minister Okuma Shigenobu would incorporate Matsukata’s
recommendations on note redemption and specie accumulation into a proposal
he submitted to the government the following month.*’

In his call for shrinking the supply of paper money to stabilize its value, Mat-
sukata may well have been inspired not only by his study of public finance in early
modern and contemporary Japan but also by the advice of foreign employees in
the Ministry of Finance and by his reading of Western works in translation. While
in Europe, he would gain further confirmation of this position from Western
sources elucidating the quantity theory of money, and as minister of finance he
would go on to implement a dramatic reduction of the paper money in circula-
tion in 1882-1883.

In addition to his exposure to the principles of classical economic liberalism
in the 1870s, Matsukata also showed the influence of Friedrich List’s ideas during
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that decade. In a battery of memoranda he submitted to the government in 1874—
1875, including the one in which he referred to French tariff protection, Matsu-
kata urged the government to press for the recovery of tariff control; moreover,
in a little-known aspect of his 1878 travels around Europe, he exhorted Japanese
consuls to push for treaty revision so that Japan could increase customs duties to
aid fledgling domestic industries and raise revenue for the Treasury.*® According
to Reischauer, Matsukata told Say that “he was a great admirer of Adam Smith’s
laissez-faire economics and hoped that the day would come when Japanese in-
dustry would be strong enough to make those policies feasible in his country, but
protectionism was more appropriate for Japan at that time. In fact, throughout
his life, Matsukata often referred to the protectionist policies of the German econ-
omist Friedrich List as more suitable then for Japan than Adam Smith’s ideas.”*
A Japanese translation of List’s Das nationale System der politischen Okonomie
(1841) did not appear until 1889, but as early as 1872 the Ministry of Finance
had published a book by Wakayama Norikazu (1840-1891) that included a par-
tial translation of Principles of Social Science (1858—1859), a three-volume work
written by the U.S. champion of infant industry protection, Henry Carey (1793—
1879).%° In his work Carey “made liberal use” of List’s National System.>! Hence,
from the early Meiji period, even if Japanese officials were unable to read Western-
language editions of List, they had access to a recycled version of his ideas, which
Japanese writings were reflecting as early as the mid-1870s.>> And Matsukata was
surely aware that the Tokugawa shogunate had clamped down on imports from
the early eighteenth century, when currency crises had resulted from the outflow
of specie to pay for Chinese silk and other foreign goods and from the depletion
of Japan’s metal mines.

True, the book translations available in Japan in the early to middle 1870s were
mostly introductory, and Matsukata had to await his trip to Europe for immer-
sion in theoretical and applied finance of a more advanced nature. Yet those cir-
cumstances hardly meant that he went abroad totally uninformed about currents
in Western financial and economic thought and practice.

The French Connection

Matsukata’s long-held wish to travel abroad finally came true when he was ap-
pointed head of the Japanese delegation to the 1878 Exposition Universelle in
Paris. Held from May to November on a scale greater than that of any previous
world’s fair, the Paris Expo celebrated the recovery of France from the Franco-
Prussian War; during his trip, which lasted from March to December, Matsukata
took advantage of his appointment to tour much of western Europe, investigating
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financial, economic, and transportation systems and meeting with scholars and
officials in France, Britain, Germany, Switzerland, and the Netherlands. As
Henry Rosovsky notes in his influential study of early Meiji economic develop-
ment, the nine-month European sojourn by the future leader of Japanese finance

“had considerable intellectual consequences.”>

Léon Say

The pivotal figure in Matsukata’s overseas journey was the economist Léon Say
(fig. 2.1), grandson of the Adam Smith disciple Jean-Baptiste Say (1767-1832).
Like his grandfather, Léon Say was a fervent advocate of free trade who opposed

FIGURE 2.1 Léon Say (1826-1896). Photo from Sowa Sergiuez/Alamy
stock photo.
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“state interference of any kind”>*—although he could also be flexible, as he showed
in backing the Freycinet Plan, the vast program of public works centering on rail-
road, canal, and port construction launched by the Third Republic in 1878. Even
more than Say’s endorsement of public support for infrastructural and especially
railway development, his consistent disapproval of state indebtedness would have
resonated strongly with Matsukata, who considered indebtedness “a form of ser-
vitude” and later recalled visiting his father’s grave in Satsuma after paying off
the family debt in 1857 as “one of the most satisfying moments of his whole
career.” Say, as “practically the autocratic ruler of the French finances” for much
of the 1870s,% had displayed his financial acumen during his first term as finance
minister in 1872-1873 by completing payment of the massive Franco-Prussian
War indemnity of F5 billion (£200 million) a full year and a half ahead of sched-
ule. When Matsukata arrived in 1878, Say, who was in his third term as finance
minister, was on the verge of clearing the debt of F1.5 billion that the French gov-
ernment owed the central bank.>’

Matsukata’s time in Europe also coincided with two international meetings
held in Paris on pressing financial matters. In August 1878 Say presided over an
international monetary conference, one of a series of such assemblies in the lat-
ter third of the nineteenth century, which convened at the French foreign minis-
try to deliberate on measures proposed by the United States to reintroduce bi-
metallism and halt the depreciation of silver. The global silver slide that had begun
in 1871 had accelerated two years later when Germany adopted the gold standard,
a move that threatened to inundate neighboring countries with demonetized sil-
ver and prompted France to retaliate by limiting silver coinage.”® The conference
failed to reach agreement on a single monetary standard or a new gold-silver ex-
change rate, ensuring a continued drift toward gold among Western nations.
Then in October, two months before Matsukata’s departure from Europe, the
member states of the Latin Monetary Union, which had formed under French
leadership in 1865, met in Paris and resolved to completely stop the minting of
silver coins. This decision gave a further push to the “limping bimetallism” that
had begun with the total suspension of silver coinage by France in 1876.%° Mat-
sukata clearly set foot in Europe at an eventful time for French as well as inter-
national finance.

Shortly after arriving in Paris, Matsukata toured the Tobacco Monopoly Bureau,
which was under the supervision of the finance ministry. Learning of Matsukata’s
perceptive questioning of officials at the bureau, Say invited the Japanese delega-
tion leader to call on him. On that visit, as Matsukata later recounted, the fi-
nance minister told him, “We’ll place a desk for you next to mine; bring an inter-
preter, and let’s talk from time to time.”®® So Matsukata received his own private
tutorial from the French statesman.
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Rosovsky speculates that Say may well have advised his Japanese guest to seek
balanced budgets and to bear in mind the important role of a sound, gold-backed
currency in establishing a nation’s reputation for creditworthiness.®! As Jean Gar-
rigues points out, “budget-balancing” was indeed “the watchword” of Say’s fi-
nancial administration;®* in a speech to the Chamber of Deputies in late 1875,
for instance, Say declared that “it is only on a balanced budget that one can base
the credit of a country, and without credit no governing is possible.”®® But on the
question of currency standards, over which advocates of gold monometallism and
bimetallism were then “locked in bitter dispute worldwide,”®* Say took a cautious,
ambivalent public stance. He announced at the August monetary conference that
the French attitude was one of “expectancy”: his country held itself “in readiness
to adopt the single gold standard or to revert to the double standard, according
to circumstances.”® At the same time, he suggested that France would restore the
free minting of silver if the silver market stabilized and assured U.S. representa-
tives that “France was sincerely bimetallic at heart.”®® In making these pronounce-
ments, Say undoubtedly was showing consideration toward his longtime associ-
ate Alphonse de Rothschild (1827-1905) and other directors of the privately
owned Bank of France, who vigorously defended bimetallism out of a desire to
prevent the bank’s large silver holdings from further losing value as well as to
maintain the steady income private banks derived from arbitrage between the
two metals. Owing to the strong opposition of the Paris financial community to
gold monometallism, “the French government never renounced bimetallism in
principle.”®”

Still, by 1878 France and almost every other western European country had
gone on a de facto, if not official, gold standard. In his private conversations with
Matsukata, Say may have advised that Japan also go for gold, although in view of
his public statements he likely emphasized convertibility over any particular mon-
etary standard. Nonetheless, Matsukata would have been struck by reports of
comments from the August international monetary conference identifying gold
with modern industrial nations and silver with backward, “uncivilized” countries.
The Swiss representative expressed a common sentiment among gold monomet-
allists when he declared that “silver was an inferior metal, ill adapted to the needs
of higher civilization, . . . only fit as a standard for backward nations.”®® Five years
later, as minister of finance, Matsukata, in a speech to Japanese bankers about
his program to replace the country’s inconvertible paper money with silver-backed
notes, would wax poetic on his ultimate goal of moving Japan into the ranks of
the “advanced” gold-bloc nations by returning it to the abortive gold standard of
early Meiji: “Even though it has become a silvery world, one day we will see a
spring when golden flowers bloom again” (shirogane no yo to wa nare domo,
itsuka mata koganebana saku haru o min to wa).%
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Whatever the French finance minister might have advised regarding currency
standards, he would certainly have disapproved of the issuance of unbacked
paper by Japan’s government and national banks. Rosovsky concludes, “Judging by
Matsukata’s subsequent actions, Say must have . . . been a persuasive advocate of
his own ideas.””® Matsukata himself would write of his debt to Say in an 1883 let-
ter upon the Meiji emperor’s conferral of a decoration on the Frenchman: “In
taking responsibility for the public finances of imperial Japan, I have had the
opportunity to put into practice what you previously taught me . . . [and] from
the beginning have followed the principle of hard currency (kdka no shugi).””!

Matsukata was unduly generous in his expression of gratitude, for he had been
championing similar ideas from before he went to Europe. For the most part, Say
merely offered empirical and theoretical support for the policies his Japanese guest
had already been recommending to the Meiji leadership. Say’s main original con-
tribution was to impress on his visitor the importance of establishing a central
bank, a feature that had been missing from Matsukata’s proposals before 1878.
In the course of their discussions, on learning of Japan’s decentralized system of
national banks, Say counseled that it was “inadvisable for various kinds of banks
to operate separately without coordination” and that it was “definitely best to es-
tablish a central bank under the aegis of the government.””? Say’s advice seems to
have had a decisive impact on Matsukata, convincing him that Japan needed to
overhaul its banking system along centralized European lines to secure the
convertibility of its currency and the provision of credit to private enterprise.

Matsukata proceeded to make a special point of examining the leading central
banks of Europe, spending two full days visiting the National Bank of Belgium.”
Say had recommended that institution as an appropriate model for Japan owing
to the relative lateness of its founding, which, as Matsukata explained later, had
enabled its creators “to consider fully the mistakes as well as the successes of
older banks.””* Matsukata ordered a subordinate, Kato Wataru (1847—-1889), to
remain in Brussels to study the history and organization of the Belgian national
bank; Kato would return to Japan three years later to play a key role in the estab-
lishment of the Bank of Japan in 1882.7°

Pierre Paul Leroy-Beaulieu

Matsukata’s connection with Léon Say is fairly well known, but less so is his rela-
tionship with another Frenchman, a prominent economist and disciple of Say by
the name of Pierre Paul Leroy-Beaulieu (1843-1916; fig. 2.2). Say introduced Mat-
sukata to Leroy-Beaulieu and his writings, in particular Traité de la science des
finances, published just the previous year.”® Scholars sometimes argue that one
of the keys to Matsukata’s success and longevity as financial czar was the firm
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FIGURE 2.2 Pierre Paul Leroy-Beaulieu (1843-1916). Photo from The History
Collection/Alamy stock photo.

theoretical grasp he had of his field as one of the few Japanese in early Meiji to
have mastered the science of public finance.”” Yet one would be hard-pressed to
characterize Matsukata as a genius in financial theory. His forte was decidedly in
the area of practical or applied finance; hence the huge attraction of French
scholarship—especially that of Leroy-Beaulieu, who was very much an authority
on the practical application of orthodox financial theory.”®

In actuality, the person most responsible for popularizing Leroy-Beaulieu’s
work in Japan, and specifically for making it accessible to government officials,
was not Matsukata but a junior bureaucrat in the Ministry of Finance named Ta-
jiri Inajiro (1850-1923; fig. 2.3).7° Tajiri was the first Japanese student sent over-
seas to major in finance. He spent eight years in the United States during the 1870s,
eventually earning a bachelor’s degree from Yale College and staying on for a year
of graduate study there. Under his primary mentor at Yale, the sociologist William
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FIGURE 2.3 Tajiri Inajiro (1850-1923). Images of Yale individuals, ca. 1750-2001
(inclusive). Courtesy of Manuscripts & Archives, Yale University.

Graham Sumner (1840-1910), Tajiri learned “the latest theories on state finance,
monetary policy, and currency stabilization.”®® An impassioned proponent of
hard currency, Sumner frequently gave public lectures on “the evils of inconvert-
ible paper money,” including one at the invitation of the New Haven Chamber
of Commerce during Tajiri’s freshman year at Yale.®! As Sumner had declared in
his 1874 book A History of American Currency, “an irredeemable paper currency
is a national calamity of the first magnitude. . . . It is like a disease in the blood,
undermining the constitution and spreading decay through all the arteries of
business.”® H. A. Scott Trask writes that Sumner also believed in “the systematic
study of history” as a method of understanding economic laws and, in A History of
American Currency, maintained that the U.S. colonial experience “demonstrated
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the validity of . . . the quantity theory of money.”®* As Sumner stated in the con-
clusion to that book, “the whole story which precedes goes to show that the value
of a paper currency depends on its amount.”%*

It was Sumner who recommended that Tajiri peruse Leroy-Beaulieu’s 1877
Traité de la science des finances—the same book Say introduced to Matsukata on
the other side of the Atlantic, at nearly the same time—which spelled out in plain
language the importance of budget balancing and currency convertibility, among
other orthodox principles. As Tajiri noted in the preface to his first partial trans-
lation of Traité, published within half a year of his return to Japan in 1879, Sum-
ner was of the opinion that “anyone who wants to understand political economy
need only read Mr. Beaulieu’s financial treatise.”®® Of greater interest to Tajiri (and
Matsukata) than the Frenchman’s opposition to tariffs and direct state interven-
tion in the economy was his classic position on public finance, specifically on the
positive role that official monetary and fiscal policies could play in stabilizing
financial conditions. According to Marc Flandreau, in Traité Leroy-Beaulieu ar-
ticulated the contemporary “consensus view” on monetary systems, emphasiz-
ing, as did Sumner, the quantity theory. “The domestic supply of banknotes de-
termined the value of the currency,” which would depreciate if banks created
paper money “out of proportion” to their reserves; the public would then lose
trust in the currency until the government turned to “the fiscal machine [i.e.,
taxation and budget control] rather than the printing press . . . to finance public
expenditure.”%

Tajiri entered the Ministry of Finance in early 1880, soon after his return to
Japan. From then to 1884 he and his colleague Komai Shigetada (1853—1901), who
had also studied public finance in the United States, worked to translate most of
Leroy-Beaulieu’s treatise. The translation they produced of the chapter on the bud-
get, for example, presented such sound prescriptions as “annual expenditures
should not exceed revenues” (mainen no keihi wa sono shiinyti ni choetsu sezaru o
yasu).8” The Japanese editions of Boriyt (as Tajiri and Komai chose to shorten
and transliterate Leroy-Beaulieu’s tongue-twister of a surname), then, became the
financial bible for mid-Meiji bureaucrats before the rise of the German historical
school of economics in the 1890s.% Tajiri went on to frame many of the compo-
nents of the Matsukata reform, including, for example, the special account for
military emergencies within the Treasury’s reserve fund and programs for the is-
suance of public bonds.* Tajiri would eventually rise to the position of assistant
minister of finance, serving in that capacity for a total of eight and a half years
between 1892 and 1901.° At Yale he had become a friend of classmate and future
U.S. president William Howard Taft—they had been seated alphabetically next
to each other in the classroom. On a visit to Japan after the turn of the century,
Taft, according to the reminiscences of his wife, learned from the spouse of Field
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Marshal Oyama Iwao that Tajiri had aspired to succeed Matsukata upon the oli-
garch’s retirement as finance minister in 1900; but, despite having functioned as
de facto head of the Ministry of Finance under his mentor, he had been passed
over for the position, and “the disappointment had made Tajiri very much of a

recluse.”!

Further Western Influences:
The Question of Foreign Borrowing

During his 1878 visit to Europe, Matsukata also came under direct Western in-
fluence on the question of foreign indebtedness. A common view is that he was
on principle staunchly opposed to borrowing from abroad, a misperception that
stems from his pronouncements and actions during the 1880—1881 debates over
measures to combat the runaway inflation that had plagued Japan since 1878. The
course he would actually take in the mid-1880s would reflect his basic pragma-
tism and flexible approach to financial policy.

By comparison, the Meiji emperor was a more principled opponent of foreign
borrowing. His mid-1880 rescript ruling against Okuma’s loan proposal declared
the plan “most improper at the present time” (mottomo konnichi ni fuka naru).”
The emperor’s resolve on this issue was strengthened by previous advice from a
somewhat unlikely source—former U.S. president Ulysses S. Grant (1822-1885).
Grant visited Japan in 1879 during a round-the-world trip and earned the grati-
tude of Japanese officials for his emphatic support of treaty revision as well as his
earnest counsel on various pressing matters. In a two-hour audience with the em-
peror, the ex-president denounced overseas borrowing as the road to national
ruin, citing the unhappy experiences of Egypt and the Ottoman Empire.”® As
Grant declared, “There is nothing a nation should avoid as much as owing money
abroad.” If possible, Japan, which had taken two small loans from Britain in the
early 1870s, “ought never to borrow any more from foreign nations.”* In Grant’s
view, “loans from foreign powers were always attended with danger and humili-
ation,” and Egypt, in particular, offered a lesson of what happened to countries
that incurred enormous foreign debts: indiscriminate borrowing had made that
country “a dependency to her creditors.” Becoming indebted to foreign powers,
he concluded, would only lead Japan “into the abyss into which Egypt has fallen.”*®

Grant’s admonition made a forceful impression on the emperor and his ad-
visers. When Okuma’s loan proposal reached the Imperial Household, the em-
peror’s private tutor, Motoda Eifu (1818-1891), strongly objected to it, citing
Grant’s warning from the year before. He and Minister of the Right Iwakura To-
momi asked whether Japan, should it fail to repay the loan, would “have to yield
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part of its territory—say, Shikoku or Kyushu—in order to satisty its creditors.”
The emperor himself likewise noted in his rescript, “Last year Grant spoke at
length concerning the advantages and disadvantages of foreign loans. His words
are still in my ears. . . . Now is the time for putting thrift into practice.”*® Richard
Chang concludes that Grant’s influence on the emperor was “permanent and sub-
stantial.” While deliberating with his ministers on the draft of the Meiji constitu-
tion shortly before its promulgation in 1889, for instance, the emperor “said over
and over again, ‘On this question Grant said . . . On that question Grant taught
me . ..””?" The emperor’s determination to avoid foreign loans would continue
to affect state financial policy as late as 1895, following the conclusion of the First
Sino-Japanese War: in a letter dated April 21 of that year, Grand Chamberlain
(jijiicho) Tokudaiji Sanetsune (1840-1919) conveyed to Matsukata the emperor’s
will that he should “not float foreign loans but rely on domestic bonds. Of course,
some years ago General Grant gave his opinion about the evils of raising foreign
loans. . . . At this time do your utmost to restrain national expenses and keep from
borrowing abroad.”®

Meanwhile Matsukata, too, played the risk-to-national-sovereignty card in
speaking out against Okuma’s loan proposal and calling for financial reform
through Japan’s own resources. Influencing his position on the matter was an-
other Frenchman he had met during his time in Paris, the politician, civil engi-
neer, and commissioner-general of the 1878 universal exposition Jean-Baptiste
Krantz (1817-1899). Krantz, who had devoted his early career to railway con-
struction, emphasized to Matsukata the adverse effects of relying on foreign cap-
ital and management in the development of railroads, citing France’s own sorry
experience with British financial involvement. “If Japan is to permanently main-
tain national independence,” Krantz insisted, “this matter is of utmost impor-
tance.”® The Frenchman’s warning hit home for Matsukata, who in a series of
memoranda to his superiors in 1874 had already expressed concern over Japan’s
vulnerability under the unequal commercial treaties;'® what was more, Japan, like
France, had borrowed from Britain to finance its initial railway lines. In addition
to Krantz, Leroy-Beaulieu may also have influenced Matsukata’s position at the
time through his caution in Traité that, under “an inconvertible paper regime,”
currency depreciation would render a large external debt an “untimely and pain-
ful” burden for a country: “States should thus be very careful when they borrow
abroad.”1!

Yet, as his future actions would indicate, Matsukata was hardly an unyielding
opponent of foreign borrowing. True, he did stand virtually alone in objecting to
the recycled version of Okuma’s loan proposal that the Council of State approved
in the summer of 1881. After Okuma’s ouster and his own appointment as finance
minister in October 1881, Matsukata skillfully persuaded his colleagues, with the
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ready endorsement of the emperor, to shelve the plan. Matsukata’s opposition to
the Okuma proposal, however, was grounded not only in the threat that depen-
dence on foreign money would pose to national sovereignty but also in the very
high interest rate that Japan would have to pay under conditions prevailing at the
time. Once those conditions changed, Matsukata was more willing to turn to for-
eign loans, as he did in the fall of 1883 when he proposed offering public bonds
abroad in order to accelerate the accumulation of specie and the retirement of
inconvertible notes and move up the timetable for resuming convertibility. By that
time the price of public bonds had recovered as interest rates fell because of the
depression that Matsukata himself had largely brought on with his drastic cur-
rency contraction of 1882—1883; furthermore, the severity of the economic down-
swing appears to have prompted Matsukata to set aside any doubts he might
have had about turning to overseas capital markets.!%?

Accordingly, in December 1883 the Ministry of Finance announced regula-
tions for two sets of bonds, one for note redemption and the other for state rail-
way building, opening both issues to foreign buyers paying in specie. In 1884—
1885, Matsukata made several attempts to sell large amounts of the redemption
bonds in Europe; as it turned out, negotiations to place the bonds overseas col-
lapsed, although brisk domestic sales more than compensated for the disappoint-
ing foreign subscriptions.'® In any case, Matsukata was far from an unequivocal
opponent of foreign borrowing, and his efforts on that front in the mid-1880s
prefigured the success that Japan would enjoy a decade later in selling public bonds
and raising loans overseas after it defeated China and used the enormous indem-
nity it obtained from the Qing regime to go on the gold standard in 1897.1%4

The German Connection

Regarding Western influence on mainstream Japanese financial thinking, Japan
moved in general from a liberal Anglo-American phase in the first decade of the
Meiji era to a pragmatic, technically oriented French phase in the second decade
followed by a conservative German phase from the late 1880s.1% This periodiza-
tion, however, somewhat oversimplifies the actual flow of Western currents into
Japan. For all the seeming hegemony of French financial thought under Matsu-
kata, notions of national economics circulating directly from Germany and by
way of the United States had already made their mark in Japan by the early 1880s.
In those years, both Tajiri and his colleague Komai introduced the “older” Ger-
man historical school while moonlighting as instructors at the predecessors of To-
kyo Imperial University and Sensht University, respectively; although they mainly
discussed classical liberal economics through a contemporary French filter, their
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lectures also included material from the German economist Wilhelm Roscher’s
Die Grundlagen der National Okonomie.'® Tajiri not only exposed his students
to Roscher’s work but, according to Ferber, was himself “strongly influenced” by
the German’s views, especially his emphasis on historical method and the state’s
responsibility to fashion a developmental strategy befitting the nation’s particu-
lar circumstances.'?”

Indeed, one historian goes so far as to say that Tajiri by no means took France,
let alone Britain, as his model; rather, he looked to Germany under Bismarck as
his “rich country, strong army” (fukoku kyohei) ideal. On a specific matter of ur-
gent concern to Matsukata—establishing a system of convertible currency is-
sued by a central bank—Tajiri called for following the German example with its
elastic limit method for paper note issuance, underscoring the difficulties a fixed
limit had historically dealt British banks at every outbreak of financial panic.!%
Furthermore, the Bank of Japan, insofar as it engaged extensively in the discount-
ing of bills collateralized by the shares of state-subsidized private companies,
functioned in practice more like a German investment bank than like its original
model, the central bank of Belgium, “the most purely commercial national bank
of its time.”1%

A Japanese attraction to German financial thought and practice in the early
1880s is perhaps unsurprising, given that during this period Japanese officials be-
gan turning to Germany for models in fields ranging from law and education to
social policy.!"? By that time, as Erik Grimmer-Solem notes, the appeal of classi-
cal political economy and laissez-faire liberalism “was fading rapidly in the West”
no less than in Japan, while German models, especially in scholarship and teach-
ing, were on the rise in many countries, keeping trends in the second decade of

Meiji “very much in line with international currents.”!!!

Conclusion:
Models for the Matsukata Reform

Several scholars argue plausibly that France provided the basic pattern for the Mat-
sukata reform. In doing so, they point to the influence of the practical, policy-
oriented rendering of British classical economics by Leroy-Beaulieu and other
French experts. In addition, they often cite the affinity between the Japanese sit-
uation and France’s experience of mobilizing a sound monetary and fiscal pro-
gram to surmount serious economic and financial challenges after its loss to Prus-
sia. On the reception of French scholarship in particular, Obuchi Toshio writes
that, because France and Japan “had experiences and problems in common, it was
only natural that Leroy-Beaulieu’s Traité de la science des finances, which empha-
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sized the theoretical explanation of practical issues and featured copious exam-
ples and a lucid style, should have been singled out for extensive introduction into
Japan.”!12 On the issue of foreign borrowing, Matsukata’s outlook was shaped not
only by the warnings of Krantz and perhaps Leroy-Beaulieu, who reinforced his
pragmatic opposition to Okuma’s loan schemes of 1880-1881, but also by the
practicality of Say, who floated a massive international loan in 1872 to accelerate
payment of France’s indemnity to Germany. This act may well have inspired Mat-
sukata’s 1884—1885 efforts to sell bonds overseas to help advance his program of
currency reform.

Yet Matsukata and his assistants fell under the influence not only of French
and U.S. versions of British liberal economics but also of nationalist economic
ideas flowing from Germany, the United States, and other later-developing West-
ern countries, particularly in the area of trade policy, as seen in Matsukata’s call
for treaty revision to enable Japan’s use of tariff protection, as well as in the field
of industrial policy. To be sure, the Matsukata program, under which the Meiji
regime sold most of its mines and factories, marked a significant shift away from
direct state involvement in the economy; one scholar goes so far as to assert that,
with the enactment of the Matsukata reform, the Japanese state adopted “a more
or less orthodox version of laissez faire.”!!* Matsukata himself reflected the free
enterprise ideas of his French mentors when he stated in an 1882 memorandum,
“The Government should never attempt to compete with the people in pursuing
lines of industry or commerce. . . . It is always best . . . to leave those matters to
be conducted and developed by individual efforts and enterprise.”''* This pro-
nouncement would have made Léon Say proud; as the Frenchman summed up

» <«

his own “liberal creed,” “The true economic policy must be a policy of absten-

tion more than of action.”!!®

Neither Say nor Leroy-Beaulieu, however, was a die-hard laissez-faire propo-
nent, and the same was true of Matsukata. Say, in particular, supported the am-
bitious Freycinet Plan for state development of transport infrastructure, though
he also insisted that the government set a fixed budget for each public works proj-
ect and limit the total amount of debt the treasury would incur.!'® Meanwhile, as
Dan Warshaw points out, Leroy-Beaulieu moved from a “hostile conception of
the state” at the start of his career to a moderate “acceptance of state activity”: in
the 1877 Traité, he linked “his analysis of public expenditures to practical experi-
ence rather than to abstract principle” and “widened his earlier list of legitimate
state functions.”'!” Anticipating the stance that Say, his mentor, would publicly
take in 1878, Leroy-Beaulieu wrote that government investment in railroads, ca-
nals, and ports could prove “a great benefit if the public works have been judi-
ciously conceived and executed with economy.”''® Similarly, Matsukata offered
generous subsidies to private railroad companies in the 1880s, an approach that
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Krantz had recommended to him. Those and other private business subventions,
combined with the financing of munitions factories and railroad workshops that
the Meiji government continued to operate, kept state investment in industry at
a high level even as the Matsukata reform unfolded and the government priva-
tized most of its other industrial enterprises after the early 1880s.'"°

If one is to speak of a model for the Matsukata financial program of the early
to middle 1880s, one would have to say that it was neither single nor static but
rather a composite informed by a fluid array of Asian and Western precedents
and typifying the pragmatic, eclectic approach the Meiji leadership took to the
whole project of modern nation building. Yet to claim that financial authorities
in Japan followed one Western model or another, or even a group of models, over-
looks the fact that most states from the late nineteenth century to the Great De-
pression of the 1930s pursued basically the same set of financial policies the Meiji
regime implemented after 1880: hard money, fiscal expansion alternating with
contraction, and—when countries like post-1871 France and, much later, Japan
were free to raise tariffs—selective protectionism. For the most part, Matsukata
and his subordinates adopted foreign ideas and practices piecemeal to address
immediate needs. As Kaneko Masaru cogently concludes, Tajiri chose Leroy-
Beaulieu’s treatise not because he had come under the sway of classical British
economics or of laissez-faire ideology—far from it; rather, he recognized Traité
de la science des finances as “a technical work that transcended nationality”
(mukokuseki no gijutsu sho) and abounded in examples of problems common to
nations worldwide.'?°

Japan thus entered a transnational circulation of ideas on financial issues—
part of a “global traffic in ideas,” as Grimmer-Solem puts it.!*! In this instance,
the flow was epitomized by an American’s introduction of a French utilitarian
recycling of British political economy to a Japanese who would become a key
player in the Matsukata reform—the thought of British classical economists as
adapted by Leroy-Beaulieu and then transmitted to Tajiri Inajiré by William Gra-
ham Sumner. Metzler writes that “Japanese industrial policy had deep indige-
nous sources and was shaped by global currents of which Japanese statesmen were
acutely conscious.”!?? In view of the domestic and native-inflected Chinese in-
fluences that converged with imported Western concepts in Matsukata’s think-
ing, this statement would seem to apply equally well to financial policy in post-
1880 Japan.



AUSTERITY AND EXPANSION
The Matsukata Reform, 1881-1885

After assuming the Finance Ministry portfolio, Matsukata would attempt to carry
out financial stabilization based at least in part on orthodox principles. One ax-
iom of British-style financial orthodoxy to which he would adhere was the estab-
lishment of a hard paper currency, at this stage on a de facto silver standard. For
all the gradualism of his monetary reform compared to the plan proposed by
Okuma, Matsukata would achieve currency convertibility through a kind of “shock
therapy” reminiscent of late-twentieth-century structural adjustment programs,
as he would redeem unbacked government notes at breakneck speed, although
he was building on note retirement that had already been under way, albeit at a
slower pace, since 1879. Matsukata also intended to pay for the retirement of fiat
paper and the accumulation of specie through fiscal retrenchment by freezing the
budgets of government ministries.

Yet the outbreak of military crises on the Korean Peninsula, the worsening of
the domestic depression brought on primarily by his own currency contraction,
and other exigencies prompted Matsukata instead to increase government spend-
ing, generating fiscal deficits that he financed not by boosting tax revenues but
by promoting exports and selling public bonds. He did raise sake brewery and
other consumer taxes, but he did so to fund armaments expansion, not financial
reform. Far from creating budget surpluses by slashing state expenditures and hik-
ing indirect taxes, Matsukata presided over rising government outlays, stagnating
tax revenues, and chronic budget deficits at the height of his financial reform in
the years 1882-1884.

51
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In responding to these trends through a pragmatic embrace of public bond issu-
ance and state-led export promotion, Matsukata departed significantly from classi-
cal economic liberalism. He began turning toward such positive policies as early
as 1883. In that regard, the Matsukata financial reform as it unfolded combined
the contractionary program of Sano with the expansionary approach of Okuma.
This policy mix, in turn, would help shorten a sharp, deflation-induced depression
that Matsukata initially expected would continue for a year or two longer.

Note Redemption and Specie
Accumulation under Matsukata

Under Okuma and Sano but especially under Matsukata, the Meiji government
set out to raise revenue for retiring inconvertible paper money and purchasing
specie from abroad, or to withdraw the fiat currency and acquire silver directly,
through four principal means: cutting state expenditures, raising consumer taxes,
floating public bonds, and underwriting exports. Another measure the state longed
to employ, hiking import tariffs, was not an option until Japan fully escaped its semi-
colonial status and regained customs sovereignty in 1911. Nor was it politically
possible to increase the land tax, which annually averaged two-thirds of government
tax income from 1881 to 1885; in fact, the government reneged on a promise it had
made in 1873 to reduce the land tax, fixed at 2.5 percent of assessed land value since
1877, by up to 1 percent once revenue from consumer taxes exceeded ¥2 million.!
Of the available measures, after Matsukata became finance minister, retrench-
ment and taxation policies contributed relatively little; rather, it was bond issu-
ance and export promotion that largely enabled the government to redeem fiat
money and accumulate specie in quantities sufficient to resume convertibility in
January 1886, a year or two earlier than Matsukata had originally anticipated.
In the event, spending cuts proved difficult to accomplish, as the government
faced a series of unexpected developments, including a cholera epidemic in 1882,
devastating weather conditions in 1884, the growing severity of the depression in
rural areas that attended the “Matsukata deflation” and the scores of peasant dis-
turbances it provoked between 1883 and 1885,? and above all anti-Japanese up-
risings in Korea in 1882 and 1884 that prompted the army and navy to demand
expanded military budgets. Matsukata grudgingly agreed to extraordinary mili-
tary expenditures and tried to secure the necessary funds by doubling the rate of
the sake tax, the most important consumer tax by far,’ in late 1882. Because of
the intensifying deflation and falling demand as well as increased home brewing
and tax evasion, however, total income from the sake tax and related fees actually
dropped from ¥16.3 million in fiscal 1882 to ¥13.5 million in 1883 and narrowly
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topped ¥14 million the following year.* The reported total for sake production
plummeted by over a third from 1881 to 1884 and in fact never returned to the
five million koku level of 1881-1882 until after 1912.° Consequently, Matsukata
scrambled to raise additional tax revenue during those years, hiking indirect
taxes or instituting new ones on everything from tobacco, soy sauce, and confec-
tionaries to patent medicines and rice and stock brokering (see table 3.1).6

The decline in demand for sake and the resulting drop in both brewery pro-
duction and tax proceeds after 1882 stemmed in large part from the decrease in
farm household income caused by the plunge in the price of rice from 1881 to
1884.7 On the Tokyo wholesale market, the average rice price halved during those
years, tumbling from ¥10.6 per koku to ¥5.3 (fig. 1.1). But just as important as
the fall in income of agricultural workers, who made up 71 percent of the gain-
fully employed in the years 1881-1885,% was the jump in the sake tax, which brew-
eries passed on to consumers, prompting a spike in licensed and illicit home
brewing as well as in tax evasion and concealment by small-scale breweries, as
local tax officials made clear in their reports.’

In September 1880, under Sano, the Ministry of Finance had obtained Coun-
cil of State approval to raise the tax on ordinary sake from ¥1 to ¥2 per koku, set-
ting the price for higher grades at ¥3 and ¥4. In December 1882 Matsukata se-
cured permission to redouble the ordinary sake tax while increasing the tax on
each of the higher grades by ¥2 per koku.!® Revenue from the sake tax nearly dou-
bled from 1879 to 1881, at the tail end of the inflationary period, before surging
by another 49 percent in fiscal 1882 (see table 3.2). In proposing to the Council
of State that his ministry raise the sake tax again to generate funds for military
expansion, Matsukata pointed to this climb in revenue, noting that, despite the
1880 tax hike, sake production and sales had both increased. In fiscal 1880, he
noted, the tax increase had amounted to only 4 percent of the average retail price,
but since then the price had gone up by almost 20 percent. He went on to argue
that, as the profits of breweries had risen over the past two years, a further hike
in the sake tax would not cause a decline in production. Brewers could pay the
tax out of profits; but, even if they raised prices to absorb the tax increase, de-
mand, far from lagging, would continue to move upward “because the people en-
joy a comfortable standard of living. Therefore, now is the time to resolutely
carry out an increase in the tax.”!! Matsukata would seem to have been making a
disingenuous argument, for he was fully aware that his deflationary policy would
drive the economy into a depression, and indeed, as it turned out, under the
double blow of deflation and a heightened tax burden, sake brewery output and
tax revenue both nosedived from 1882 to 1883 and plateaued thereafter.

The Ministry of Finance managed to offset the decline in the sake tax slightly
with the income from brewery and home brewing license fees, which together
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averaged about ¥1 million a year from 1882 to 1885. Proceeds from the brewery
license fee had more than doubled in fiscal 1880, but by 1885 revenue from that
source had slid continually, as consolidation proceeded in the sake industry with
the weeding out of small producers, the total number of breweries dropping from
nearly forty thousand in 1879 to fewer than fifteen thousand in 1886. Nonetheless,
the home brewing fee, which Matsukata had introduced in December 1882 in a
vain attempt to restrain such production and protect taxpaying breweries, netted
annually over half a million yen during the 1883-1885 fiscal years (he eased this
sudden imposition by waiving the fee for home brewers of less than one koku of
sake).!? Matsukata had further tried to minimize competition for existing brewer-
ies so they could shoulder the increased tax burden by requiring that new com-
mercial license seekers produce at least one hundred koku of sake a year as well as
obtain permission from the local brewers’ association.!> Home brewing, however,
remained the biggest headache for both the sake industry and the government,
markedly shrinking the market for taxable sake. The number of licensed home
brewers rocketed from about 340,000 in 1882 to some 660,000 in 1884, while their
reported output leaped from around a quarter of a million koku to more than half
a million during those years, equaling one-sixth of the amount produced by brew-
eries in 1883 and 1884. Moonshine was particularly difficult to police, and it was not
until December 1883 that the government gave tax officials the legal authority to
enter and inspect private homes suspected of brewing sake without licenses or above
permitted quantities. In July 1886, though too late to help breweries and augment
tax income during the Matsukata financial reform, the government finally prohib-
ited individuals from home brewing ordinary sake and restaurants from making
all grades of the liquor. In the end, actual revenue from the sake tax came up short
of the budgeted amounts for the years 1883-1884 by a total of nearly ¥6 million.!*

Scholars have typically, and somewhat misleadingly, applied the term “re-
trenchment” to the Matsukata financial reform. In fact, to persuade the other
leaders to acquiesce in his deflationary program, Matsukata switched from de-
manding that all ministries adhere to a policy of economizing on expenses for
five years to requiring that they freeze their spending at the 1881 level for three
years, after which he would approve budget increases.!> Because currency would
appreciate during his financial reform, Matsukata in effect guaranteed real bud-
get enhancements from 1882 to 1885 and promised absolute ones thereafter. But
the successive exigencies Japan confronted in the first half of the 1880s forced him
to authorize actual increases in budgets from the start. Far from “retrenching”
administrative spending, Matsukata would have run budget deficits if not for
transfers from the reserve fund, which the finance minister intended chiefly for
note redemption and specie acquisition.'® In November 1883, for example, Mat-
sukata reported to the Council of State that the Ministry of Finance had had to
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FIGURE 3.1 Interest rates and public bond prices, 1877-1886. Sources:
Matsukata, Report on the Adoption of the Gold Standard, 34-35, 99-100;
Matsukata, The History of National Debts in Japan, 58.

*Average annual rates of interest for loans of ¥1,000-¥10,000.
**Average annual prices of 7 percent commutation bonds.

appropriate ¥1.5 million from the reserve fund to cover extraordinary expenses
in just the first four and a half months of that fiscal year but could face a “ruin-
ous” deficit of ¥5.8 million at year’s end, and in April 1884 he similarly noted that
the ministry had already budgeted ¥1.5 million from the reserve fund to make
up for a projected revenue shortfall in fiscal 1884 and expected to draw on the
fund for an additional ¥0.5 million upon settlement of accounts at the end of the
year.!” In fact, the Ministry of Finance had to meet average unbudgeted outlays
of almost ¥15 million a year from fiscal 1882 to 1884.%

Against the backdrop of flat-lining tax revenues, mounting expenditures, and
worsening depression, Matsukata turned to yet another measure to advance
currency reform: the issue of public bonds.' For all his vociferous opposition to
Okuma Shigenobu’s plans for foreign borrowing before Matsukata’s own appoint-
ment as finance minister, beginning in 1884 he made several attempts to sell public
bonds to foreigners in hopes of accelerating specie accumulation and note redemp-
tion. In 1881 Matsukata had opposed Okuma’s second “foreign loan” plan, which
involved offering domestic bonds to foreigners, on the grounds that, under con-
ditions prevailing at the time, the interest rate would be too high and that depen-
dence on foreign money would risk further loss of national sovereignty. By late 1883,
however, conditions had changed dramatically. As interest rates fell owing to the
depression, the price of public bonds recovered (see fig. 3.1). Furthermore, the
sharpness of the economic downturn apparently caused Matsukata to overcome any
misgivings he might have had about borrowing from abroad. He had reported to
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the emperor in 1882: “This year a recession has already appeared, and it will be-
come even more intense next year. [ anticipated this. It is by nature a temporary
but unavoidable phenomenon.”? Yet, by the end of the next year, the severity of the
depression seems to have exceeded even Matsukata’s expectations, prompting him
to conclude that he had to hurry the acquisition of specie and retirement of incon-
vertible paper and advance the timetable for putting Japan on the silver standard.

Historians typically state that Matsukata set out to achieve a “gradual” cur-
rency reform, in contrast to the immediate establishment of convertibility that
Okuma had proposed.?! Yet, in actuality, Matsukata, who had complained in a
June 1880 memorial that “the government arbitrarily turns out paper money . . .
without knowing when to stop,”?* initially contracted the money supply at a rapid
pace: within fifteen months of becoming finance minister, he had redeemed all
¥14.5 million in outstanding supplemental notes, which the government had been
issuing to cover temporary shortfalls in revenue since early Meiji and which Mat-
sukata had regarded as the primary cause of the currency depreciation (see
table 3.3). He secured the money to retire these notes partly by calling in loans
that Okuma had made to industrial enterprises out of the reserve fund, a method
of financing that Sano had terminated in June 1880; from October 21, 1881, the
date of Matsukata’s appointment as finance minister, to December 31, 1885, the
reserve fund had recovered nearly ¥3 million in such loans (see table 3.4, “Loans
paid back”). After relying on transfers from the reserve fund as a stopgap to make
up short-term budget deficits, he obtained state approval in September 1884 to
follow the Western practice of issuing Treasury bills, which the government had
to redeem out of the revenue of the year of issue.”

Having liquidated the supplemental notes, Matsukata then started retiring reg-
ular government paper money, taking ¥7.34 million out of circulation from
April to June 1883. So, in the space of just over a year and a half, he had slashed
the paper currency in circulation by nearly ¥22 million, reducing the total money
supply by 14 percent.?* Needless to say, currency contraction of this magnitude
and speed came as a shock to the economy, escalating a deflation that was already
in progress; as the Japan Weekly Mail observed in early 1884, the contraction had
taken place “with dangerous rapidity” and, in the eyes of some, the newspaper
reported a year and a half later, “by a process so rapid as to be almost reckless.”*

Thus, somewhat paradoxically, Matsukata wanted to speed up what was al-
ready a precipitate operation—and thereby avoid prolonging the depression that
his policies had largely produced—by launching a new program of public bond
issues in late 1883. This program replaced an older one that the government had
begun in 1873 to recover the ¥55.5 million in convertible paper money it had
issued in 1868—1870 in exchange for registered bonds bearing 6 percent interest.
As the number of notes in circulation had yet to become excessive, the govern-
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TABLE 3.4 Receipts and disbursements of specie in the Reserve Fund,
October 21, 1881-December 31, 1885 (yen)

RECEIPTS DISBURSEMENTS

Specie on hand on 8,674,174 Paid in drafts 14,583,774

October 21, 1881

Foreign bills of exchange 18,424,395 Specie paid out in 12,503,906

collected exchange

Drafts cashed at home 2,783,127 Bullion transferred 19,523,849
to the Mint

Loans paid back 2,970,383 Bullion sold 18,304

Payments received from 1,887,437 Paid for gold and silver 16,737,461

the sale of rice and konbu bullion purchased

Specie received by exchange 19,522,398 Miscellaneous 402,401
disbursements

Balance after settlement 74,380

received from the General

Account

Minted coins received 19,523,833

Payment received for advance 8,772,782

on drafts

Gold and silver bullion bought 22,834,409

Payment received from the 9,070

sale of bullion

Miscellaneous receipts 558,947

Total receipts 106,035,335 Total disbursements 63,769,695

Balance 42,265,640

Source: Matsukata, Report on the Adoption of the Gold Standard, 142.

ment had started that program not to contract the currency but to provide a more
convenient method of paying the interest in specie that the state had promised
holders of those initial notes if it had not redeemed them within five years of their
issue. With government paper generally holding its value at the time, the regime
had sold only ¥2.2 million in these so-called kinsatsu (gold note) exchange bonds
by 1875. By that time, the authorities had almost completely replaced the remain-
ing ¥53 million of initial paper with new, inconvertible government notes, which
found public favor owing to their durability and resistance to counterfeiting com-
pared to the poorly made original notes.?® Sales of note redemption bonds re-
sumed after October 1880 when, as part of Sano’s financial reform, the govern-
ment revised the program with “the express purpose of withdrawing paper money
which had become depreciated owing to overissue.””” From then until 1883, the
Finance Ministry exchanged bonds totaling some ¥4.4 million for inconvertible
government notes, about a fourth of that sum being redeemed after Matsukata’s
appointment as finance minister.?®
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In December 1883 Matsukata terminated this program and introduced a more
effective one for reducing the amount of paper money and restoring its value. At
that time, the Finance Ministry announced new regulations for note redemption
bonds. The government planned to exchange the bonds for its fiat paper money
and to redeem the bonds in silver within thirty-five years; the recovered notes were

to be immediately “destroyed by fire”%

at the Finance Ministry. At the same time,
the authorities made public regulations for a second set of bonds, also redeemable in
silver over a thirty-year period, to finance construction of the state’s planned central
trunk railway. Unlike the redemption bonds that previous finance administrations
had floated, the two new ones were to be unregistered and therefore transferable,
making them more attractive to subscribers, and both were to be open to foreign
buyers. Not only would the bonds soak up inconvertible paper notes from domestic
customers, but the redemption bonds in particular would contribute directly to spe-
cie accumulation, as foreign subscribers would purchase them with silver currency.*
Matsukata made several determined, though ultimately unsuccessful, attempts
to sell redemption bonds abroad. In April 1884 he commissioned a British mer-
chant residing in Yokohama, E. B. Watson, to offer £2 million sterling in such
bonds to British investors at 90 percent of face value.’! Watson began negotiations
to float the bond issue in London, but he failed to reach agreement on a sterling
conversion rate for the silver currency that the Japanese government would pay on
interest and principal, and the negotiations collapsed. In late 1884 and early 1885
Matsukata made two more attempts to sell ¥10—20 million in redemption bonds in
Europe to raise war funds during the confrontation between Japanese and Chinese
troops in Korea; however, these efforts also broke down over the terms of issue.*?
Although, to Matsukata’s dismay, foreigners bought few of these Japanese gov-
ernment bonds, domestic sales more than made up for the disappointing foreign
subscriptions. The authorities issued at home redemption bonds bearing 6 percent
interest with a total face value of nearly ¥8 million—of which foreigners pur-
chased a paltry ¥2,900%—and retired over ¥5 million in government paper notes
between May 1884 and January 1886, in which month they stopped selling the
bonds with the start of convertibility. Also, from early 1884 to mid-1885, the gov-
ernment successfully floated in three installments ¥20 million in 7 percent railway
bonds, which Japanese buyers clearly preferred due to their slightly higher interest
rate and shorter redemption period, as they oversubscribed the bonds by a large
margin; in the case of the second and third issues, total subscriptions amounted to
three times the sum required.** Like the conversion bonds, these instruments
helped reduce the quantity of paper money in circulation at least in the short run,
but the Treasury also appropriated some of the proceeds earmarked for future
railway construction to cover temporary budget deficits, facilitating the transition
from supplemental note to Treasury bill issues for making up such shortfalls.*
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Mobilizing the Reserve Fund,
Running Budget Deficits

Rather than relying mainly on the generation of budget surpluses to retire incon-
vertible government notes, Matsukata made heavier use of the reserve fund,
based chiefly on the proceeds of bond issuance and export promotion, for that
purpose.’® Matsukata redeemed the government’s supplemental notes entirely
with coin from the reserve fund without touching ordinary revenue. Furthermore,
he postponed until 1883 disbursement of ¥7 million that Sano had designated in
the fiscal 1881 budget for recovering regular government notes, reducing the bud-
get deficit for fiscal 1881 and obviating the need to make up the deficit by issuing
supplemental notes on top of transfers from the reserve fund. By the time Mat-
sukata had completely redeemed the supplemental notes in January 1883, the
value of paper money was well on the road to recovery, with the average exchange
rate of paper for silver yen that month standing at 1.33; it had been 1.73 in Octo-
ber 1881 (see table 1.3).>” Only in April 1883, three months after the completion
of supplemental note redemption, did the Ministry of Finance begin to retire reg-
ular government notes using the ¥7 million carried over from the 1881 budget.

Matsukata may have followed precedents set by Okuma in redeeming the fiat
paper in circulation, but he differed markedly from Okuma in his use of the re-
serve fund. Under Okuma and Sano, from 1878 to 1880, the Ministry of Finance
retired ¥11.2 million in regular government notes, not much less than the ¥13.6
million redeemed out of the ordinary budget under Matsukata from 1882 to 1884
(see table 3.5). As Muroyama suggests, attributing to Matsukata’s initiative the
¥7 million recovered under him that the government had originally budgeted for
fiscal 1881 might be questionable, as his predecessor, Sano, had put together
the fiscal 1881 budget. But Sano had agreed to the plan that Okuma and It had
drafted in early 1881 for note redemption through domestic and foreign borrow-
ing. When the Council of State formally approved that plan in the summer of
1881, it effectively killed the budget line for retiring government paper. Then, once
Matsukata convinced his colleagues to shelve the new loan scheme in November
of that year, the council essentially resurrected the ¥7 million earmark. Matsu-
kata, however, prioritized the retirement of supplemental notes using the reserve
fund and delayed the expenditure of ¥7 million to redeem regular notes until
April 1883, almost the end of the next fiscal year.*® Accordingly, it may be ap-
propriate to view note redemption under the fiscal 1881 budget as the starting
point of Matsukata’s program to retire government paper money out of ordinary
revenue.*

Nevertheless, regarding the fiscal 1881 budget as a transitional Sano-Matsukata
production and the next fiscal year as the real beginning of the Matsukata financial
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TABLE 3.5 Retirement of government notes, 1878-1885 (thousands of yen)

1878 1879 1880 1881 1882 1883 1884 1885
Ordinary 4,310 4,857 2,000 0 7,000 3,300 3,340 0
budget
retirements
Public bond 0 0 131 3,280 (0] 710 948 1,573
retirements
Transferred to 0 0 0 3,833 5,228 5,000 7,007 5,400

Reserve Fund

Sources: Muroyama, Kindai Nihon keizai no keisei, 109; Matsukata, The History of National Debts in Japan, 95, 101.

program makes all the more significant Matsukata’s employment of the reserve
fund as the pivot of his currency reform. Herein lies one of the most striking dif-
ferences between the Okuma and Matsukata financial policies. Okuma em-
ployed the reserve fund to make loans to businesses and sold off a portion of its
silver holdings in an abortive attempt to restrain speculation in the silver market.
As aresult, he nearly depleted the fund’s silver reserves, which fell to less than ¥10
million, or just 6.1 percent of all notes in circulation,® causing a further drop in
the value of paper money. By the end of his tenure as finance minister in early
1880, the fund consisted mainly of promissory notes and public bonds that were
continually losing value themselves (see table 1.5). Subsequently, under Sano, the
Finance Ministry terminated both lending to enterprises out of the reserve fund
and unloading its silver on the market but planned to continue redeeming gov-
ernment paper out of ordinary revenue. By contrast, Matsukata from the start
downplayed the use of budget appropriations to retire regular government notes
and, to restore confidence in paper currency, emphasized instead the importance
of redeeming supplemental government notes and acquiring specie through a for-
tified reserve fund.*! After completely retiring the supplemental notes, Matsu-
kata finally turned to redeeming regular government paper out of the annual bud-
get. By this means, as noted, Matsukata ended up recovering ¥13.6 million in
government notes—or just ¥6.6 million if one excludes the ¥7 million retired
under Sano’s budget plan for fiscal 1881—compared to the ¥14.5 million in sup-
plemental notes he had redeemed using the reserve fund. Moreover, after disburs-
ing the ¥3.3 million budgeted for note redemption in fiscal 1883, at the end of
which the average monthly exchange rate between paper and silver yen had fallen
to 1.07,* Matsukata broke off retiring regular government notes and moved the
amounts scheduled for note redemption in the fiscal 1884 and 1885 budgets en-
tirely to the reserve fund for acquiring specie in preparation for the resumption
of currency convertibility. (The fiscal 1884 transfer actually ended up covering a
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¥5 million deficit upon settlement of accounts at the end of the year in June 1885,
close to the shortfall Matsukata had predicted in April 1884.%)

Matsukata certainly did try to create budget surpluses or at least balance the
government’s budget. On the revenue side, two big jumps in consumer tax pro-
ceeds came in fiscal 1881 and 1882, when the total went from ¥55 million in fis-
cal 1880 to ¥62 million the next year and then to ¥68 million the year after, thanks
to Sano’s doubling of the sake tax in September 1880 and Matsukata’s redoubling
of the tax in December 1882. Aggregate revenue from consumer taxes, however,
stagnated thereafter, as Matsukata barely made up the drop in sake tax income
in fiscal 1883 and 1884 by raising other indirect taxes, especially on tobacco and
postage stamps (see table 3.1). Matsukata also revised the procedure for disburs-
ing government revenue and speeded up the delivery of the land tax to minimize
temporary budget shortfalls. Previously the Ministry of Finance had handed over
lump sums to the other ministries to cover their estimated expenditures at the
beginning of each fiscal year before it had fully collected taxes. As a result, in the
first half of fiscal 1880, for instance, the short-term deficit reached ¥22 million,
an amount the Finance Ministry had to make up mainly by issuing supplemental
notes. Matsukata ended this “block grant” system and mandated that from then
on the Treasury make all disbursements centrally.** Furthermore, in Novem-
ber 1881, he put into effect a program that Sano had announced in February of
that year to accelerate the collection of the land tax; the new system required the
owners of rice fields to start paying the tax a month earlier and to complete in-
stallments two months earlier than under the previous system. Matsukata moved
to hasten the delivery of tax revenue further by introducing a form of “wire trans-
fer,” ordering local tax offices to telegraph the amounts of cash payments they
received for immediate recording at the Treasury.*

On the expenditure side of the budget, besides postponing the disbursement
of the ¥7 million earmarked for note redemption in fiscal 1881, Matsukata con-
tinued the practice that Okuma had initiated in 1878 of shifting the burden of
public works spending onto prefectural governments. Whereas Okuma had re-
duced transfers to prefectures out of the central budget, Matsukata terminated
them. Consequently, prefectural budgets, which had recorded surpluses until
fiscal 1881, fell into the red thereafter, as grants from the central government
plunged from ¥3.6 million in 1880 to an average of ¥1.5 million from 1881 to
1884—the proceeds of public bond issues rather than central budget outlays.*°

In nominal terms the government’s year-end account was slightly in the black
for each of the fiscal years 1882 and 1884, balanced for 1883, and significantly in
the black for 1885.%7 The official figures, however, disguise annual expenditures
that, once factored in, cause the accounts for all four years to show, in fact, sub-
stantial deficits. These additional expenditures resulted from the peculiarity of the
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contemporary budget system whereby the state made “annual” outlays over a pe-
riod of two to three years. The reason was that the Ministry of Finance was un-
able to complete the collection of revenue within the July-to-June fiscal year,
which the government had adopted in 1875 together with the principle that it
would apply a given fiscal year’s income to that year’s expenditures. In particu-
lar, the deadline for payment of the final installment on the land tax, by far the
government’s largest source of income, was April 30, but distant localities typi-
cally delivered that payment to the Treasury after the fiscal year ended on June 30,
so tax collection generally took place over two fiscal years. Similarly, installment
payments for the second most important revenue source, the sake tax, the pro-
ceeds of which exceeded all other non—land tax income by a wide margin in 1882—
1884, came due in April and September, again straddling two fiscal years. In ad-
dition, the government also collected taxes on goods produced in Hokkaido as
well as on corporations in two installments over more than one fiscal year, while
distant post offices were generally unable to forward their stamp tax revenues
within a given fiscal year. Consequently, to maintain the principle of covering each
year’s expenditures with that year’s revenue, the Ministry of Finance had to de-
vise a multiyear accounting method whereby it collected and disbursed annual
revenue over two years, and at times three years. Formally, the budget period con-
sisted of a single year, but in practice each year’s budget settlement aggregated
parts of two or three years’ income and outlay.*® Muroyama has adjusted the of-
ficial statistics to reflect this system and found that, far from balancing the bud-
get or creating a surplus from 1882 to 1885, Matsukata actually engaged in “def-
icit financing” at the average rate of about ¥5 million a year during that time (see
table 3.6). By doing so, however unintentionally, he helped alleviate, to some ex-
tent, the depression brought on by his drastic currency contraction.

Promoting Exports

The official export promotion program that Matsukata inherited from the previ-
ous finance regime also made a signal contribution to his currency reform. Under
this program, the Ministry of Finance directed the Yokohama Specie Bank, which
state leaders had established in February 1880, to advance paper money to mer-
chants involved in exporting Japanese goods, primarily the leading export com-
modities of silk and tea, by discounting foreign bills of exchange and to receive
repayment in specie that the bank’s agencies collected at the export destinations.*’
Matsukata, however, made substantial changes to the initial program, which the
government had based on an 1879 proposal of Maeda Masana, “the ideologue”°

of Okuma Shigenobu’s expansionary policies. Above all, Matsukata switched the
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TABLE 3.6 Central government budget, official and adjusted, 1877-1886
(thousands of yen)

OFFICIAL BUDGET ACTUAL BUDGET INCOME AND OUTGO
Income Expenditure Balance Income Expenditure Balance

1877 52,338 48,428 3,910 77,433 54,074 23,359
1878 62,444 60,941 1,502 64,064 64,340 -276
1879 62,151 60,318 1,834 65,583 63,053 2,530
1880 63,367 63,141 226 68,156 65,558 2,598
1881 71,490 71,460 30 70,575 64,746 5,829
1882 73,508 73,481 27 73,758 78,978 -5,220
1883 83,108 83,108 0 76,609 85,341 -8,732
1884 76,658 76,652 7 83,133 84,454 -1,321
1885 62,157 61,121 1,033 59,684 64,313 -4,629
1886 85,326 83,223 2,102 80,717 70,910 9,807

Source: Muroyama, Matsukata zaisei kenkyu, 282.

emphasis of the program so that, instead of acquiring foreign exchange to redeem
bonds that Japan had sold abroad in the early 1870s as well as to meet overseas
expenses of the government, the Ministry of Finance sought to earn specie for
the reserve fund that would eventually back issues of convertible paper money.>!
He also corrected a major deficiency in the original program, directing officials
to calculate each merchant’s repayment amount at the exchange rate prevailing
upon consignment of goods in Japan rather than upon settlement at the export
destination.? The new method ruled out speculation over fluctuations in the value
of paper money, which had previously arisen among exporters, exacerbating the
ongoing inflation and depreciation of paper currency.” In addition, Matsukata
discontinued the practice of extending a portion of the export credit directly to
local producers, a practice that had conformed to Okuma’s policy of actively pro-
moting domestic industry.

Furthermore, in November 1882 Matsukata, building on an idea floated by his
predecessor, Sano, proposed that the government itself engage more actively in
the export of rice, which it had been doing since the early 1870s. His plan was to
use money from the reserve fund to make annual purchases of rice for export as
yet another way to accelerate the accumulation of specie. With Japan in the midst
of a run of bumper crops that had begun in 1879 and would continue into 1883,
the government’s acquisition and export of surplus rice, Matsukata maintained
in his proposal, would have the added benefit of helping “protect the income of
the farmers.” He followed this recommendation with another one in Febru-
ary 1883 calling on the government to export konbu (edible kelp) directly to
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China.>* Approved by the Council of State and put into effect in June 1883, Mat-
sukata’s program for official rice and konbu exports had by the end of 1885 net-
ted nearly ¥2 million, which the Ministry of Finance collected in U.S. and British
coins, Mexican dollars, and Chinese taels. Meanwhile, the program for discount-
ing merchants’ foreign bills of exchange brought in more than ¥18 million in spe-
cie from the date of Matsukata’s appointment in October 1881 to December 31,
1885, so that together the two programs accounted for over one-fifth of the ¥97.4
million in specie deposited in the reserve fund during that time (at the start of
that period, the reserve had had a paltry ¥8.7 million on hand; see table 3.4).

The merchant lending program succeeded especially after Matsukata opened
it to foreigners operating in the treaty ports. The intent of both Matsukata and
his predecessors had been to circumvent the Western merchant houses and pro-
mote “direct export trade” by Japanese trading companies. The regulations for
discounting bills of foreign exchange that the government approved in Febru-
ary 1882 stipulated that every such bill “shall under all possible circumstances be
discounted for a Japanese merchant,” though “for reasons of necessity” the Min-
istry of Finance could grant “special permission” to a foreigner.>> In 1884, after
the effort to push “direct exports” yielded meager results owing to Japanese trad-
ers’ lack of facilities and knowledge about foreign markets, Matsukata began
turning to foreign merchants wholesale. Even at the height of the “direct export”
drive, foreign trading houses had continued to handle 85-90 percent of Japan’s
exports. With the change in policy, foreign traders’ share of the bill-discounting
funds leaped from nothing in 1883 to 69 percent the next year and to more than
80 percent in 1885 and 1886. Thanks primarily to this refocusing of the program,
overseas agencies of the Yokohama Specie Bank returned nearly ¥27 million in
silver currency between 1883 and 1886 (the agencies had remitted only ¥4.2 mil-
lion in the three previous years), and the value of specie held in the reserve fund
increased by nearly 40 percent from 1883 to 1885, reaching over ¥42 million in
the latter year (after deducting nearly ¥64 million in disbursements).*

Completing Currency Reform

Meanwhile, on the currency front, the total quantity of inconvertible government
paper in circulation dropped from ¥120.4 million (including the supplemental
notes) in October 1881 to ¥93.4 million in June 1884. By mid-1884, the paper-
silver yen ratio was approaching parity, so at that point, as noted earlier, Matsu-
kata stopped redeeming paper directly out of ordinary revenues and transferred
all of the money budgeted for note retirement in fiscal 1884 to the reserve fund
for accumulating specie. In addition, in May 1883 the Finance Ministry began
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steadily redeeming the inconvertible notes of the national banks, requiring them
to deposit money for that purpose at the Bank of Japan, which Matsukata had
established in 1882 (the new central bank also handled the public bond issues on
behalf of the ministry). As a result, the amount of national bank paper in circu-
lation fell from ¥34.3 million in May 1883 to ¥30.7 million in May 1885,%” at which
time, paper money being virtually on par with silver, the Bank of Japan made a
preliminary issue of convertible government notes “as a sort of experiment, pre-
paratory to the resumption of specie payment” in January 1886.%

Hence, primarily through the domestic sale of public bonds and the extension
of the export promotion program to foreign merchants, Matsukata managed to
shorten a process that he had expected would take until 1887.> He had also
thought it would require a drastic contraction of the total money supply from
the ¥150 million level prevailing in late 1881 to ¥100 million, the amount of money
in circulation in the mid-1870s, the last time paper notes were on par with silver.
In fact, however, by the time the total money supply had fallen to just over ¥120
million in mid-1885, paper had returned to parity, sparing the country a prolon-
gation of the depression on account of currency deflation.



SPENDING IN A TIME
OF “RETRENCHMENT”

Industrial Policy and the Military

The privatization of Meiji state enterprises, which most accounts portray as a key
component of the Matsukata “retrenchment,” did occur almost entirely during
Matsukata’s long tenure as finance minister, but the government adopted the pro-
gram a year before he assumed that post, and almost all of the sales, including
the biggest ones, took place between mid-1884 and 1896, after the deflation had
largely run its course.! Certainly, by transferring the government’s nonmilitary
factories and shipyards and its mines into private hands, the Matsukata reform
was instrumental in bringing about a shift in industrial policy away from direct
state intervention in the economy and toward the creation of a favorable institu-
tional setting for the growth of private enterprise. Yet, for all of Matsukata’s free
enterprise rhetoric—“the Government should never attempt to compete with the
people in pursuing lines of industry or commerce”?>—he deviated from classical
economic liberalism by increasing industrial spending in fiscal 1881-1885 com-
pared to the previous four years and by maintaining fairly heavy state involve-
ment in the economy. Likewise, his industrial policy contrasts with the emphasis
of neoliberal International Monetary Fund (IMF) orthodoxy on privatization in-
sofar as the Meiji government sold off hardly any of its enterprises until late in
the Matsukata financial reform, although the paucity of sales until mid-1884 was
a function more of the shortage of buyers than of Matsukata’s lack of commit-
ment to supporting private initiative.

The questions this chapter addresses include the following: How did the di-
vestiture program originate and develop, and how much did it contribute to fi-
nancial reform at the height of the Matsukata “retrenchment” from late 1881 to

69
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mid-1885? Furthermore, with the decision in November 1880 to privatize most
of the state enterprises and with the creation in April 1881 of the streamlined Min-
istry of Agriculture and Commerce, to what extent did the government actually
reorient industrial policy and change its level of spending on industry, both di-
rect and indirect, during the Matsukata financial reform?

In addition to retaining its railroads, mints, and postal and telegraph systems,
the government held on to its arsenals and naval shipyards.® Since the early 1870s,
the army had been operating a munitions factory in Tokyo on the grounds of the
former residence of the Mito daimyo (the location of today’s Tokyo Dome City
and Koishikawa Korakuen Garden) and another in Osaka, which inherited equip-
ment from the shogunate’s Nagasaki Ironworks and opened on the grounds of
Osaka Castle. Meanwhile, the navy was also managing two arsenals. One at
Yokosuka took over the shogunate’s ironworks there, and a second at Tsukiji in
Tokyo obtained machinery from two shogunal shipyards.* Besides inheriting the
Yokosuka Shipyard from the shogunate, in 1884 the navy purchased Onohama
Shipyard, founded in Kobe by British merchant Edward Charles Kirby, after that
works had started building the original battleship Yamato and Kirby had com-
mitted suicide over financial difficulties and construction delays (in 1895 the navy
closed the shipyard and moved its equipment to Kure).

A claim often made in earlier Japanese work on the Matsukata reform is that,
in addition to stabilizing Japan’s currency, Matsukata intended his financial pro-
gram to create a surplus specifically to fund the government’s armaments expan-
sion efforts, including the development of these military works.® More recent
studies have challenged the notion that military concerns drove the Matsukata
reform.” According to these studies, although government spending on the army
and navy increased substantially during the 1880s, spurred on by anti-Japanese
uprisings in Korea in 1882 and 1884, the increase happened in spite of, rather than
because of, Matsukata’s program. A second set of questions addressed by this
chapter, then, centers on the issue of how the government managed to finance a
major military buildup in the midst of a so-called retrenchment and how Matsu-
kata’s currency reform succeeded despite the pressures of heightened military
expenditures.

Off-Loading State Enterprises

The Meiji government operated enterprises in a range of industrial and agricul-
tural fields mainly through the Public Works, Home, and Agriculture and Com-
merce Ministries and the Hokkaido Colonization Commission (Kaitakushi). The
Ministry of Public Works, established in 1870, managed state-owned railways,
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mines, shipyards, and iron and machine works as well as glass, cement, and brick
factories while the Home Ministry, founded in 1873, oversaw establishments in
light industry and agriculture centering on silk-reeling factories (filatures) and
textile mills, an agricultural experimental station and school, and stock farms. The
Kaitakushi, which opened in 1869, administered—in addition to railroads and
mines in Hokkaido—a cornucopia of works that included everything from a tan-
nery, a sawmill, a silkworm nursery, and a horse farm to a sugar refinery, a brew-
ery, canneries of various sorts, and cod-liver oil and miso shoyu factories.® After
its establishment in 1881, the Ministry of Commerce and Agriculture took over
the enterprises of the Home Ministry; and, with the abolition of the Kaitakushi
in 1882 and the Public Works Ministry in 1885, it took charge of their industrial
projects as well.?

The Meiji government carried out the program to sell state enterprises under
Matsukata,!® but the planning and adoption of the program took place in 1880
under the leadership of Okuma Shigenobu—with the cooperation of Inoue Kaoru
and It6 Hirobumi—during Sano Tsunetami’s tenure as finance minister.!! During
the 1870s, however, Matsukata, as an Okuma subordinate in the Ministry of Fi-
nance, appears to have influenced his superior’s views on the matter. As early as
May 1873, Matsukata, then assistant head of the Taxation Bureau, had sent Fi-
nance Minister Okuma an opinion paper calling for “promoting the foundation
of national wealth and curtailing non-urgent expenses.” In this memorandum—
contradicting the image of Matsukata in the 1880s as a champion of modern in-
dustry at the expense of agriculture!> —he had argued that “the profit arising
from the fertility [of agriculture] gradually comes to be of great benefit to industry
and commerce” and that “the foundation of national wealth” was “the nurturing
of agriculture, which yields profit with little capital.” Spending on the military
was indispensable, but the government should stop “non-urgent works.”!?
Whereas the early emphasis of the state enterprise program was on the develop-
ment of railroads and mines and the importation of Western-style machine
shops and shipyards, Matsukata was advancing a position in tune with that of his
mentor, Okubo Toshimichi, who, as home minister in the mid-1870s, pushed
for the promotion of crop and livestock farming as well as sericulture. Similarly, in
1877, when Matsukata was serving as both assistant finance minister and head of
the Home Ministry’s Agricultural Promotion Bureau, he submitted a memoran-
dum to Okuma and Okubo urging that the government focus on supporting the
production of raw silk, “the foundation of exports.”!* Here Matsukata was be-
ginning to express free enterprise views, in advance of his exposure to Léon Say’s
laissez-faire notions in Paris in 1878.

After his return from Europe, Matsukata voiced laissez-faire views more
explicitly—while pointedly urging the state to pull out of certain economic
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activities—in a memorandum he presented to the government in Septem-
ber 1879. In this document, titled “Fundamental Principles for Promoting Agri-
culture” (Kanno yoshi), Matsukata, using the term “agriculture” loosely to in-
clude light industry, insisted that the government should not compete with the
people in economic endeavors that are “by nature” private works but should sim-
ply “assist where public knowledge is deficient.” The state might have to lead the
way in certain fields, but once private interests had entered such a field and
achieved good results the government ought to “withdraw from that line of work
and leave its advancement to the people themselves.” Matsukata cited as exam-
ples the state’s Tomioka filature, Sakai cotton-spinning mill, and Shimofusa
sheep farm along with various agricultural experiment stations run by Tokyo
Prefecture as having been “from the start temporary operations”—projects in
which “the government should by no means intervene permanently.”!>

Scholars who stress discontinuity between Okuma’s policies in the 1870s and
those of Matsukata in the 1880s tend to argue that, in memoranda like “Kanno
yoshi,” Matsukata was criticizing his superior’s activist approach, calling for a de-
cisive change in government industrial policy away from direct involvement in
the economy.'® Okuma and Matsukata certainly diverged in their financial strat-
egies for dealing with the post-1877 inflation; but, perhaps reflecting Matsukata’s
influence on Okuma, their industrial policies had a fair amount in common. In
January 1875, for example, Okuma submitted to the Council of State a memo-
randum proposing measures to stabilize public finances in which he echoed the
opinion paper he had received from Matsukata a year and a half earlier. One of
the measures Okuma recommended was the sale of state enterprises. In this doc-
ument, the finance minister maintained that, although the state should manage
large-scale works such as shipyards and railways, to eliminate unnecessary expen-
ditures it should gradually transfer to “proper businesses” those enterprises that
ought to be in private hands."” This memorandum appears to mark Okuma as
the first Meiji leader expressly to recommend the disposal of state enterprises.
Nonetheless, the government divested hardly any of its industrial or agricultural
ventures from 1875 to the mid-1880s—among the exceptions was the Sakai spin-
ning mill, which the Home Ministry sold to a Satsuma entrepreneur, Hamazaki
Taheiji, in 1878—and, in the memorandum, Okuma suggested he was counting
on continued state operation of works that produced import-substituting goods.'

Okuma repeated his call for the sale of state enterprises in a memorandum he
submitted to the government in May 1880, the same month in which he presented
his abortive foreign loan proposal. As Matsukata did in his 1879 memorandum,
Okuma recommended specific works for disposal, but he went beyond Matsu-
kata’s short list to propose the sale of fourteen model enterprises: all the textile
mills run by the Home Ministry, factories and machine shops managed by the
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Public Works Ministry, and two industrial plants operated by the Hokkaido Col-
onization Commission. Okuma estimated that the sale of the fourteen concerns
he named would yield about ¥4 million, which the government would use to re-
deem public bonds. Whereas Matsukata in his memorandum had urged privati-
zation from a laissez-faire perspective, Okuma did so with the prime objective of
financial retrenchment and stabilization, but he insisted that the process not
“harm or diminish government assets.” Accordingly, the “Regulations for the Sale
of Factories,” which he attached to his memorandum, stipulated strict conditions
for the proposed divestitures.!

In the memorandum that Matsukata issued the following month attacking
Okuma’s foreign-borrowing scheme, he at the same time reiterated support for
the disposal of public enterprises. Like Okuma, Matsukata linked divestiture to
financial reform but equally to free enterprise thinking. Under the heading “works
that concern private initiative should all be turned over to private ownership,”
he asserted in this document: “Responding to requests from interested people,
we should endeavor to hand over government enterprises that belong in the pri-
vate sector.”? Whereas in his 1879 memorandum Matsukata had limited his sale
proposal to agriculture and light industry, in this document he expanded the scope
of recommended disposals to state enterprises as a whole.

After the Council of State rejected Okuma’s 1880 foreign loan proposal, he
worked with Inoue Kaoru and Itd Hirobumi to come up with an alternative plan
for financial stabilization. Inoue presented a memorandum in August 1880 out-
lining a program of retrenchment and revenue raising, adding his endorsement
of the sale of state enterprises: they “should be gradually and in so far as possible
sold to private buyers.”?! In September, after conferring with Ito, who recom-
mended a fiscal program similar to that of Inoue, Okuma submitted a proposal,
modeled after It6’s plan, for hiking excise taxes, curtailing central government ex-
penditures, disposing of public enterprises, and streamlining the administration
of the state’s economic promotion activities.”* The Council of State accepted these
recommendations and began to implement them, beginning with a doubling of
the sake tax in late September. Then, in early November 1880, the government
issued orders for retrenchment and for the sale of state enterprises. Also that
month, as part of the program to economize on administrative expenses, Okuma
and It6 jointly proposed the founding of a “Ministry of Agriculture and Com-
merce” to unify and rationalize the government’s economic endeavors. Basing
their memorandum on Okuma’s September proposal, they urged the government
to learn from the experience of continental European countries like France and
Germany where one ministry oversaw public ventures in agriculture, commerce,
and industry.? In fact, they closely followed French precedent in drafting the rules
and regulations of the proposed ministry.>* The Council of State proceeded to
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establish the ministry in April 1881 with the goal of eliminating the duplication
of efforts by various ministries and saving a projected ¥2 million in administra-
tive costs. As Kobayashi Masaaki notes, the Ministry of Agriculture and Com-
merce “had the character of a liquidation agency entrusted with state enterprises
until their sale.”® In the long run, its establishment marked a significant change
in industrial policy, as the Meiji government moved, for the most part, from a
strategy of intervening directly in industry and agriculture by operating model
enterprises to a strategy of developing the economy indirectly by furnishing tech-
nical assistance and subsidies to private interests. Yet, as Ishizuka Hiromichi sug-
gests, the actions the Council of State took from November 1880 to April 1881 did
not bring about an immediate change in industrial policy, other than a sharp reduc-
tion in funding transfers to local governments: until mid-1884, as the Matsukata
“retrenchment” unfolded, the government sold few of its enterprises and contin-
ued to spend at a fairly high level on industrial and agricultural promotion.?

As Kobayashi has pointed out, the program for the disposal of government en-
terprises went through three phases after the Council of State announced it in
November 1880.%” Under the initial guidelines, the government intended to sell
only its factories and placed emphasis on finding buyers capable not so much of
managing the factories as of purchasing them at a fair price. As a result, in the
early stages of the program, rather than selling off money-losing enterprises one
after another at bargain-basement rates, the authorities in fact set relatively strict
terms of disposal, requiring competitive bids, immediate payment for working
assets, and annual installment payments for fixed assets. These requirements
echoed the draft regulations Okuma had appended to his May 1880 memoran-
dum. Not surprisingly, few suitable buyers appeared in the early 1880s, a situa-
tion that prompted the government in July 1884—after it had sold only two
enterprises—to officially add most of its mines to the offer list and to ease the
purchase requirements. This change marked the beginning of the disposal’s sec-
ond phase, which lasted until mid-1888. During this phase, which came after Mat-
sukata had basically completed his currency deflation, the government unloaded
most of the enterprises it had put up for sale. It sold the majority of these opera-
tions under long-term payment schedules at no interest and with no obligation
to cover the working capital. The authorities also paid more attention to whether
prospective buyers were able to stay in business, often leasing the concerns for a
year or two and then completing the sales if results proved satisfactory. The third
and final phase of the divestiture program began and ended with the transfer of
the government’s three most profitable mines, the Miike coal mine to Mitsui in
August 1888 and the Sado gold mine and Ikuno silver mine to Mitsubishi in Sep-
tember 1896. For these mines, the government stipulated even more rigorous
terms of competitive bidding and payment than in the first phase (see table 4.1).%



TABLE 4.1 Principal government enterprises sold from 1882 to 1896

DATE OF SALE

ENTERPRISE

CAPITAL
INVESTED BY
THE STATE (¥)*

ASSESSMENT OF
ASSETS (¥)**

SALE PRICE (¥)

June 1882

January 1884
July 1884

July 1884
July 1884

August 1884
October 1884

December 1884
March 1885
May 1885

June 1885

November 1886

December 1886
May 1887

June 1887

July 1887
December 1887

January 1888

March 1888
August 1888
November 1889

March 1890

September 1893
September 1896
September 1896

Hiroshima Cotton
Spinning

Aburato Coal Mine

Nakaosaka Iron
Works

Fukagawa Cement

Fukagawa White
Brick

Kosaka Silver Mine

Nashimotomura
White Brick Works

Innai Silver Mine
Ani Copper Mine
Shinagawa Glass

Okuzu, Magane
Gold Mine

Aichi Cotton
Spinning

Sapporo Brewery
Shinmachi Filature
Nagasaki Shipyard
Hyogo Shipyard

Kamaishi Iron
Works

Mita Agricultural
Machine Factory

Banshu Vineyard
Miike Coal Mine

Horonai Coal Mine
and Railway

Monbetsu Sugar
Refining Mill
Tomioka Filature
Sado Gold Mine
Ikuno Silver Mine

54,205

48,608
85,507

} 101,559

547,476

703,093
1,673,211
294,168
149,546

58,000

138,984
1,130,949
816,139
2,376,625

8,000
757,060
2,291,500

258,492

310,000
1,419,244
1,760,866

17,192
24,300

} 67,965

192,000

72,993
240,772
66,305
98,902

459,000
320,196
733,122

445,250
966,752

12,570

27,943
28,575

61,741
12,121

273,659
101

108,977
337,766

79,950
117,142

27,672
141,000
459,000
188,029

12,600

33,795

5,377
4,590,439
352,318

994

121,460

} 2,560,926

Source: Kobayashi, Nihon no kogyoka to kangyo haraisage, 138-39.

*As of the end of 1885, except, in the cases of Hiroshima Cotton Spinning, Banshi Vineyard, Horonai Coal
Mine and Railway, Monbetsu Sugar, and Tomioka Filature, investment until the sale date.
**As of the end of June 1885.
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From June 1882 to June 1885, as the Matsukata deflation proceeded, the gov-
ernment unloaded eleven of the factories and mines earmarked for disposal,
though it disposed of all but one of them in the last year and a half of that period.
Against a total cumulative investment in those enterprises of ¥3.66 million, the
state recouped just over ¥1 million.? Though that figure pales in comparison to
average government revenue during that time of about ¥78 million per year,*® the
state certainly made “savings” in operating expenses and investments. Ten of the
eleven divested enterprises were mines, factories, and an ironworks that had been
under Public Works Ministry management.*! When the government dissolved
that ministry, finance officials calculated that most of those works had made prof-
its over the course of their existence; they listed only the Nakaosaka mine and
Shinagawa glass factory among these ten divestments as having been in the red.*?
Some of these enterprises, particularly the metal mines, contributed to the pri-
vate company boom of the late 1880s, but the driving forces behind that business
surge were railroads built and operated by private concerns and cotton-spinning
companies that followed the model not of the government plants, which were too
small to capture economies of scale, but of the larger and more efficient Osaka
Spinning Company, established in 1882.

Government expenditures for industrial promotion from the mid-1870s to the
mid-1880s indicate the need to qualify the view that the Matsukata reform en-
tailed a significant retrenchment in industrial spending. With the sale of the ten
Public Works enterprises between January 1884 and June 1885, extraordinary
spending on state enterprises did indeed plummet in fiscal 1884 (table 4.2). But
such spending had been at a high level in the preceding three fiscal years, which
overlapped with Matsukata’s drastic contraction of the currency from Decem-
ber 1881 to April 1883. Owing to increased outlays for mine and railroad devel-
opment, expenditures on state enterprises in those years even exceeded those
made in the mid-1870s by the Public Works Ministry, especially on mines, and
by the Home Ministry at the height of Okubo Toshimichi’s campaign to promote
agriculture and light industry. In fact, from fiscal 1877, in the aftermath of the
Satsuma Rebellion and with mounting trade deficits and inflation, cutbacks were
under way, as operating expenditures by the Home Ministry fell to about half of
the average for 1875-1876—and by the Public Works Ministry to roughly a
seventh—in each of the next four fiscal years, while extraordinary expenditures
dropped dramatically during those years. Sustained heavy outlays by the Hokkaido
Colonization Commission somewhat offset the sharp decrease in those ministries’
spending, but aggregate figures for government expenditures on industrial promo-
tion, including corporate subsidies and other indirect outlays, show that the real
retrenchment took place in the years preceding the Matsukata financial reform:
such spending totaled some ¥43 million for January 1873 to June 1877, dropped
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to ¥23 million for July 1877 to June 1881, then climbed back to ¥38 million for
July 1881 to June 1885.%*

Trends in Industrial Policy

Industrial spending rebounded only temporarily, however, for by the mid-1880s
an unmistakable trend toward reduced and increasingly indirect state involvement
in the economy had emerged. Nonetheless, Japan moved at most in a quasi-laissez-
faire direction after the early 1880s, for the scope of government economic inter-
vention remained substantial in subsequent years. Matsukata, for example, of-
fered generous subsidies to private trunk-line railroads in the 1880s and especially
in 1890-1891—in response to the Financial Panic of 1890—when total railway
subventions peaked at over ¥1 million a year.’> Added to this emergency increase
in subsidies was the longer-term expansion of the central bank’s collateral-lending
program, which gave a boost to the provision of commercial bank credit to in-
vestors in railway firms and other joint-stock companies. The subvention of trunk-
line railroads, the Japan Mail Steamship Company (Nippon Yasen Kaisha or
NYK), and other private businesses, combined with the financing of government
munitions factories, naval yards, and railroad workshops, kept public investment
in industry at a high level through the Matsukata reform and beyond. The retained
government works represented an important part of the nascent modern sector
of the economy. They continued long after the 1880s to be leading centers for the
introduction and diffusion of advanced Western technology and management sys-
tems. They did so by furnishing both technical support and personnel to private
armaments, ship, and locomotive makers, proving vital to the rise of modern en-
gineering industries in Japan.®

Even for enterprises the government did sell off, disposal by no means signi-
fied the start of a hands-off policy on the part of the regime. The example of the
Nagasaki Shipyard, which the government leased to the fledgling Mitsubishi com-
bine in 1884 and sold to Mitsubishi outright three years later, illustrates contin-
ued state intervention in fields from which it purportedly “withdrew,” in this case
commercial shipbuilding. The success of Mitsubishi’s shipbuilding venture, the
basis for its subsequent diversification into a wide range of heavy industries, was
partly dependent on government support. In addition to navy orders and multi-
faceted technical assistance to Mitsubishi and other shipbuilders, the state pro-
vided massive subsidies to shipping companies under the Navigation Encourage-
ment Law of 1896, indirectly subsidizing Japanese shipbuilders, particularly after
an 1899 revision reduced the subvention for ships constructed overseas to half
that for domestic-built ships.*”
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Furthermore, the government made a reentry of sorts into industry and busi-
ness in the 1890s and 1900s. In 1896 it founded the Yawata Iron and Steel Works,
Japan’s first integrated steelmaker, and in the late 1890s and first half of the 1900s
escalated the construction of state railways, ultimately buying out the major pri-
vate railroad companies in 1906—1907. The government used nearly ¥600,000 of
the indemnity it extracted from China after the 1894—1895 Sino-Japanese War to
establish the Yawata works and part of the ¥3.2 million it appropriated from the
reparations for transportation and communications to extend the state railway
network.’ But, as Kamiyama Tsuneo has pointed out, much of the funding for
state railway building came from public bond issues. Matsukata turned aggres-
sively to such issues as he moved from a conservative financial policy to an activ-
ist one with the virtual completion of his currency reform in fiscal 1884: from
that year to 1894 the Ministry of Finance floated a total of ¥24 million in railway
bonds alone.*

In addition, government policy under Matsukata helped make both the Im-
perial Household Ministry and the new European-style nobility into major sources
of funding for private industry from the mid-1880s on. Under the Peers Heredi-
tary Property Law of 1886, Matsukata and his colleagues awarded themselves and
the other peers sizable grants of stock in government-subsidized companies. Also,
at Matsukata’s urging, the government transferred huge blocks of shares it held
in banks and corporations to the Imperial Household as part of an effort to con-
solidate the court’s financial autonomy in advance of the opening of the Diet. In
1885, the state handed over to the court ¥5 million worth of government stocks
in the Bank of Japan and ¥1 million in the Yokohama Specie Bank and, in 1887,
¥2.6 million worth of NYK shares. Between 1885 and 1890 the Imperial House-
hold acquired additional stocks in the Nippon Railway and Sapporo Sugar, among
other private companies. These transfers and acquisitions served to transform that
institution into basically an investment arm of the state.*’ In short, despite Mat-
sukata’s laissez-faire pronouncements, one needs to qualify the extent to which
Japanese industrial policy became noninterventionist after 1881.

Matsukata did oversee a reduction in loans and subsidies to local governments,
but the Council of State had already been shifting the burden of industrial and in-
frastructure spending onto localities since the late 1870s. In 1878, when payment
for suppressing the 1877 Satsuma Rebellion came due, the government cut prefec-
tural outlays by ¥2.5 million and eliminated public works grants to prefectures.
Instead, it issued ¥12.5 million in industrial promotion bonds, but most of the
proceeds, which actually amounted to ¥10 million because of a 20 percent dis-
count on the bonds’ face value, went not directly to prefectural governments but to
the Home Ministry for harbor and road improvements and ex-samurai relief and
to the Public Works Ministry and Kaitakushi for railroad and mine development.*!
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Under Matsukata, the central government ended transfers to prefectures out
of the general budget and restricted such outlays to the special budget’s industrial
promotion fund drawn from the proceeds of public bond issuance. Disbursements
from that fund for prefectural works nearly doubled from the post—Satsuma Re-
bellion retrenchment to the Matsukata deflation, going from just over half a mil-
lion yen in 1877-1880 to nearly one million in 1881-1884. The recipients of these
funds tended to be prefectures that produced commodities or raw materials di-
rectly tied to import substitution and exports. The change in industrial policy for
localities thus involved a shift from across-the-board disbursement of central
funds to targeted investment.*?

In the first half of the 1880s the Ministry of Finance under Matsukata and the
nascent Ministry of Agriculture and Commerce engaged in a heated debate and
turf war over the direction of industrial policy. In the literature, Matsukata comes
across as a fervent advocate of “large-scale, transplant industries and armaments
expansion” who in 1884-1885 eviscerated the “grass-roots, bottom-up” plan
that Maeda Masana (1850-1921), a mid-level Agriculture and Commerce bureau-
crat, had advanced in the first draft of his ten-year developmental proposal
“Kogyo iken” (Opinions on Promoting Industry). Maeda had carried out in-depth
surveys of agriculture, industry, and commerce in all of Japan’s prefectures and,
based on those surveys, put forward “a detailed, staged program of institutional
and financial measures” to further national economic development.** In his draft
proposal, as Richard Smethurst notes, Maeda had given “highest priority to ag-
riculture, sericulture, and other traditional industries, secondary importance to
river transport, shipbuilding, and harbors, and lowest priority to military spend-
ing.”* In France for most of the decade after 1869, Maeda had come under the
influence of Listian ideas while studying with Eugene Tisserand (1830-1925), a
French government agronomist who later became minister of agriculture and
commerce. Echoing Friedrich List, Tisserand advocated the balanced development
under state direction of agriculture, commerce, and industry, though, in Mae-
da’s view, the condition of Japan’s economy at the time called for preferential sup-
port of agriculture (including cottage industry), which for List “occupied a stra-
tegic position in the process of development.”*® Whether or not Maeda read the
1851 French translation of List’s Das nationale System, he would, as John Sagers
remarks, “have seen the implementation of Listian state activism” as championed
by Tisserand.?’

The crux of Maeda’s plan was the establishment of prefectural industrial banks,
or kangyo ginko, backed eventually by a central industrial bank, that would ex-
tend loans without security for the development of traditional industries, start-
ing with those producing the key export items of raw silk, tea, and sugar. The
Ministry of Finance countered with its own proposal for an industrial bank that
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would lend to individuals on the collateral of real estate as well as to local
governments—without security—to finance public works. The emphasis in this
counterproposal was clearly on providing credit to prefectures and districts for
building roads, levees, schools, and the like. Matsukata, who in 1882 had gotten
the government to reject a request by the Home Ministry to reinstate Treasury
grants to localities for public works, envisioned having this industrial bank in-
stead raise funds for such works.*

In the end, when the official, revised version of “Kogyo iken” came out in late
1884, it omitted any mention of an industrial bank; without a mechanism to fi-
nance the proposed program, it became a toothless, though still valuable, survey
rather than an action plan. Matsukata had proposed a similar bank in both 1881
and 1882, but the government did not establish a hypothec bank until 1897, when
it chartered the Nippon Kangyo Ginké. In that year, the state also began to set
up prefectural “agriculture and industry banks” (noké ginko), which functioned
both as agents of Nippon Kangyo Ginko and as independent lenders. With the
establishment of the Tokushima N6ko Ginko in 1900, all prefectures except for
Hokkaido (which had its own special development bank) had such institutions.
These banks offered long-term, low-interest loans mainly to farmers but also to
owners of small- to medium-sized industrial enterprises, albeit with strict collat-
eral requirements.*

In view of Matsukata’s background in the 1870s as head of the Home Ministry
bureau dedicated to the promotion of agriculture and light industry, it should
come as no surprise that he by no means ignored traditional or light industries.>
Even at the height of his deflationary policies in the early 1880s, when Matsukata
was calling in the vast majority of the funds Okuma had lent to various enter-
prises and individuals out of the Treasury’s reserve fund, he forgave a huge
¥300,000 loan to a direct export association of nearly seven thousand silk pro-
ducers in Gunma Prefecture who were “reeling” under the impact of falling silk
prices.’! In addition, in 1883, with an eye to expanding exports of raw silk and
tea, Matsukata relaxed the total ban he had initially imposed on the extension of
credit by the Yokohama Specie Bank prior to the arrival of export goods overseas
by permitting that bank to make advances on the security of goods before their
shipment from Japan.>? Most scholars overlook Matsukata’s pragmatic response
to the unexpectedly worsening depression at the time in restoring at least par-
tially the Okuma-Maeda approach to promoting exports of products from the
traditional sector.

Besides lending a total of ¥1.1 million to prefectures from 1881 to 1885 based
on the sale of public bonds, the Ministry of Finance under Matsukata also made
loans primarily for ex-samurai relief to local businesses in a variety of agricul-
tural and light industry fields. The ministry extended almost ¥2 million in these
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loans between 1882 and 1885.% In 1884 Matsukata dispatched finance officials
on an industrial inspection tour of the Kansai and Kyushu areas. At the end of
that year, these officials reported on the usage of industrial promotion funds that
the government had lent to local enterprises. They noted, for instance, that in
Kagoshima, Kumamoto, and Saga Prefectures, which had been hotbeds of samurai
discontent in the 1870s, private companies and banks or quasi-banks,>* most of
them involving former samurai, had received a total of ¥348,000 in 1884. The
companies operated in fields ranging from sericulture, silk reeling, and weaving
to land reclamation and livestock raising.>® As examples of banks and quasi-banks,
other sources have noted that in Kagawa Prefecture a bank founded by some sev-
enteen hundred ex-samurai of the Takamatsu domain received an industrial
promotion loan of about ¥12,000 in 1884, and a quasi-bank that engaged not only
in moneylending and bill discounting but also in sugar manufacturing obtained
a ¥100,000 loan that same year.>® Under this loan program focused on samurai
assistance, the authorities paid special attention to the silk industry; whereas in
the 1870s the government had directed funding to advanced, machine-reeling fac-
tories, under Matsukata the bulk of support went to silkworm-raising and hand-
reeling operations. Manufacturing enterprises that secured government loans—
in cotton spinning, shoe manufacturing, cement production, and the like—helped
lay the foundation for later development, but the majority of them, managed
mostly by inexperienced former samurai, ended in failure.>”

Financial Stabilization versus
Armaments Expansion

Matsukata’s effort to restrain military spending and to prevent it from interfer-
ing with his financial program in the first half of the 1880s contradicts the Marxist-
influenced view of the Matsukata reform as signifying a “militarization of public
finance.”*® In the “militarization” view, Matsukata retrenched on nonmilitary ex-
penditures to generate funds for armaments expansion and military-related
heavy industry. Rather, as in his staredown of the Home Ministry over its request
for the revival of public works grants in 1882, Matsukata insisted that currency
and budgetary reform remain inviolate even in the face of mounting demands
for expanded military appropriations after an anti-Japanese uprising broke out
in Seoul in July 1882 and stoked fears of armed conflict with China.

In December 1881, two months after Matsukata had taken the helm of the
Ministry of Finance, the navy submitted a massive, long-term proposal for naval
expansion. The proposal called for building a major new shipyard in western
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Japan and for constructing, beginning in 1882, three warships per year over a
period of two decades at a total cost of ¥43 million.”® The navy’s plan, however,
had little chance of approval in the wake of the emperor’s conferral on Matsukata
of a mandate to carry out retrenchment. In his opinion paper on the fiscal 1882
budget, the recently appointed minister of finance made clear his top priority
was currency reform. In this memorandum, Matsukata insisted on the cancel-
ation of all new projects and a freeze on expenditures for three years from fiscal
1882; only after the completion of his currency reform could government ministries
initiate expansion projects.®

The July 1882 Imo Incident, a mutiny of Korean military units that prompted
the dispatch of both Chinese and Japanese forces to Korea, dramatically changed
the context of financial decision making. A consensus quickly emerged among
Meiji leaders about the urgency of strengthening the military to deal with exter-
nal threats, specifically China, which was backing the pro-Beijing conservative fac-
tion at the Korean court. In mid-August Minister of the Right Iwakura Tomomi
sent a memorandum to Council of State members urging preparations for an “in-
evitable” war with China.®! Then, in September he issued an opinion paper “on
expanding the navy.”®? Surprised by what he saw as the weak showing of the Japa-
nese naval unit dispatched during the Imo mutiny, Iwakura expressed in this
document alarm over Japan’s national defense and called for the rapid buildup
of a navy capable of confronting the Chinese threat to Japan’s interests on the
Korean Peninsula. Whereas previously the Meiji leaders had focused on building
up the army for domestic security purposes, they now agreed that naval expansion
should take center stage.

Accordingly, in mid-November 1882 the navy presented a new proposal for
battleship construction, laying out an eight-year program for augmenting the fleet
by forty-eight vessels, a number it considered the minimum needed to confront
the Chinese navy, at a total cost of nearly ¥38 million.®® This proposal represented
Japan’s first naval contingency plan for fighting a hypothetical enemy. In contrast
to the navy’s rejected 1881 proposal, which had centered on gradual naval expan-
sion based on investment in domestic shipbuilding capacity, the new plan called
for accelerated buildup relying primarily on imports of warships. Making this plan
potentially feasible were the large trade surpluses and resulting foreign exchange
acquisitions that accompanied the Matsukata deflation from 1882 on.®

Though Matsukata acceded to the demands for military buildup, he insisted
that the government fund army and navy expansion plans out of increased con-
sumption taxes so as not to disrupt his financial reform and that it restrict such
plans within the limits of what the Ministry of Finance could raise through a
hike in those taxes. In a memorandum Matsukata sent to Chief Minister Sanjo
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Sanetomi on December 26, 1882, the day after the Council of State had approved
the navy’s plan, he declared that “there is no way we can disburse silver specie [to
purchase ships] in the huge amount requested by the navy minister.”®® He esti-
mated that additional sake and tobacco taxes would annually yield ¥7.5 million,
of which the Ministry of Finance would allocate ¥3 million toward building up
the navy and ¥1.5 million toward expanding the army and deposit the remainder
in a new armaments fund the ministry would set up within its reserve fund. Since
the disbursements would be in paper money, not in specie required for the es-
tablishment of a convertible currency, at the paper-silver conversion rate at the
time, Matsukata in effect slashed the navy’s request by 40 percent.*® The army’s
proposed budget, which was about three-fifths the size of its navy counterpart,
sustained an even bigger hit with a 47 percent cut.®”

In a speech that he made at a meeting with prefectural governors that Decem-
ber explaining the need for tax increases,®® Matsukata stated that, in view of the
security challenges Japan faced, armaments expansion was necessary, but he then
asked rhetorically, “Should we now turn away from the great objective of repairing
public finances and focus on outlays for the navy and army?” The way to expand the
military without abandoning that objective, he maintained, was to raise taxes so
that the nation could “advance in parallel” financial stabilization and military ex-
pansion. He proceeded to cite the example of Italy, which he asserted had roughly
the same population, geography, and “level of enlightenment” as Japan but whose
people paid on average seven times the taxes that Japanese did. He concluded by
exhorting the attending governors to cooperate in implementing the tax hikes,
which included a doubling that month of the sake tax, by far the most important
consumption tax (in fact, a redoubling of the pre-September 1880 rate).

Total revenue from the sake brewery tax, including the increase earmarked for
the military, did climb substantially after the rate jump, going from ¥10.3 mil-
lion in the fiscal year ending June 1882 (that is, fiscal 1881) to ¥15.3 million the
next year. Income from that tax, however, fell to ¥12.3 million in fiscal 1883 be-
fore rising to ¥13 million the following year, the drop in those two years partially
offset by a leap in tobacco tax returns from ¥0.28 million in fiscal 1882 to ¥2.15
million and ¥1.29 million, respectively, in fiscal 1883 and 1884. As noted in chap-
ter 3, the decline in sake tax revenues was owing to the depression triggered by
Matsukata’s severe currency contraction, which led to a collapse in demand—sake
production plummeted by more than a third from 1881 to 1884—and to a rise
in tax evasion.®

Thanks to Japan’s favorable trade balance during the deflation, however, spe-
cie accumulation succeeded beyond Matsukata’s expectations such that from the
date of his appointment as finance minister in 1881 to the end of December 1885,
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even after setting aside ¥42 million in silver and gold for the establishment of a
convertible currency system, the Ministry of Finance was able to disburse from
its reserve fund nearly ¥64 million in specie, including for the purchase of war-
ships from abroad.” Consequently, consumer tax proceeds, despite their pla-
teauing after fiscal 1882, combined with reserve fund disbursements, made it
possible for military spending to surge in the first half of the 1880s. Expenditures
on the army rose moderately from ¥8.25 million in fiscal 1881 to ¥10.98 million
in fiscal 1884, but outlays for the navy leaped from ¥3.11 million to ¥7.51 million
during those years while the armed services’ share of total government spending
grew from 16 to 24 percent.”! This escalation in military and especially naval
spending took place without compromising Matsukata’s financial reform pro-
gram.

The expanding naval budget financed a major increase in warship tonnage and
naval personnel. The navy pushed to replace superannuated vessels with bigger
and newer ships and by 1885 had raised warship tonnage, which had stagnated
at around 28,000 in the period 1877-1882, to over 41,000. Meanwhile, the navy
also augmented its manpower from about 5,500 in 1882 to 8,000 in 1885.7> Mat-
sukata’s slashing of the naval expansion budget proposed in late 1882, however,
meant that the navy would have to postpone large-scale investment in its own
shipyards and limit their production to small vessels while importing Western-
made battleships and cruisers.”

After the successful completion of his currency reform in the abbreviated fis-
cal year of 1885,”* Matsukata eliminated the military reserve fund in March 1886
and moved to raise funds for naval expansion by issuing bonds, as he did for rail-
road development and government note redemption. As the interest rate on
bank deposits fell, the value of public bonds steadily recovered, generally exceed-
ing their face value in 1886. This recovery opened the way for the government to
use bond flotation as a new source of funding for the navy. Accepting a proposal
Matsukata submitted in May 1886, the state accordingly issued three sets of
naval bonds totaling ¥17 million from 1886 to 1889.7°

Nonetheless, Matsukata continued to place limits on naval spending in the sec-
ond half of the 1880s. During the enterprise boom of those years, imports of
machinery, raw cotton, and other goods rose, reducing the positive trade balance
of the deflationary years. The resulting outflow of specie threatened the stability
of Japan’s recently established convertible currency, a problem exacerbated by na-
val expansion, which relied on the import of armored ships and the like. Conse-
quently, despite the successful flotation of naval bonds, Matsukata continued to
rein in naval expenditures even after completing his program of currency re-
form. Though the special budget for warship construction, for example, called
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for average outlays of ¥4.6 million per year for 1886—1889, the actual amount
disbursed during that period averaged only ¥2.9 million a year.”®

Scholars have invariably identified the Matsukata financial reform with the sale
of state enterprises and the transition to an industrial policy of indirect support
for private initiative. Some have also linked Matsukata’s currency and budgetary
reform to the financing of armaments expansion and of military-related heavy
industry. From 1873 to 1880, Matsukata seems to have had considerable input
into evolving plans for the transfer of public enterprises to the private sector, but
the divestiture program itself was the handiwork of Okuma with the assistance
of It6 Hirobumi and Inoue Kaoru. Okuma and Ito were also responsible for start-
ing the process of streamlining the government’s industrial promotion efforts
with their November 1880 proposal for the establishment of the Ministry of Ag-
riculture and Commerce. As it turned out, the government disposed of all but
two of the enterprises it had put up for sale under the Okuma plan after Matsu-
kata had largely completed his currency deflation. The sale program, therefore,
contributed minimally to the Matsukata financial reform until the tail end of the
reform.

The trend toward reduced state spending on economic activities was appar-
ent by the mid-1880s, but the government actually cut such spending substan-
tially more during the retrenchment after the Satsuma Rebellion of 1877 than it
did during the Matsukata deflation after 1881. The rebound in expenditures in
the early 1880s was mainly the result of increased Public Works investment in
government-run mines and railroads (granted, those works were among the most
profitable of state enterprises). The view that Finance Minister Matsukata moved
the government toward a laissez-faire approach to the economy runs up against
many of the policies he promoted: subsidizing large-scale businesses; lending to
smaller, local enterprises; granting blocks of corporate stock to the Imperial
Household and members of the peerage (including himself!); authorizing the
Bank of Japan to back lending by commercial banks on the security of shares in
major private railroads and other government-subsidized corporations; and set-
ting up Japan’s first integrated steelworks as well as stepping up the construction
of state railroads in the late 1890s. Also, the image of Matsukata as a proponent
of heavy industry at the expense of agriculture and traditional or light industry
hardly fits the profile of a finance minister who provided assistance and relief to
producers of rural-based exports and extended loans to a range of enterprises in
agricultural and light industry fields.

Finally, military spending increased during the 1880s but not nearly as much
as the army and navy wanted, as Matsukata was determined to prevent such
spending from undercutting his financial reform. By slashing the navy’s proposed
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budgets, he compelled that service to hold off on major expansion of its ship-
yards and arsenals and to limit domestic naval construction, for the most part, to
relatively small vessels such as torpedo boats. But, owing to continuous trade sur-
pluses between 1882 and 1885, the Ministry of Finance was able to accumulate
silver more quickly and on a larger scale than Matsukata had expected, making it
possible for the navy to obtain specie to purchase larger, Western-made warships
and to accelerate naval buildup at a time of intensified Sino-Japanese rivalry over
Korea. By maintaining a separate armaments fund from 1882 to 1886, Matsukata
basically siloed any military spending above budgeted amounts and made sure
that military expansion would not interfere with the “great objective” of finan-
cial stabilization.



FOUNDING A CENTRAL BANK

The Bank of Japan (Bo]J), established in October 1882, was pivotal to Matsukata’s
effort to stabilize and modernize public finance, separating currency manage-
ment from the state’s fiscal machine but keeping it under tight government su-
pervision. The bank opened for business as a rarity in the global history of central
banking: a central bank with a monopoly on note issue that did not issue a single
note until more than two and a half years after its founding. At that time, in
May 1885, the BoJ initiated Japan’s transition to a sound, convertible currency
system with flexible note issue limits. The bank proved fundamental to the suc-
cessful launch and maintenance of a de facto silver standard on Japan’s journey
to gold convertibility a dozen years later. But the creation of the BoJ also involved
the conflict between Okuma’s 1881 proposal for a central bank that, with British
capital and managerial help, would have carried out a precipitate currency reform
and that of Matsukata, who insisted on a by-the-bootstraps approach free of ex-
ternal interference.

After the shelving of the Okuma-It5 plan to issue public bonds and set up a
central bank, Matsukata would follow the advice of French finance minister Léon
Say and pattern his proposed BoJ after the National Bank of Belgium (NBB). The
NBB especially appealed to Matsukata for being subject to greater government
oversight than practically any other central bank in Europe. In practice, however,
the BoJ departed from the Belgian model in significant ways, in particular by re-
fraining from foreign exchange activities, which it left to the Yokohama Specie
Bank, and by engaging in industrial financing in violation of its own legal stat-
utes. Besides serving as cashier to the Treasury, the BoJ provided critical support

88
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to the government by taking over from the Ministry of Finance the work of re-
deeming inconvertible government notes and accumulating specie. As Matsukata
moved from a deflationary policy to an expansionary one in the latter half of the
1880s, the bank made vital contributions to this shift by purchasing bonds from
the government and by advancing loans to private interests on the security of their
public bonds, thereby facilitating both the sale of the bonds and the raising of pri-
vate capital during the enterprise boom of the late 1880s.

Thus, like other aspects of the Matsukata financial reform that veered from
classical financial orthodoxy, the BoJ turned out to be hardly orthodox in its
structure or operations. Instead of choosing the Bank of England model with its
high degree of independence from the government, Matsukata drew on the model
of the Belgian central bank because it involved greater state control. Once es-
tablished, the BoJ] moved in an even more statist direction, assuming the task
of financing industrial firms and adopting flexible German-style note issue
under close government supervision rather than the orthodox Bank of England
approach.

Pre-1882 Proposals for a Central Bank

The idea of establishing a Japanese central bank emerged within the Meiji regime
several years before Matsukata came to embrace the concept. In 1872 state offi-
cials adopted the gist of the proposal for a decentralized, U.S.-style banking sys-
tem that It6 Hirobumi had sent back to Tokyo while investigating monetary is-
sues in the United States, but they did so only after heated debate. Foremost among
those opposing Ito’s plan was Yoshida Kiyonari (1845-1891), a junior assistant
minister of finance, who called for setting up a British-style “gold bank” (kinken
ginko) as the sole note-issuing institution. In 1865 Yoshida’s home domain of Sat-
suma had dispatched him, together with eighteen other samurai, to study in the
United Kingdom.! Until 1870 he had immersed himself in the theory and prac-
tice of political economy, first at University College, London, and then—after
moving to the United States in 1867—briefly at Rutgers College and subsequently
at a preparatory school in Massachusetts. This experience had enabled Yoshida
to observe and compare the British and U.S. banking systems and convinced him
that British authorities had a firmer grasp of banking rules than did their U.S.
counterparts and that having multiple note issuers would be inappropriate for
Japan. He therefore urged the government to set up a bank with a monopoly on
note issue modeled after the Bank of England.?

Yoshida was not alone in advocating the founding of a central bank. In February
1871, before the Council of State received [td’s memorial proposing establishment
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of “paper-money-issuing companies” (shihei hakké kaisha) on the model of U.S.
national banks, Vice Minister of Finance Okuma Shigenobu and Deputy Vice
Minister Inoue Kaoru sent him a letter suggesting the idea of setting up a “Bank
of Japan” centered on a wealthy merchant house such as Mitsui.> In Septem-
ber 1871, three months after Itd had returned to Japan, the Ministry of Finance
proceeded to approve a petition by Mitsui to found a bank patterned after the
Bank of England that would issue convertible notes backed by a gold reserve
equal to 75 percent of the value of the notes, signifying acceptance of Yoshida’s
proposal for establishing a central “gold bank.”*

Nonetheless, Itd persuaded his colleagues to overturn this decision. He argued
that the government should help set up individual banks first and that, if neces-
sary, it could unify the system at a later date—there was no reason for the gov-
ernment to create a centralized system at the outset.> He also made the case that
the approved scheme for a British-style central bank focused almost exclusively
on buttressing state finances by stabilizing the value of paper money whereas his

>«

plan also emphasized banks’ “natural” function of providing funds for the pro-
motion of private enterprise. [td’s argument carried the day, for in October 1872,
in a meeting with Minister of Finance Okubo Toshimichi, Inoue, Yoshida, and
other officials, he secured agreement on following the U.S. banking model. In his
1871 proposal, Itd had recommended that the government replace the inconvert-
ible Council of State notes (dajokan satsu) it had printed in 1868 with public
bonds and use the bonds to establish banks that would issue notes, but, in a de-
parture from U.S. practice, he had not specified a specie reserve requirement for
the banks. The other leaders feared that his plan would simply result in a new
inconvertible paper currency. Accordingly, they reached a compromise whereby;,
in line with the U.S. system, the national banks would issue notes against their
holdings of public bonds but, to stabilize the value of the notes, would have to
maintain a high-percentage specie reserve.®

A call for establishing a central bank sounded again in 1876, when the govern-
ment removed the specie reserve requirement for national banks after only four
banks had opened for business. This time the call came from a British employee
of the Ministry of Finance, Alexander Allan Shand (1844-1930). Shand, former
acting manager of the Yokohama branch of the Chartered Mercantile Bank, joined
the ministry as an adviser on banking matters in 1872. In 1876 Shand opposed
the issue of inconvertible notes under the revised regulations for national banks
and instead recommended the founding of a central bank as the sole issuer of notes
convertible into specie. In a written opinion, he cited the central banks of England,
France, and Germany to argue that the global trend was toward centralization of
note issuance; he also warned—presciently, as later developments would bear
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out—that ending the convertibility of national bank notes risked triggering
inflation.’

Tokuno Ryosuke (1825-1883), head of the ministry’s Paper Currency Bureau
(Shihei Ry0), dismissed Shand’s recommendation, declaring that giving national
banks based on public bonds the right to issue inconvertible notes was indispens-
able to the program adopted that year of commuting samurai stipends into pub-
lic bonds and maintaining the value of those bonds. Thus, while making it easier
to found national banks by eliminating the reserve requirement, the banking re-
visions also aimed at encouraging the use of commutation bonds as capital for
the banks, thereby helping to secure the livelihood of ex-samurai. Tokuno went
on to state that creating a central bank along the lines of the Bank of England, as
Shand was advising, would require the withdrawal of the inconvertible notes in
circulation and a resulting reduction in the compensation to members of the for-
mer ruling class.®

At the time, Tokuno also had to override support for a central bank from within
his Japanese staff, particularly on the part of a junior bureaucrat, Taguchi Ukichi
(1855-1905). Taguchi is best known for his career after he left government ser-
vice in 1878 and rose to prominence as a classical liberal economist and founder
of the influential T6kyo keizai zasshi (Tokyo Economic Journal), modeled after the
British journal the Economist. In 1872 the teenaged Taguchi enrolled as a student
in the newly established Translation Bureau of the Ministry of Finance, complet-
ing courses in English, economics, and Western history in 1874. He then joined
the Paper Currency Bureau as a translator focusing on bank-related issues. After
the government revised the national bank regulations in August 1876, Taguchi
published a two-part article in the Yokohama mainichi newspaper on September
22 and December 2 recommending the founding of a centralized “government-
gold-handling bank” (kankin toriatsukai ginko) that would redeem the inconvert-
ible notes issued by the government. He suggested that the Ministry of Finance
appoint the First National Bank to perform this task, transferring all its gold re-
serves to that bank.” After moving to the private sector, Taguchi would restate
his argument in an article titled “Establish a Government Gold Bank” (Kankin
ginko setsuritsu subeshi) that he published in April 1879 in his newly launched
journal, Tokyo keizai zasshi. In neither article did Taguchi use the term “central
bank,” but the model he had in mind was clearly the Bank of England.!?

By then, Matsukata protégé and fellow Satsuma native Kato Wataru was well
into his study of the central bank of Belgium. Yet in late July 1881, before Kato
returned to Japan and drew up the founding documents for the BoJ in early
1882, the Meiji government approved a proposal for a central bank submitted
jointly by Okuma and Ito. In their proposal, part of Okuma’s recycled plan for
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foreign borrowing, they called for setting up a “great specie bank” (ichidai
shokin ginko) that would function like the central banks of England and France
in service of the state. Capitalized at ¥15 million, the bank would retire the fiat
paper in circulation by floating ¥50 million in domestic bonds, which would be
open to foreign buyers, the expectation being that the bank would place most of
the bonds overseas. It would also absorb the Yokohama Specie Bank and handle
foreign exchange activities, accumulating specie on the basis of which it would
issue convertible notes. In proposing the establishment of a central bank, Okuma
and Ito apparently acted on the advice of British minister Sir Harry Parkes as well
as Alexander Shand and another former manager of the Yokohama branch of a
British bank, John Robertson. As Ishii Kanji notes, this proposal was about to be
put into effect, so, if not for Okuma’s expulsion from the government that Octo-
ber in the Political Crisis of 1881, “Japan might have gotten a central bank under

strong British influence.”"!

The Belgian Model

Shortly after Matsukata became finance minister and secured cancelation of the
Okuma-Itd plan “to newly float public bonds and establish a [central] bank,” he
appointed Kato head of the ministry’s Banking Bureau and commissioned him
to draft a prospectus for a BoJ patterned after the National Bank of Belgium as
well as regulations and articles of incorporation for the proposed bank. Subse-
quently, three senior finance bureaucrats, Yoshihara Shigetoshi (1845-1887), To-
mita Tetsunosuke (1835-1916), and G6 Junzo (1825-1910), provided input into
Kato’s drafts of those documents.!? Yoshihara, a native of the Satsuma domain,
had studied political science and law at Yale College from 1869 while Tomita, who
hailed from the Sendai domain, had focused on economics at Whitney Business
College in Newark, New Jersey, from 1867; on Yoshihara’s untimely death, To-
mita would succeed him as the second governor of the BoJ. After the Restoration,
Go had joined the Ministry of Finance under the aegis of Okuma and Ito along
with other former shogunal retainers such as Shibusawa Eiichi and Maejima Hi-
soka. Under Matsukata, Go initially headed the ministry’s Public Bond Bureau;
he would rise to the position of vice-minister of finance in 1886.

In March 1882 Matsukata presented the finished prospectus to the Council of
State in the form of a memorandum, together with the other documents. In the
memorandum, he compared the current state of banking in Japan to the decen-
tralized domain system of the Tokugawa era: “While political feudalism with its
particularism and separatism, with its several hundred semi-independent juris-
dictions, has been happily overthrown, in financial matters we seem to be now
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living under a system of bank feudalism, with 150 [national] banks existing with-
out correspondence with each other, ... each one entirely absorbed with the
questions of its own existence.”!? Ironically—and doubtless Matsukata had no in-
tention of suggesting this point—an actual connection had developed between
“feudalism” and the national banking system, for at the direction of Iwakura To-
momi almost all of the former daimyo or local lords who had governed roughly
260 domains had deposited their commutation bonds in the Fifteenth National
Bank, but many had also invested in other national banks, including ones in their
former domains.'* In any case, to overcome the parochial, occluded nature of the
banking system, Matsukata went on to declare, Japan urgently needed a central
bank, which “is to the financial system of a country, what the heart is to the sys-
tem of blood circulation in a human body.” Such banks were indispensable “to
the constant flow of the currency,” the reason why, according to Matsukata, “in
all the countries of Europe we find that there are banks of this nature.”!> Whether
modern central banks have actually functioned in this manner, pumping money
in a “constant flow” through existing channels, may be questionable—Mark Met-
zler, for instance, argues that banks have continually made and unmade credit
money and decided for themselves where that credit would “flow”'*—but Mat-
sukata had clearly bought into a trope commonly advanced by Western banking
experts.

The other councilors probably needed little convincing by Matsukata, as they
had previously approved the Okuma-Itd plan for a central bank. But they might
have required an explanation for Matsukata’s choice of the National Bank of Bel-
gium rather than the Bank of England or the Bank of France as the model for a
Japanese central bank. In his memorandum, Matsukata stated that he had cho-
sen the NBB because of “the lateness of its founding, which enabled it to con-
sider fully the mistakes as well as the successes of older banks.”!” He admitted that
the two “foremost” central banks were those of England and France: “In exten-
siveness of influence and grandeur of organization, these two banks have no peer
in the world.” Yet, thanks to its late-comer advantage, “in point of the perfect-
ness of organization and the well-regulated condition of business management,
the National Bank of Belgium stands highest”; its regulations had won “praises
from the financiers of the world.” In short, for a Japanese central bank, Matsu-
kata claimed, “no better pattern can be found than the National Bank of Bel-
gium.”!® As if to confirm the appropriateness of his choice, two years later Serbia
would also found its central bank, the “Privileged National Bank of the Kingdom
of Serbia,” on the model of the National Bank of Belgium, “which was, at the time,
viewed as a paragon of a modern banking institution.”"?

The NBB was of recent vintage compared to the Bank of England and the Bank
of France, founded in 1694 and 1800, respectively. But, when Matsukata ordered
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Katd to investigate the NBB, over a quarter century had passed since its founding
in 1850, and in the meantime several other central banks had appeared in Eu-
rope, including those of Russia (1860), Denmark (1872), and Germany (1875).
Granted, Belgian authorities had updated the NBB’s charter in 1872, but it was
hardly a recently established central bank.?

According to Yoshino Toshihiko, the real reason Belgium’s central bank ap-
pealed to Matsukata was that the Belgian government exercised tight control over
the bank. The extent of state supervision over the NBB was certainly greater than
in the case of either the Bank of England or the Bank of France.?! Britain’s central
bank faced minimal state interference, while in France government supervision
was indirect to a fault. Meanwhile, the central bank of the Austro-Hungarian Em-
pire, founded in 1816 as the Austrian National Bank, was subject to government
intervention only when auditors appointed by the state identified violations or
actions contrary to the public good. In the case of the Reichsbank of Germany,
where the government had greater supervisory authority than in Belgium, the Im-
perial Diet rather than the bureaucracy wielded that authority: it selected three
of four inspectors as well as the bank’s governor and directors. Compared to these
cases, in the Belgian one, the executive branch of the government held far more
power over the operation of the central bank, which was almost free of parlia-
mentary control. Hence, for Matsukata, who wanted by all means to ensure strong
administrative oversight and to avoid interference by a future parliament, Bel-
gium’s central bank system appeared the most suitable.??

The Belgian government chartered the NBB in 1850 after a series of crises in
the late 1830s and 1840s had hit hard the two major existing banks, the Bank of
Belgium and the Société Generale, which had tied up capital in industrial ven-
tures.”® To avoid exposure to such industrial financing as well as to minimize com-
petition with those banks, the NBB’s charter heavily restricted its business to
discounting commercial bills, making it “the most purely commercial national
bank of its time.”?* The bank took over the functions that the Bank of Belgium
had previously performed as cashier for the Treasury, and it also managed the
public debt. In addition, the NBB obtained a de facto monopoly on the issue of
paper money.? In return, the government reserved for itself considerable powers
of supervision over the bank.

Those powers were extensive. The 1850 law establishing the NBB authorized a
government commissioner to supervise all activities of the bank and to disallow
any action that he considered to be in violation of the law or the bank’s articles
of incorporation or in contravention of the national interest, ensuring that the
NBB’s governor “always fulfilled his obligations toward the Minister of Finance.”?
No other central bank in Europe was subject to such supervision. In addition,
the Belgian king had the power not only to appoint the bank’s governor but also
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to fire him or to suspend him from office unconditionally. The only other bank
to fall under such authority was the National Bank of Denmark. The NBB’s gov-
ernor, in turn, had the unparalleled right to suspend any decision by the bank
that, in his view, contradicted the law, the bank’s articles of incorporation, or the
national interest and to refer the matter to the government for arbitration.?”

The regulations of the BoJ, which the Meiji regime authorized in June 1882,
followed those of the NBB almost “word by word and article by article.””® The
BoJ’s articles of incorporation largely drew on the Belgian example as well.?? Like
the statutes and charter of Belgium’s national bank, those of the BoJ placed it
squarely under the supervision of the state. In Japan as in Belgium, the monarch
appointed the bank’s governor, who had the authority to suspend the directors’
decisions and refer them to the government. Like its Belgian counterpart, Japan’s
Ministry of Finance required the central bank to submit monthly reports and had
the power to oversee all of the bank’s operations and to disallow any action that
the ministry deemed improper.*

The ways in which the BoJ’s founding documents differed from those of the
NBB tended, if anything, to strengthen state intervention in Japan’s case. Whereas
in Belgium the general assembly of the bank’s shareholders selected the directors,
in Japan the minister of finance appointed the directors from among nominees
of the general assembly. In contrast to the Belgian king’s appointment of the NBB’s
vice-governor from among the directors, the Japanese government, with the em-
peror’s approval, appointed the BoJ’s vice-governor separately from the directors.
In fact, for the first vice-governor (Tomita), as for the first governor (Yoshihara),
the Meiji regime appointed a high-ranking official from the Ministry of Finance,
as would often be the case in subsequent years. Although, following the Belgian
lead, the Japanese government established the BoJ in the form of a nominally in-
dependent, private joint-stock corporation, the state provided half of the bank’s
capital, while in Belgium the private sector furnished the entire capital. Further-
more, in Japan anyone seeking to become a shareholder of the central bank had
to obtain the permission of the finance minister. Finally, the Japanese government
had the right to amend the BoJ’s charter whenever it decided circumstances ne-
cessitated such action.’!

For all the Belgian state’s supervisory powers, of which Matsukata was evidently
so enamored, the NBB’s regulations actually aimed at placing limits on state in-
terference. As one scholar has written, the law that set up the bank in 1850 “also
established barriers against the excesses of public authorities. These barriers . . .
invest it with functions and rights that allow it to oppose excessive requirements
and untimely interventions of the minister of finance.”*? By specifying the finance
minister’s authority over the bank, the NBB’s charter sought to prevent him
from interfering with actions the bank might have to take in response to changing
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conditions. Should the NBB deem the government’s exercise of authority to be
improper, it could appeal to judicial authorities.”® Belgium’s minister of finance
had the right not to issue instructions to the national bank but only to veto deci-
sions he regarded as contrary to the law, the bank’s charter, or the interests of the
state. By the same token, the bank’s statutes placed tight restrictions on lending
to the government: the NBB’s holdings of public bonds could never exceed its
paid-up capital. Meanwhile, the finance minister had no power to limit the
amount of notes the NBB issued as long as the bank maintained a specie reserve—
set through mutual agreement with the finance minister at the time of the 1872
revision of the NBB charter—equal to one-third of the notes’ total value.** In
short, Matsukata and his subordinates either missed or ignored this aspect of the
Belgian law and the NBB’s charter, learning from those documents not how to
demarcate the authority of the government bureaucracy but rather how to en-
trench that authority.

The result was a significant modification of the Belgian model in the direction
of even greater state control that, from the outset, made the Bo]J essentially part
of the government system. In contrast to the NBB, for which private sharehold-
ing, bank independence, and the profit motive were important, the BoJ operated
almost as “a public sector, non-profit-maximizing institution.”*® The Bo]J char-
ter suggested that the government intended its investment of half the capital to
be strictly temporary. In the prospectus Matsukata submitted in March 1882, he
explained the need for the government to become a shareholder in the Bo]J by cit-
ing the example of France, where the state had come to the aid of the central
bank at its founding in 1800 by taking on a sixth of the bank’s initial stock. He
then stated that, much as Napoleon’s regime had disposed of its shares in the Bank
of France within a couple years, once the BoJ was on a sound footing, the Meiji
government would gradually sell its holdings to the public as well. Instead, in 1885
the government transferred its BoJ shares to the assets of the Imperial Household,
and no public sale took place, although half ownership by the Imperial House-
hold may have led to an increase in the bank’s emphasis on profits.*® Even after
the government gave up its shares, however, the Finance Ministry retained strict
supervision over the bank. As Hugh Patrick has remarked, “the Bank of Japan was
never able to play a really strong independent role perhaps because—rather than
evolving—it was created, full-blown, at the instigation of the Ministry of Finance.
From the beginning the Ministry of Finance dominated the BoJ in most ways.”*’
Emblematic of government dominion over the BoJ was the extraordinary provi-
sion in the charter that the bank’s governor and vice-governor, besides being
imperial appointees, would have their “salaries and entertainment expenses . . .
decided by the government” (Article 44), rendering them, for all practical purposes,
representatives of the state bureaucracy.’®



FOUNDING A CENTRAL BANK 97

“A Central Bank That Doesn’t
Issue Notes”

The BoJ regulations also diverged from their Belgian counterpart in stipulating
that the government, instead of authorizing the immediate issue of paper currency
by the BoJ, would enact “separate regulations” at an unspecified future date when
it would permit the bank to issue convertible notes (Article 14). In Yoshino’s
words, the BoJ thus started in the “rare form of a central bank that doesn’t issue
bank notes.”* The government finally enacted Convertible Bank Note Regula-
tions in May 1884, and a year later the BoJ issued its first notes convertible into
silver. According to Yoshino, this “dual system” of establishing the functions of
the bank, with the 1882 regulations stipulating functions other than note issu-
ance, has no parallel “in the history of world central bank enactments.”*

One explanation for this two-year delay in authorizing note issuance is a po-
litical one. One could make a plausible case that Matsukata rushed prematurely
to establish a central bank in connection with the Political Crisis of 1881.4! As
noted earlier, that crisis centered on the expulsion of Okuma Shigenobu from the
government by the Satsuma and Chosha leaders, who had come to identify him
with popular agitation against the regime owing to his advocacy of a parliamen-
tary system that most of them considered excessively liberal as well as his public
opposition to the government’s scheme to sell assets in Hokkaido to private in-
terests for a pittance. Also underlying the ouster of Okuma were personal resent-
ments and grievances over the growing power of this leader from the “junior part-
ner” domain of Hizen and over specific actions he had taken. For instance, as
minister of finance, Okuma had put pressure on Mitsui, which had enjoyed spe-
cial government privileges under the patronage of Inoue Kaoru, by introducing
strict new banking regulations and by promoting the rival business interests of
Mitsubishi; and, after stepping down as finance minister in early 1880, he had
blocked Matsukata’s appointment to that position by securing it for his Hizen
compatriot Sano Tsunetami and was now criticizing Kuroda Kiyotaka for his con-
troversial proposal practically to give away government property in Hokkaido, a
proposal the Council of State approved in July 1881. Meanwhile, Mitsubishi be-
gan offering both subsidies to newspapers and payments to local assemblymen
opposed to the Hokkaido sale, seeing it as a threat to the virtual monopoly it had
established on the coastal shipping trade thanks largely to protective policies
Okuma had instituted as finance minister. With Okuma’s expulsion in October
1881, Satsuma and Choshu officials, in Andrew Fraser’s words, “combined to wage
a vigorous campaign against Mitsubishi that brought it to the verge of ruin.”*?

Part of that campaign, Yagi Yoshikazu contends, involved the hurried found-
ing of the BoJ. The bank started operations, without adequate preparations, a year
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after the political crisis. When its doors opened in October 1882, the bank had a
skeleton staff of forty-four employees (besides eight directors and three members
of the discount rate committee), thinly spread over thirteen departments.*’ Then,
in May 1883 it proceeded to make an irregular, unsecured loan to a shipping com-
pany, Kyodo Un’yu Kaisha (KUK), established in January 1883. The government
provided this firm with extensive support to challenge Mitsubishi, according to
a widely held view, because Mitsubishi was continuing to back Okuma after he
joined the Popular Rights movement and began pressuring the government from
the outside.** The KUK, a merger of three shipping companies, opened in the
same building as the BoJ—ironically in the former headquarters of Kuroda’s Hok-
kaido Colonization Commission, which the oligarchs had disbanded in 1882
after canceling the fire sale of Hokkaido assets in the face of public furor on the
same day they expelled Okuma. In late November 1882, just over a month after
the BoJ’s founding and before the KUK had even opened for business, the ship-
ping firm’s promoters rather brazenly requested a large loan without collateral
from the new central bank. As the BoJ had inherited the NBB’s focus on com-
mercial finance and its prohibition of industrial lending or investment, such a loan
would have clearly violated both the bank’s regulations and its articles of incor-
poration. Accordingly, when the officially established KUK repeated the request
for aloan in early 1883 to purchase ships from Britain, the BoJ hesitated to grant
approval and referred the matter to Matsukata in April of that year.*> He quickly
ordered the bank to extend the loan, which it finally did the next month. This
unsecured loan—¥300,000—accounted for nearly half of the total outstanding
fixed loans made by the BoJ’s head office in the first half of 1883 and roughly
equaled the average capital of national banks that year.*® Five months later, the
BoJ took the exceptional step of reducing the contracted interest rate on the loan
from 8.5 to 7.5 percent, a half percentage below the lowest interest rate it offered
any other client that year.*

Yagi thus argues that the BoJ was established hastily in direct response to the
Political Crisis of 1881 and “was used by the Sat-Cho bureaucrats to satisfy per-
sonal grudges against Okuma and Mitsubishi.”*® Matsukata submitted the mem-
orandum “Zaisei gi” (Proposal on Finance), his angry response to Okuma’s 1881
proposal to sell domestic bonds overseas and to found a British-style central bank,
not in September 1881, as the official biography Koshaku Matsukata Masayoshi
den mistakenly claims,*® but a month later, just as the political crisis was coming
to a head. In that sense, Matsukata was making a political statement in the con-
text of behind-the-scenes plotting against Okuma, establishing his credentials as
a financial authority by attacking Okuma’s positions. Their proposals were in fact
quite similar insofar as they both linked the creation of a convertible currency
system to the founding of a central bank, but Yagi unfairly describes Matsukata’s
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“Zaisei gi” as a “rehash” (nibansenji) of the Okuma-Ito proposal.*® Rather, as a
precursor to Matsukata’s 1882 memorandum that led to the establishment of the
BoJ, “Zaisei gi” presented—in a section drafted by Kato Wataru, recently returned
from Belgium—a different vision of central banking from that of Okuma’s British-
inspired one.’! Nine months later, the BoJ regulations also seemed to show the
imprint of the Political Crisis of 1881 in stipulating that the minister of finance
had to approve any acquisition of shares in the BoJ, a requirement that, Yagi as-
serts, was aimed at preventing Mitsubishi from becoming a shareholder in the
bank. Tomita Tetsunosuke, as a member of the bank’s founding committee, ob-
jected to this provision, but Matsukata pushed through its inclusion in the
regulations.®

The composition of the bank’s ownership would seem to support Yagi’s
assertion. At its opening, the BoJ had 580 stockholders. After the Ministry of
Finance, which owned half of the 50,000 shares, the biggest stockholder was Mit-
sui Hachiroemon with 1,000 shares, while two Mitsui executives held 515 shares
combined. Yasuda Zenjir6 and nine others affiliated with him possessed a total of
1,060 shares. Of seventy-six Osaka businessmen who had subscribed for more
than 5,000 shares in all, the holders of 850 were affiliated with either Mitsui, Ya-
suda, or Sumitomo. Kawasaki associates held 955 shares, twenty-five Yoko-
hama silk merchants and financiers, a total of 1,605 shares. Not one Mitsubishi-
affiliated person was among the bank’s initial stockholders.>

Regarding the lack of preparations at the time of the BoJ’s founding, Yagi lists
a number of points. For example, he echoes Yoshino’s observation about the ex-
traordinary character of a central, note-issuing bank that failed to issue notes until
almost three years after its establishment. In addition, when the BoJ opened in
1882, it had no deposit-handling branch offices and only one in 1883; it was fi-
nally able to function as a central bank in 1884, when it counted ten such branches.
Also, at the time of its opening, the BoJ had yet to establish procedures for de-
positing or withdrawing funds. As another indication of the rush to launch the
bank, the remodeling of the former Kaitakushi offices that would house the BoJ
fell behind schedule, a typhoon causing further delay, and did not wrap up until
the end of October, while construction of the bank’s vault began only in Novem-
ber; despite these setbacks, the bank doggedly adhered to opening its doors on
October 10.>* The authorities, however, postponed the formal opening ceremony
for the Tokyo head office until April 28 of the next year, after the bank had finally
completed the vault, while the opening ceremony for the Osaka branch took place
two months later.>

In another irony, in 1885 Mitsubishi would surprisingly return to favor with
the Sat-Cho leaders, especially Matsukata. In late summer of that year, after fierce
competition between the KUK and Mitsubishi’s shipping firm, the two enterprises
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agreed on a merger, creating the Japan Mail Steamship Company or NYK. The
general director of Mitsubishi, Kawada Koichird (1836-1896), played a key me-
diating role. After the hard-nosed founder of Mitsubishi, Iwasaki Yataro (1835—
1885), died of stomach cancer in February, the top executives of the company took
a more flexible approach to resolving the costly rivalry with the KUK. Like
Iwasaki, Kawada hailed from the former Tosa domain, which had been a junior
partner in the Restoration coalition along with Okuma’s home domain of Hizen
and had been instrumental in bringing traditional enemies Satsuma and Chosha
together against the shogunate in 1866. William Wray writes that Kawada, a “huge
man” who looked like a sumo wrestler, “appears in most historical accounts as
the ‘personification of feudal morality.””>® In early 1885 he entered into secret
negotiations with Inoue Kaoru, who subsequently arranged for Kawada to meet
quietly at a restaurant in Osaka with Matsukata and It6 Hirobumi in July, at
which time he obtained their consent to a merger between Mitsubishi and the
KUK.*” Through his careful, behind-the-scenes negotiations, Kawada appears to
have won the confidence of the oligarchs and helped initiate a close relationship
between Mitsubishi and Matsukata in particular. The rapprochement affected
the BoJ as well. When Tomita resigned as governor of the bank in 1889, Matsu-
kata had Kawada appointed as Tomita’s successor. In fact, for the next fourteen
years, three Mitsubishi men in a row would serve as BoJ governor, as Iwasaki
Yanosuke, brother of the late Yatard, and Yamamoto Tatsuo, a Kawada protégé
from NYK, followed Kawada in that position. Whereas the BoJ’s regulations had
contained a special provision purportedly meant to exclude Mitsubishi from its
ownership, as soon as Kawada assumed the governorship, both he and Yatard’s
son Iwasaki Hisaya became stockholders in the bank.>®

Much as the BoJ had extended a loan to the KUK in direct violation of its legal
regulations, in 1886 it also made a loan to the NYK, though in its case with col-
lateral. For this collateral, the bank accepted NYK stock, contravening the statu-
tory prohibition against its “lending on the security of bank or other corporate
shares.” In the previous year the BoJ had begun accepting as loan collateral the
shares of the Yokohama Specie Bank and two other corporations—the first pri-
vate railway, the Nippon Railway Company, and the so-called Peers Bank, the Fif-
teenth National—both of which enjoyed generous public support. In Novem-
ber 1886, the NYK petitioned the central bank to add its stock to the list of
collateral approved for BoJ loans. The bank’s directors unanimously rejected the
petition, citing the relative volatility of the stock’s price and uncertainty about the
company’s finances, but when the NYK persisted, arguing that it was a special firm
under government protection, the BoJ turned yet again to Matsukata. He in-
structed the bank not only to approve the petition but to lend on the security of
NYK shares up to the full value of their paid-up portion instead of half the value,
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as the bank proposed (stockholders in the NYK, as in most joint-stock compa-
nies, paid for their shares on an installment basis).*

Political motives of the kind Yagi emphasizes may well have contributed to the
hasty establishment of the BoJ]. He speculates that, as part of the maneuvering
against Okuma in early October 1881, Matsukata promised to launch a central
bank within a year of his appointment as finance minister, though he provides
no evidence for such a promise.®! That the Sat-Cho leaders, according to Yagi,
had secretly begun planning in 1881 to set up a shipping firm to rival Mitsubi-
shi®? and that the BoJ extended a large and irregular loan to the KUK not long
after the founding of both the bank and the company do suggest the oligarchs’
use of the bank for a political vendetta against Mitsubishi over its ties to Okuma
and opposition groups.

Yet alternate interpretations point to motives other than political intrigue. The
main reason for the BoJ’s delay in issuing convertible notes was that in
March 1882—when Matsukata submitted his memorandum calling on the gov-
ernment to establish a central bank but to withhold “for some time” granting it
permission to issue such notes®*—the difference in value between paper money
and specie was still large, even though the contraction of currency was under way,
with a one-yen silver coin fetching on average ¥1.55 in paper; paper currency de-
preciated even further in the months preceding the bank’s establishment in Oc-
tober (see table 1.3). If the BoJ had started issuing convertible notes at that time,
recipients of the notes would very likely have immediately converted them into
specie, as had happened to national bank notes prior to 1876—hence, the excep-
tional case of “a central bank that doesn’t issue bank notes.”®

This observation still begs the question of why Matsukata did not wait to es-
tablish the BoJ until, as he put it in his March 1882 memorandum, “the national
coffers” had “enough specie to form the necessary reserve for issuing bank
notes.”® The Political Crisis of 1881 may have hastened the BoJ’s founding and
helped strengthen Matsukata’s desire to ensure strict government oversight, but
he had been preparing to recommend the establishment of a central bank under
Belgian-style state supervision ever since Léon Say had convinced him to do so
more than three years before the 1881 upheaval. Matsukata seems to have staked
his reputation on putting in place a central bank—even if it was a work in pro-
gress—as the centerpiece of his entire financial program. Establishing such a
bank, he declared in his memorandum of March 1882, “lies at the foundation of
all other financial reforms” and represents a “fundamental policy through which
at one stroke financial soundness and health may be infused into the body poli-
tic.”%® Reducing the amount of currency in circulation was the most urgent task
at hand, but Matsukata may have felt compelled to follow through on founding
the BoJ posthaste after having pronounced it foundational to his reform.
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In addition, Wray has questioned the view, repeated by Yagi, that the Sat-Cho
leaders promoted the KUK out of a vengeful desire to weaken or destroy Mit-
subishi. Instead, Wray emphasizes concerns about national security and interna-
tional trade as more significant motivations for the oligarchs’ sponsorship of the
KUK. Whereas the government wanted “a strong commercial fleet capable of
operating overseas” and especially one poised for requisitioning by the navy in
wartime, Mitsubishi was increasingly focusing its shipping business on profitable
coastal routes to the neglect of foreign lines.®” Eager to promote overseas ship-
ping for both military and economic reasons, therefore, the government drove
the formation of a second company that would be more responsive to state poli-
cies. In particular, the government included in the directive it issued to the KUK
numerous stipulations related to naval preparations and appointed naval officers
as president and vice-president of the company. Wray’s interpretation, in turn,
puts into question whether the precipitance of the BoJ’s founding and its loan to
the KUK were part of a conspiracy directed against Mitsubishi, which, after all,
continued to receive state subsidies after 1882, though with greater restrictions
that ultimately led it to support the NYK merger and to withdraw from direct
involvement in shipping.

Furthermore, industrial financing by the BoJ, though a violation of its legal
statutes, was to a large extent a pragmatic response to economic exigencies in the
1880s and 1890s. In both “Zaisei gi” and his 1882 memorandum, Matsukata called
for the creation not only of a central bank that would function as the pivot of
Japan’s banking system but also of an industrial bank and a savings bank. Under
this proposed division of labor, following the Belgian example, the BoJ would fo-
cus on short-term commercial finance while the industrial bank would handle
long-term funding of industrial, agricultural, and engineering projects and the
savings bank would encourage “the spirit of thrift.” But, as Matsukata declared
in his 1882 memorandum, he would seek “some future opportunity” to draft reg-
ulations for the special banks.®® He explained in a memorandum the following
year that, with the current price of public bonds below par, it would be “impos-
sible” for an industrial bank to issue bonds, which would be the basis for its lend-
ing; the government would have to wait until public bonds regained their face
value before it could establish such a bank.®® As it turned out, once the Diet opened
in 1890, it did not pass laws to set up long-term credit banks until after the Sino-
Japanese War of 1894—1895. A hypothec bank, Nippon Kangyo Ginko, originally
charged with providing loans primarily to the agricultural sector on the security
of real estate, finally opened in 1897, and an industrial bank, Nippon Kogyo
Ginko, which lent on the security of corporate shares, in 1902. As Ishii Kanji
remarks, however, “industrialists could not wait for the appearance of banks spe-
cializing in long-term finance, so they turned to national and private banks to get
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long-term funding using real estate and securities as collateral, and the BoJ backed
up such financing despite the prohibition against it in the bank’s regulations.””
Thus, the central bank continued to lend on the security of corporate shares, espe-

cially those of capital-intensive railroads, until after the turn of the century.

“Outsourcing” Foreign
Exchange Activities

Besides undertaking industrial financing, the BoJ diverged from the Belgian model
in yet another way by eschewing direct involvement in foreign exchange business
until 1904. Just as in their 1881 proposal Okuma and It6 had recommended the
establishment of a central bank that would absorb the Yokohama Specie Bank and
handle foreign exchange activities, Matsukata also indicated in both “Zaisei gi”
and his 1882 memorandum that his proposed bank, like the NBB, would engage
in “discounting foreign bills of exchange.””! Instead, however, as Michael Schiltz
puts it, the BoJ ended up “outsourcing” foreign exchange to the Yokohama Spe-
cie Bank (YSB).”? That bank opened for business in February 1880 on the same
day the Council of State forced Okuma to resign as finance minister. Fukuzawa
Yukichi, the educator and popularizer of things Western who was himself an ac-
complished private entrepreneur, seems to have originated the idea for the spe-
cie bank two years earlier, recommending the establishment of such an institu-
tion in letters he wrote to Okuma. Under Fukuzawa’s “initiative and guidance,”
two government officials who had graduated from his academy, Kei6 Gijuku, as
well as business associates of Fukuzawa developed plans for the bank, which
Okuma formally proposed to the Council of State in late 1879.7> Raymond Gold-
smith claims that the YSB “was the only important financial institution [in Japan]
that did not closely follow a Western model.”’# As an expedient, the YSB initially
operated under the national bank regulations, but its directive gave the finance
minister much tighter control over the bank and withheld from it the national
banks’ right to issue notes. Also, unlike the national banks, the YSB centered its
business on foreign exchange.

As the scale of the YSB’s operations grew, the national bank regulations began
to pose obstacles to its business activities. For example, those regulations forbade
the transferring of funds to and from banks overseas, making it impossible for
the YSB to enter into correspondent agreements with foreign banks. To remove
such hindrances, Matsukata and YSB governor Hara Rokur6 (1842-1933) decided
in 1886 to establish regulations specific to that bank. Promulgated in mid-1887,
the new regulations apparently did have a Western model—the charter of the
Hongkong and Shanghai Banking Corporation (HSBC). Founded by a Scotsman
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in Hong Kong in 1865, the HSBC helped promote British trade with East Asia
and held first place among foreign banks in Japan.” The Japanese authorities did
pattern the YSB’s provisions governing foreign exchange operations after those
of the HSBC, but Ishii Kanji notes that the two banks differed considerably in
organization and independence: for instance, only Japanese could be stockhold-
ers of the YSB, which the Tokyo government backed and supervised, whereas
European, U.S., and other nationals held stock in the HSBC, which remained
relatively free of regulation by the Hong Kong government.”®

Okuma had intended the YSB mainly to help bring specie hoarded within Ja-
pan back into circulation and thereby raise the value of paper money, but the bank
took on a very different function under his successors as finance minister, Sano
and Matsukata. As the yen failed to appreciate in the months after February 1880,
the government in October of that year adopted a program that an Okuma sub-
ordinate, Maeda Masana, had proposed in the autumn of 1879 whereby the YSB
undertook foreign exchange operations centered on financing exports and acquir-
ing specie from abroad.”” As noted in chapter 3, the YSB borrowed paper money
from the government and later from the BoJ and advanced it to merchants in-
volved in exporting Japanese goods. It then received repayment in foreign mon-
eys that the bank’s overseas agencies collected at the export destinations and ex-
changed the foreign paper for specie, which it used to repay the government and
the central bank. At Matsukata’s request, the government in March 1882 expanded
the program to cover exports not only of raw silk and tea but also of other goods
such as rice and coal.”® Through this scheme, by 1905 the YSB, together with the
BoJ, had supplied some 80 percent of the financing for raw silk exports, Japan’s
number one foreign exchange earner.”” By underwriting exports of raw silk and
other commodities, the YSB played a crucial role in enabling the Ministry of Fi-
nance to accumulate sufficient specie for the BoJ to begin issuing convertible notes
with confidence in 1885. With the enactment of revised YSB regulations in mid-
1887, Matsukata fully abandoned the idea of merging the YSB and BoJ, stating at
a government meeting in June 1887 that it would be preferable to maintain the
specie bank as an independent institution handling foreign exchange business,
though under the strict supervision of the Ministry of Finance.%

Establishing Silver Convertibility

On the question of which monetary standard he would have the Bo]J support, Mat-
sukata had hoped to put Japan back on the gold standard, which virtually all the
advanced Western countries, including Japan’s most important trading partners,
had adopted by 1881. In that year Britain, France, and the United States alone
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took 74 percent of Japan’s exports and provided 69 percent of its imports by yen
value.?! Much as gold standard advocates would emphasize in the lead-up to
Japan’s adoption of that monetary standard in 1897, convertibility to gold would
therefore have lowered transaction costs and exchange rate volatility with the
country’s main trading partners as well as potential lenders. The exchange rate
issue, in particular, would hit home when negotiations over the note redemption
bonds that Matsukata aggressively tried to sell in Europe in 1884 and 1885 col-
lapsed over the failure to agree on a silver-gold conversion rate.??

Nevertheless, as we saw in chapter 2, Matsukata took a pragmatic approach to
currency standards, as he did in other areas of financial policy. For Japan in 1881
the silver standard was the logical choice for a convertible currency system. While
demand for gold was rising and global gold production was stagnating, silver was
relatively plentiful, as nations transitioning to gold standards sought to unload
their silver reserves and new silver discoveries, particularly in North America and
Australia, combined with improvements in mining technology, had led to more
than a doubling of world silver output from 1860 to 1880.33 The paltry ¥8.7 mil-
lion remaining in the Meiji government’s reserve fund in mid-1881 consisted al-
most entirely of silver, and at the end of 1885, by which time the specie and bul-
lion held by the government and BoJ had reached some ¥42 million, gold accounted
for less than ¥14 million of the total.3* By contrast, at the end of the year in which
Japan finally went on the gold standard, the central bank’s reserve amounted to
nearly ¥97 million in gold, including part of the ¥374 million in China war repa-
rations deposited as pounds sterling in London. The 1897 reserve was equivalent
to some 40 percent of the ¥226 million in convertible Bo]J notes in circulation to-
gether with the ¥12.5 million in government and national bank notes still out-
standing at the end of that year.®

Also impelling Japan to go for silver convertibility in the 1880s was that silver
was East Asia’s de facto trade standard, and the Western powers insisted on its
use in the treaty ports, where foreign merchant houses handled as much as
90 percent of Japan’s exports.?® As Matsukata explained to the Council of State in
October 1883 in recommending a shift from the legal bimetallic system to a de
facto silver standard:

At present the East has yet to reach a high level of civilization and has
taken silver as its trade standard for hundreds of years. Although England
is a rich and strong country that is on the gold standard and extends over
the four seas, when its people come to the East, they conduct trade using
silver currency. Ultimately, they conform to the actual state of affairs by
using a silver standard rather than a gold one. That being the case, with
our meager trade, we cannot possibly maintain a gold standard.
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He went on to assert that, “although a country that dominates the trade of neigh-
boring countries can maintain a currency standard of its own choosing, our
country’s trade has not yet attained that level; furthermore, because Asian lands
are silver countries and our country’s economy is not yet at a stage that would
make the use of silver inconvenient, we must now establish silver as our currency
standard.”®

More positively, Matsukata and his colleagues anticipated that adopting the
silver standard would give Japan a significant advantage in trade with gold stan-
dard countries, as the declining price of silver cheapened Japanese exports, espe-
cially of silk, tea, and rice, which were in high demand in advanced Western na-
tions. By 1885 the price of one ounce of silver, which had remained stable until
the early 1870s, had dropped on the London market by 25 percent, and the price
would continue to fall until in 1897 it would stand at less than half the price in
1872.88 Similarly, silver depreciated markedly relative to gold on the London mar-
ket during this period, the silver-to-gold price ratio going from 15.63 in 1872 to
19.41 in 1885 and eventually to 34.34 in 1897.%° As expected, from 1886 to 1895,
Japan’s exports to its top three gold standard trade partners—the United States,
Britain, and France—did indeed surge, more than doubling from ¥34 million out
of total exports of ¥49 million to ¥84 million out of aggregate exports of ¥136
million. Yet total Japanese exports to its three leading trade partners on the silver
standard—China, Hong Kong, and Korea—tripled during those years, going from
¥10 million to ¥31 million,” suggesting that Japan’s move “to the same mone-
tary standard as its regional trade partners . . . reduced exchange rate volatility
and lowered transaction costs.”®! The positive trade balances of 1882-1885, when
exports held steady but imports dropped and stagnated owing to the deflation-
induced depression, continued in every year during the following decade, save
for the panic year of 1890 and the war year of 1894.%?

With the global depreciation of silver and the rise in domestic prices follow-
ing the Matsukata deflation, switching to the silver standard basically “insulated”
Japan from the “gold-bloc deflation” of the late nineteenth century.”® As Garrett
Droppers, who had served as chair of political economy and finance at Tokyo Im-
perial University, wrote in 1898, “it is well known that prices in Europe and
America have continuously fallen in the past twenty years—a process from which
Japan has been entirely free.” He then noted that, “with every decline in the gold
price of silver Japanese industries had a new opportunity for expansion. The sil-
ver standard in Japan proved to be a most remarkable and peculiar protective
measure—entirely free from the objections to a protective tariff,”* which the un-
equal treaties prevented Japan from applying anyway until the last pillar of the
treaties—tariff control—toppled in 1911.
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In an 1890 report on his currency reform of 1882—1885, Matsukata indicated
that another reason the government went for silver was to hasten the buildup of
the specie reserve and the establishment of convertibility. By taking advantage of
silver depreciation to achieve those ends, the government could ease and shorten
the economic downturn that Matsukata had anticipated his drastic contraction
of paper currency would inflict on Japan: “Reducing the paper money supply and
increasing the specie reserve would no doubt result in the restoration of the value
of paper currency, the importation of specie, the attainment of trade surpluses, a
decline in interest rates . . . and a rise in public bond prices.””> As Matsukata ex-
plained in this report, after the government announced that the BoJ would issue
notes convertible to silver beginning in 1885 and that government fiat notes would
also be redeemable in silver beginning in 1886, the authorities were, in effect, able
to raise the specie reserve ratio by exchanging gold coins and bullion in the re-
serve for silver, essentially devaluing the yen by setting paper at par with the
cheaper silver coin. Under Japan’s legal bimetallic system, the Treasury recorded
a ¥1 gold coin as equal in value to a ¥1 silver coin in calculating its specie reserve
holdings, despite the relative appreciation of the gold one yen, which was actu-
ally worth about ¥1.2 in silver at the gold-silver exchange rate in 1885.% There-
fore, converting the nearly ¥14 million in gold coins and bullion in the specie
reserve to silver in 1885, the government could raise the nominal specie reserve of
¥42 million to ¥45 million; the new figure raised the ratio of specie reserve to
all government and national bank notes in circulation from about 35 to
38 percent.”’ The yen would continue to devalue steadily during the years Japan
was on the silver standard, contributing to a rise in prices, wages, industrial out-
put, and exports alike, particularly during the private enterprise booms of the
late 1880s and 1890s.

Issuing Convertible Notes

Thanks in part to the YSB’s foreign exchange program, combined with Japan’s
overall trade surplus during the Matsukata deflation, the amount of specie in the
government’s reserve fund rose significantly from less than ¥9 million on the day
Matsukata became finance minister in October 1881 to nearly ¥34 million in De-
cember 1884. By the end of 1885, that figure had further climbed to ¥42 million,
while the BoJ had accumulated an additional ¥3.3 million in its reserve.”® The YSB
program accounted for almost a fifth of the total increase in the government’s
holdings of specie from October 1881 to December 1885 (see table 3.4, “Foreign
bills of exchange collected”). As a result of Matsukata’s drastic contraction of the
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money supply and the marked growth in the specie reserve, which went from a
lowly 8.3 percent of the value of all notes in circulation in December 1881 to
27 percent in December 1884, paper money appreciated dramatically, with the
paper-to-silver ratio dropping from 1.73 in October 1881 to 1.09 in May 1884.%
In light of these positive trends, the government in May 1884 finally enacted
regulations for the BoJ to issue convertible bank notes. In proposing the regula-
tions in October 1883, Matsukata had recommended a maximum limit for note
issuance of no more than three times the value of specie held by the bank, “fol-
lowing the example of European central banks.”'® Undoubtedly, then as before,
he specifically had in mind the Belgian model. The National Bank of Belgium had
precisely that proportional reserve requirement; unlike, say, the Bank of England,
which under the Peel Act of 1844 had to back the money it issued almost entirely
with gold, the NBB had the more flexible stipulation that its specie reserve equal
at least one-third of the total value of notes in circulation.!” The BoJ’s 1884 reg-
ulations, however, stated only vaguely that the bank “shall keep a sufficient
amount of silver coins as reserve fund for the conversion of notes,” adding that
the finance minister “shall determine the amount [of notes] to be issued.”'*? In a
July 1884 directive to the bank, the Ministry of Finance set an initial upper limit
for BoJ notes of ¥2 million but stated that “the minister of finance may approve
an increase in the issue when he deems it appropriate” and that he would “spec-
ify the ratio between the amount of notes issued and the reserve.”!* By the end
of 1884, the bank had accumulated a mere ¥370,000 worth of silver coins, so in
April 1885 it requested a loan of ¥2 million in silver from the Ministry of Finance
to serve as the exchange reserve it would need upon issuing convertible notes.!%
In May 1885, just three days before the BoJ issued its first notes, the govern-
ment revised the directive, dropping the ¥2 million issue limit and indicating sim-
ply that, “depending on the state of financing, the minister of finance will spec-
ify” the maximum limit for note issuance.!® In accordance with this stipulation,
the BoJ secured Matsukata’s approval for the bank to make gradual note issues of
up to ¥5 million as well as for the government to lend it the requested ¥2 million
in silver for its specie conversion reserve. The bank then proceeded to put into
circulation its first batch of convertible notes on May 9; by the end of the year,
when paper was virtually on par with silver, it had issued nearly ¥4 million in
banknotes, about 3 percent of the total value of notes in circulation.!%
Thereafter, in response to growing demand for convertible notes from both
the private sector and the government, the BoJ continually obtained Ministry of
Finance approval to raise the note issue limit—initially to ¥9 million in Febru-
ary 1886 and, only a month later, to ¥20 million and, by 1890, to ¥85 million.
With the difference in yen value between paper money and silver coins having
disappeared in January 1886, the issue of BoJ notes went smoothly, as the bank
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was able to exchange almost ¥29 million more of its notes for silver and govern-
ment paper than it had to take back in exchange for silver over the course of that
year. Of the nearly ¥29 million total for 1886, the amount of silver alone that the
BoJ received in exchange for its notes exceeded the amount it paid out by more
than ¥15 million. Although initially the bank deposited only silver coins into its
reserve fund, it began to add gold coins in April 1886 and gold bullion in August
of that year, partly in anticipation of the eventual return to the gold standard. The
ratio of reserve specie to notes never fell below 55 percent during the three years
after mid-1885, assuring the successful launch of the silver standard.!?”

In June 1883, the BoJ had assumed responsibility for redeeming national bank
notes when the Ministry of Finance deprived the banks of their right of note
issue and stipulated that they convert to ordinary commercial banks if they
wished to continue in business after their charters expired twenty years from their
founding.'®® Then, in 1886 the BoJ also took on the task of handling the retirement
of the government’s inconvertible notes. By the end of fiscal 1889 (March 1890),
the bank had redeemed over ¥43 million in government paper money; as a re-
sult, by that time, government notes” share of all paper in circulation had
plunged from 72 percent at the beginning of January 1886 to 28 percent. Not
until the end of 1899, however, did the BoJ complete the retirement of govern-
ment notes. Meanwhile, between January 1886 and March 1890, national bank
notes’ share of the total money supply declined much less—from 25 percent to
18 percent. But, after the last of the national bank charters expired in 1899, the
Ministry of Finance declared the banks’ remaining notes no longer legal tender,
and the BoJ would finish their redemption in 1904.1%

Despite Matsukata’s advocacy in 1883 of a Belgian-style proportional reserve
system, the relation between the BoJ’s note issue and its specie reserve remained
unclear until 1888. By then, Matsukata had changed his mind and, in another de-
parture from the Belgian model, proposed instead a fiduciary elastic limit
method of note issuance following the practice of Germany’s central bank. Tajiri
Inajir6 had actually recommended the Reichsbank’s elastic limit method (seigen
kusshin ho) as early as August 1882, when he had sent Matsukata an opinion pa-
per comparing different “methods of issuing paper currency,” though Tajiri had
rather conservatively suggested combining that approach with the Russian gov-
ernment’s practice of limiting annual note issues to a proportion of tax revenue.!''?
In fact, in June 1878, while still at Yale, Tajiri had written a lengthy paper titled
“Opinion on Public Finance,” in which he summarized the orthodox lessons he
had learned from Sumner and others, such as the “evils of inconvertible notes” and
the advantages of the gold standard but had also urged that, “following the exam-
ple of the new German bank,” Japan should adopt the elastic limit (“erasuchikku-
rimitto”) system as (and here he was sounding very much like a recent college
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graduate) “the most excellent method ever” (mottomo senko no ryoha).''! Tajiri
sent his opinion paper to Yoshida Kiyonari, who was then minister plenipoten-
tiary to the United States. Whether Yoshida forwarded the document to finance
officials in Tokyo is unclear. He had taken up his position at the Japanese em-
bassy in 1874 after helping negotiate the government’s second foreign loan,
which it planned to use for commuting samurai stipends. As a gold monomet-
allist with four years of service in the Ministry of Finance, Yoshida was undoubt-
edly impressed with the knowledge that Tajiri displayed in his paper of financial
theory and practice as well as of trends within Japan, despite his having been
away from the homeland for over seven years, and he may well have recom-
mended Tajiri to his former colleagues in the ministry. When Ulysses Grant vis-
ited Japan in 1879, Yoshida happened to be home on furlough and served as a
guide to the ex-president; in honor of the general and his visit, Yoshida would
name his son “Grant.”!?

Matsukata evidently mulled over Tajiri’s elastic limit suggestion for several
years before deciding to recommend it to the cabinet. The government accepted
his proposal and revised the convertible bank note regulations accordingly in Au-
gust 1888. Under this revision, the government authorized the Bo]J, with the ap-
proval of the finance minister, to issue notes in excess of the issue limit—reset to
¥70 million at the time—upon payment of a tax. The bank could use as security
for the notes it issued not only the silver and gold it held in reserve but also com-
mercial and treasury bills, public bonds, and other “sound instruments.” Of the
¥70 million limit, the bank had to earmark ¥49 million for retiring the remain-
ing national bank and government notes, leaving only ¥21 million it could freely
issue at the height of a private enterprise boom.!"> Consequently, the elastic-limit
system, whereby the minister of finance could permit the BoJ to surpass the note
limit or, better yet, establish a higher limit, was crucial in rendering the bank ca-
pable of responding flexibly to the financing needs of both private business and
the government.

As the domestic economy recovered from the recession of the early 1880s and
demand for financing mounted in the private sector, the BoJ steadily increased
its issue of convertible bank notes, raising the total in circulation from just under
¥40 million in 1886 to over ¥79 million in 1889 and, beginning in 1886, reversing
Matsukata’s currency deflation.!* The bank put into circulation a significant por-
tion of its notes by accepting as collateral for discounting commercial bills the
shares of private railroads, banks, and the Kanegafuchi Spinning Company, among
other firms, thereby facilitating the provision of credit to leading joint-stock com-
panies in the modern sector.!® The central bank also accepted public bonds as
loan collateral. In fact, from 1886 to 1889 the BoJ lent more than three times as
much on the security of public bonds as on shares; during those years, the total
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of loans collateralized by public bonds equaled some 15 percent of the value of
all convertible notes in circulation and over half of the total amount subscribers
paid for the seven sets of bonds the BoJ issued on behalf of the government.!'¢ By
accepting public bonds as loan collateral and purchasing large blocks of them from
the government itself,''” the bank contributed to the successful flotation of a se-
ries of public bonds to construct state railways, enhance the navy, and redeem
inconvertible notes, as Matsukata moved from deflationary to expansionary pol-
icies after 1884.!1% The BoJ’s lending on the collateral of securities, the most
important of which were public bonds, played a key role in enabling Japan to ex-
perience simultaneously—and without recourse to foreign capital—currency
reform, domestic bond issuance, and economic growth in the latter half of the
1880s.1%



6

“POOR PEASANT, POOR COUNTRY”?
The Matsukata Deflation

In an 1886 treatise on farm insurance subtitled Proposals for the Amelioration of
the Condition of the Japanese Agriculturalist, Paul Mayet (1846—1920), a German
adviser to the Meiji government, placed on the title page an inscription that read
“Poor peasant, poor country. Poor country, weak country!”—roughly the reverse
of the Meiji regime’s slogan “rich country, strong army” (fukoku kyohei).! The
“poor peasant” to whom Mayet was referring was the small landowning or ten-
ant farmer suffering from the effects of the Matsukata financial reform, for, even
as that reform helped pave the way for modern economic growth in Japan, it
threw the country’s agricultural sector into a depression. The price plunge and
tax hike accompanying currency deflation and armaments buildup brought
hardship and despair to many in the countryside; failing to meet their tax obliga-
tions, many owner farmers fell into a downward spiral of indebtedness leading to
bankruptcy, dispossession, and tenancy. In the critical perspective, the Matsu-
kata deflation played a major role in both the entrenchment of the prewar land-
lord system and the collapse of the Jiyato or Liberal Party, the rural-based wing
of the Popular Rights movement.? In the positive interpretation, the rural crisis
was an unavoidable but temporary by-product of an urgently needed reform;
however hard hit the peasants may have been, they were not so desperate as to
rise up in revolt.?

Regardless of whether scholars hold negative or positive views of the Matsu-
kata reform, they have tended to overstate both the short- and long-term impact
of the deflation-induced depression as well as the role of the reform itself in bring-
ing about the “Matsukata deflation” in the first place. If Matsukata had strictly
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followed an orthodox program of financial stabilization, the depression would
likely have been as severe as most accounts claim. But his deviations from
orthodoxy—boosting government spending, promoting exports of commodities
from the rural sector, and the like—helped to buffer the economy and abridge
the downturn. In short, one needs to qualify the commonly held view that the

Matsukata reform was “a devastating experience for millions of people.”

Causes of the Deflation

With few exceptions, English-language scholarship still maintains that the post-
1881 “retrenchment” policies of Finance Minister Matsukata triggered the depres-
sion that gripped rural Japan from 1882 to 1885: it was a straightforward cause-
and-effect relationship. In fact, however, the situation was much more complicated
than such a reading would indicate, and since at least the 1980s non-Marxist scholars
in Japan have portrayed the Matsukata reform as having basically reinforced and
accelerated a deflationary trend that was already under way.” Some even go so far
as to say that, no matter who had been in charge of financial policy after 1881, an
economic recession would inevitably have occurred.®

Why, then, should Matsukata not get all the blame for bringing on one of the
most severe deflations in modern Japanese history? Admittedly, historians agree
that Matsukata’s sharp reduction of the money supply from 1882 to 1884 was
mainly responsible for the steep decline in prices and general depression of those
years. From 1881 to 1884, while the amount of inconvertible paper notes shrank
by 19 percent, Tokyo wholesale prices dropped by the same amount, with the price
of rice, Japan’s biggest commodity, falling by half on the Tokyo exchange.” But,
at least in the Japanese literature, scholars have also pointed to other internal
factors that preceded the Matsukata financial reform and helped trigger the de-
flation of the early 1880s. To begin with, Oishi Kaichird and others have noted
that from mid-1879, when Okuma initiated the redemption of government notes,
to the autumn of 1880, after the Council of State had accepted his retrenchment
proposal, the Ministry of Finance under Okuma and Sano was already imple-
menting most of the policies that would form the core of the so-called Matsukata
retrenchment.? In other words, tax increases, spending cuts, and note retirements
had all been acting to deflate the economy for at least a year before Matsukata be-
came finance minister. The average price of rice on the Tokyo market, for in-
stance, peaked in December 1880 and declined steadily into the early fall of 1881
(see table 1.4). Hence, the squeeze was on: the government, especially during Sano’s
tenure as minister of finance, was already soaking up the rural windfalls of the
inflationary period from 1878 to 1880.°
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Japanese historians have also observed that the speculative bubble in the rice
market, the main contributor to the inflation of 1878-1880, had burst at the be-
ginning of 1881. The regime had magnified this natural reaction to excessive spec-
ulation by announcing in February 1881 that it would accelerate the collection
of the land tax, as described in chapter 3. During the four years prior to this an-
nouncement, the price of rice had skyrocketed some 220 percent, far outpacing
the depreciation of paper currency, whose value had dropped “only” 44 percent
during that time. Clearly, something more than currency depreciation was at
work; above all, intense speculation was to blame for the soaring price of rice.
The price continued to rise in spite of record harvests in 1879 and 1880. What
farmers were doing was simply hoarding their bounty rather than selling it, an-
ticipating a continued appreciation in rice prices. In this volatile, speculative en-
vironment, then, the government in early 1881 issued its new policy of acceler-
ated land tax collection. The price of rice had begun to edge down in January of
that year, as the market finally felt the effects of repeated good harvests, but the
February decree on land taxes seems to have given a decisive push to the decline
in rice prices. Basically, the announcement threw farmers into a panic, and, as
the price of rice began to fall, they rushed to sell large amounts of hoarded rice,
anxious to meet the stricter requirements for land tax payment. In short, these
developments sent the rice price on a downward slide well before Matsukata
launched his program of currency contraction.!?

Besides these prior domestic causes, since the early 1980s, a number of Japa-
nese scholars have also suggested that an external factor, the contemporaneous
global depression, intensified the Matsukata deflation. They point out that in the
early 1880s the global economy experienced a slowdown, one of a series of de-
pressions in the latter third of the nineteenth century, as trade and prices fell
worldwide. By that time, they maintain, Japan’s exports of silk, tea, and other
primary commodities had tied its economy to international market trends to
such an extent that the global slump had to affect Japan.!! This exogenous factor,
however, remains understudied and largely absent from the Western-language
literature.

To the extent that the Matsukata deflation and the lead-up to it constituted in
large part a cyclical reaction to a speculative mania, from a macroeconomic stand-
point Matsukata would appear to have pursued exactly the opposite policy he
should have. One can easily make this claim with hindsight, but, when faced with
an unfolding economic downturn, a government would normally avoid retrench-
ment and deflation, further constricting an already deflating economy; to the
contrary, one would expect a government to adopt stimulus measures to bring
about economic recovery. The parallels with 1930 and the disastrous deflation-
ary policy of Inoue Junnosuke are suggestive: after his appointment in late 1881,
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Matsukata sought to freeze state spending and contract the money supply as
Japan was heading into an acute economic slump. Historians usually refer to the
period 1878-1880 as a time of financial and economic “crisis.” It was certainly a
crisis for the Meiji government, and Matsukata and his subordinates, in justify-
ing and extolling his policies, defined it as such: his program saved the Meiji mir-
acle from a life-threatening emergency. One could just as easily turn the argu-
ment on its head, however, and call the period of the Matsukata deflation “the
crisis,” much as we label the panic and recession that followed the speculative
boom of the late 1880s “the financial crisis of 1890.”12 One wonders whether Mat-
sukata learned from his earlier mistakes, for he would pursue very different pol-
icies during the Panic of 1890, pumping money into the economy through the
BoJ and taking other steps to alleviate that crisis.!?

All of this speculation is somewhat moot, since Matsukata had other overrid-
ing objectives in mind. These objectives were not the political ones that scholars
have often attributed to him, namely, that he set out to undercut the Popular
Rights movement or to create a budget surplus for armaments expansion. Rather,
Matsukata was determined above all to establish a sound convertible currency and
a centralized banking system using Japan’s own resources; to accomplish those
goals, he had to push through a drastic program of currency deflation, come
what may.

Some have argued that Matsukata underestimated the severity of the deflation
and the resulting recession. He simply failed to anticipate that his program would
have such an adverse impact on the economy in the short run.!* Matsukata’s ef-
forts to accelerate currency reform from 1883 on would seem to support that view.
Granted, the price of rice had been declining for almost a year when he started
putting his program into effect, while the foreign trade balance had already started
to improve, thanks mainly to a significant drop in rural purchasing power. But
approximately a one-year lag occurred between those trends and that of the gen-
eral price level, which continued to rise throughout 1881."> In addition, the value
of paper money, which hit bottom in April 1881 at a 1.8 paper-to-silver ratio, ap-
preciated by about 17 percent relative to silver in the middle third of the year but
then dropped again in September to a ratio of about 1.7 and remained roughly at
that level the rest of the year (see table 1.3). Therefore, Matsukata might well have
believed that the inflationary crisis had far from passed.

Matsukata did expect his program to cause a brief but intense recession, how-
ever. His greatest fear was that, midway through, opposition to the program would
become so severe that he would have to discontinue it. Accordingly, he first made
certain to extract commitments from the other leaders and the emperor not to
deviate from his course. As two of Matsukata’s personal advisers warned him in
1882, not only might his program be jeopardized on account of popular resistance,
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but his own life might be endangered as well.'® Matsukata was not oblivious to
the consequences of his policies. But, as the recession unfolded, he insisted that it
was merely a transitory side effect of his life-saving medicine, bringing only tem-
porary hardship to the nation. As he reported to the emperor in 1882, he had
anticipated that a recession would emerge that year and would “become even
more intense” the following year, asserting that it was “by nature a temporary
but unavoidable phenomenon” and that he based this assertion “not on adher-
ence to theory” but “on the practical experience of Western countries.”!”

Prefectural governors who had to face the consequences might have required
more convincing. Matsukata felt compelled to address them at the end of 1883
to allay their concerns and secure their support of his program. In his speech to
the local bureaucrats, who happened to be in Tokyo for a national meeting, Mat-
sukata repeated what he had said to the emperor the previous year and assured
the officials that he had “already anticipated [the recession], which is not something
to be worried about at present.” Therefore, “by no means should we change the
great policy of state finance.”!® Nevertheless, the steps Matsukata initiated in 1884
to hasten the completion of his “great policy” such as opening the export dis-
count program to Western merchants and marketing public bonds both at
home and abroad, suggest that he himself was taken aback by the depth and
duration of the economic slump.

The Impact on Rural Communities

While the Matsukata deflation lasted, it hit rural Japan hard. For the agricultural
sector, the deflation-induced depression became especially acute in 1884—1885,
when a “perfect storm” of natural disasters ended the string of good harvests and
a global financial panic hit Japan’s main trading partners. Rice production, which
had stayed at or above 30 million koku for five years in a row, suddenly dropped
to 26 million koku in fiscal 1884; despite the bad harvest, the price of rice contin-
ued to fall."” Meanwhile, the total value of exports declined from nearly ¥38 mil-
lion in 1883 to ¥33 million the following year, raw silk being the hardest hit. As
frost, blight, and other natural calamities played havoc with crops, the threat of
famine emerged as a widespread concern, stirring memories not so much of the
fairly recent famine of 1867-1868 as of the far greater Tenpo crisis of the mid-
1830s, when unusually cold weather and heavy rainfall had devastated farming
communities, and tens of thousands had starved to death. In fact, national and
local officials alike compared the situation in fiscal 1884 to the Tenpo famine. As
the Ministry of Agriculture and Commerce warned in May 1885:
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Since the opening of spring cold and heat have alternated without any
order or succession, and the damage caused to crops in all districts is
very great. The crop of tea has fallen five-tenths from the usual yield,
and that of wheat four-tenths. A retrospect of the past shows that agri-
cultural dearth generally occurs in this country in a cyclical period of
from thirty to fifty years. This is the fiftieth year since the famine in the
period of Tenpo, and the climate is so abnormal that it may well be an
omen of another famine.?

The ministry’s prescription for avoiding such a calamity consisted of the hoary
bureaucratic exhortation that farmers work longer, spend less, and save more. One
local headman named Ogiso Zenzaburd, who carried this message to his baili-
wick in Aichi Prefecture, expressed his sense of anxiety by raising the specter not
only of the Tenpo famine but also of the catastrophic North China famine of
1877-1878, in which up to thirteen million people had died. He admonished his
constituents to take further precautions, lest they suffer the indignity of having
to rely on foreign countries for relief aid, as the Chinese had done eight years
before.?!

As it turned out, although the Matsukata deflation brought hardship to rural
areas in Japan, nothing like those earlier famines struck the country. In the bum-
per crop year of 1882, Matsukata had somewhat improvidently raised the gov-
ernment’s half share of the ¥10 million in founding capital for the BoJ by dispos-
ing of central stores of famine-relief rice,?? but the authorities had previously
mandated the setting up of a local safety net. In particular, under a law enacted
in 1878, localities had to establish reserves of money and grain. The twelve vil-
lages under Ogiso’s supervision, for instance, had accumulated a year’s supply of
such reserves, which helped make their district the only one in Aichi that did not
have to apply for prefectural aid in 1885. As another relief measure, in Novem-
ber 1883, Matsukata extended the due date for the final installment of the tax on
paddy fields by a month and, in June 1885, by an additional twenty days.? Still,
even in years of abundant harvests, conditions varied across the country: in 1883,
for example, some regions had poor crops owing to “long-continued drought,”
and two peripheral locales, the Shima district in Mie Prefecture and Tsushima
Island, “experienced actual famine.”* Yet, according to official statistics, only 50
people died of starvation nationwide in 1884, the year of widespread crop fail-
ure, though the effects of that bad harvest intensified in the years that followed,
with 212 deaths from starvation recorded in 1885 and 1,212 in 1886.%

Although Japan’s overwhelmingly rural population may have escaped disas-
trous famines during the Matsukata deflation, Japanese scholars have long argued
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that the deflation itself had dire effects on farming communities, forcing a capi-
talistic “dismantling of the agricultural classes” and the consolidation of the pre—
World War II landlord system.?® Anecdotal information they often recount pre-
sents a graphic montage of peasant distress. Such information includes, for
example, newspaper reports publicized by the government adviser Paul Mayet,
such as stories that in one village in Yamanashi Prefecture virtually every inhab-
itant had been declared bankrupt for failure to pay taxes and that in Kaga Pre-
fecture eight hundred paupers had asked the authorities to be imprisoned rather
than starve to death.”” Other sources describe grim cases in which landless peas-
ants who defaulted on local taxes were dispossessed of everything from the tradi-
tional sliding doors of paper on wood frames (shoji) and straw floor mats (tat-
ami) to hand mills and rice pots.?®

The statistics scholars typically cite to support the “dismantling” argument,
however, are less than persuasive. The number of land tax delinquents did increase
sharply after 1881, leaping from 424 that year to almost 47,000 in 1885, though
the number declined rapidly thereafter until the Panic of 1890. The total amount
of delinquent land tax peaked in 1884 at ¥14,502 (see table 6.1). Furthermore, all
told, between 1883 and 1887, over 300,000 people had to put up for public auc-
tion nearly forty thousand hectares of real estate to meet their land tax obliga-
tions. These figures clearly represent the growing distress of farmers caught be-
tween rising real tax rates and falling agricultural prices and income, as the overall
land tax burden as a percentage of the value of rice produced in Japan shot up
from under 14 percent in 1881 to 31 percent in 1884. Yet the peak annual num-
ber for delinquent taxpayers amounted to 0.9 percent of all farm households in
1885 and that for overdue land tax to 0.03 percent of the total land tax that the
state collected in 1884. Meanwhile, the land forced into auction in 1883-1887 to-
taled 0.8 percent of all farm and residential land subject to the land tax during
that period. Although thousands of farmers also lost their land for failure to re-
pay loans—an estimated 30,000 of them going bankrupt in the peak years of
1883-1884 combined—this figure, too, represented only about 0.5 percent of all
agricultural households.?” Quantitatively, then, one can hardly say that the crush-
ing weight of taxes and loans during the Matsukata deflation led to mass dispos-
session and “dissolution of the farming classes.”*°

Scholars have often used as an index of that “dissolution” the proportion of
tenant-farmed land, which had increased from an estimated 30 percent of all
farmland in the early 1870s to 35.9 percent by 1883 and to 39.3 percent by 1887.
Thereafter the ratio continued a slow climb, topping out at 47.5 percent in 1932.%!
Although tenancy thus appears to have risen twice as fast in the first two decades
after the Restoration as in the ensuing four and a half decades, this differential
growth rate probably owed less to the impact of deflationary policy than to the



“POOR PEASANT, POOR COUNTRY”? 119

TABLE 6.1 Bankruptcy and tax delinquency, 1877-1890

AMOUNT OF NUMBER OF AMOUNT OF NUMBER OF
NUMBER OF DELINQUENT LAND TAX DELINQUENT SAKE TAX

BANKRUPTCIES LAND TAX (¥) DELINQUENTS SAKE TAX (¥) DELINQUENTS
1877 12,599 588 280 30 5
1878 10,881 et 748 136 18
1879 9,935 3,028 194 645 31
1880 9,855 300 146 4,948 35
1881 7,789 1,097 424 33,838 104
1882 12,191 1,402 1,179 133,342 502
1883 22,492% 12,009 6,747 552,291 890
1884 27,526* 14,502 16,784 87,226 202
1885 12,483 9,687 46,692 *x **
1886 10,732 6,051 17,351 67,325 130
1887 8,756 2,656 10,005 54,226 95
1888 6,663 1,688 4,944 33,907 59
1889 5,353 1,460 4,000 73,805 106
1890 4,477 6,213 20,396 40,548 327

Source: Muroyama, Matsukata zaisei kenkyi, 248.

*Muroyama estimated that about 60 percent of bankruptcies involved farmers (p. 247)—hence, roughly
30,000 farm bankruptcies in 1883-1884 combined.

**The sake-related figures for the abbreviated, nine-month fiscal year of 1885 were combined with those for 1886.

working out of the 1873 land tax reform, which the government did not com-
plete until the early 1880s.*? One also finds countervailing trends: in Shiga Pre-
fecture, for example, the sale and concentration of land had proceeded briskly
during the inflationary years of the late 1870s but stagnated during the deflation
when people simply lacked the money to buy land. In addition, farmers there
avoided becoming tenants by engaging in various sidelines. The upshot was that
tenancy actually leveled off in that prefecture during the mid-1880s.%

Most of the increase in tenanted land that did occur represented not the de-
scent of independent cultivators to full-time tenant status but the conversion of
owner-farmers to part-tenants after they began renting additional plots or lost a
portion of their holdings to creditors. Richard Smethurst estimates that as much
as half of the rise in tenancy from 1883 to 1912 resulted from the reclamation of
new fields that developers leased to enterprising farmers rather than from forced
sales or foreclosures.** For all of Japan, according to Smethurst, “pure tenants as
a percentage of total farm households actually fell” between 1883 and 1887, while
owner-farmers’ share of the total dropped on a much larger scale during that time,
so that the chief movement among categories of cultivation was from owner farm-
ing to combined owner-tenant farming, whether by choice or under duress.*
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By far, the most serious effect of the Matsukata deflation on rural communities
was widespread indebtedness. At the height of the depression in 1883-1884, farm-
ers pawned more than 11 percent of total arable land,* borrowing from quasi-
banks and moneylenders at rates as high as 20-30 percent a year. Paul Mayet cited
debt as Japan’s most pressing rural problem, asserting that, during the first half of
the 1880s, peasants by the tens of thousands had been “helplessly delivered over to
the blood-sucking usurer.” Mayet reported a series of sensational incidents of debt-
related agrarian distress, including one example from Kanagawa in which “eleven
desperate farmers” had murdered a moneylender and his adopted son; deed done,
the eleven had “immediately delivered themselves up to the police.”” In one cele-
brated estimate, Mayet claimed that, in the three years from 1884 to 1886, “roughly
one-eighth” of all Japanese farmland underwent mortgage foreclosure, though Na-
kamura Takafusa cautions that this figure “is a bit exaggerated because in some
cases land changed hands more than once.”*® Maeda Masana, in compiling his
national development plan “Kogyo iken” for the Ministry of Agriculture and
Commerce in 1884, surveyed economic conditions nationwide at the height of the
deflation and discovered, for instance, that in Osaka Prefecture farmers had mort-
gaged half of all farmland, in Akita two-fifths, and in Toyama nearly half; for the
country as a whole, Maeda estimated, 70-80 percent of farm households were in
debt, and cultivators had mortgaged 30-50 percent of total arable land.*

In a classic example whereby a financial shock exerts longer-term effects, for
many farmers, the burden of debts they had assumed during the Matsukata
deflation mounted over time, so that they continued to experience distress and
the threat of foreclosure for years to come, as the post-1885 rise in starvation
and tenancy rates suggest. In one hamlet in Yamanashi, for instance, farmers who
defaulted on loans they had taken out in 1881-1885 tended to lose their land a
decade or more after the Matsukata deflation.*® Hence, although the depres-
sion hardly “dissolved” the country’s farming classes, it clearly had a severe
impact on rural Japan.

According to one estimate, rural indebtedness in 1885, at the end of the Mat-
sukata deflation, amounted to ¥330 million or about one fifth of total farmland
value, which, one source claims, is “a quite substantial, but not disturbingly high,
ratio.”*! Yet it was clearly disturbing to those carrying the debts, for—although,
as Henry Rosovsky has noted, farmers may not have rioted in droves—between
1883 and 1885 scores of peasant disturbances broke out over debt-related issues;
the authority on these “debt disturbances” has counted sixty-four discrete inci-
dents, ranging from small group petitions to large-scale uprisings.*? The partici-
pants mainly demanded reduced interest rates and deferred repayment schedules
on loans, and small wonder with borrowers typically paying upward of 20 percent
interest. Paul Mayet expressed amazement that one of the many so-called debt-
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ors’ or paupers’ parties formed during the first half of the 1880s—the one he cited
had a membership of several thousand—should have been pleased to secure from
a group of creditors what he considered an exorbitant rate of interest of 13 percent
and a minimal deferment of three to five years.*

As for the connection between rural distress and the Popular Rights movement,
a common argument is that the Matsukata deflation drove a wedge between the
leaders and the rank and file, between landlords and tenants, and between credi-
tors and debtors within the movement, contributing to its demise in the mid-
1880s. Meanwhile, poorer peasants broke away from the movement to press eco-
nomic rather than political demands through local debtors’ or paupers’ parties.**
Popular rights activists were mostly members of the wealthy gono class and some-
times bankers or moneylenders themselves; as such, they occasionally became
targets of the debtors’ or paupers’ parties. More often, however, they served as
mediators in their capacity as trusted local leaders, along the lines of Neil Waters’s
“local pragmatists” in the Kawasaki region.*> Otherwise, the debt disturbances
generally had little direct connection to the Popular Rights movement; with few
exceptions, the protesting debtors did not see themselves as continuing the popu-
lar political struggle by other means.

The Matsukata deflation, however, did have the effect of splitting along eco-
nomic lines support for the rural-based Jiyuto, the leading organization within
the Popular Rights movement. Such division became especially pronounced
among party members or backers who engaged in commercial sake brewing in
the first half of the 1880s. Specifically, the interests of big brewers diverged from
those of smaller producers, who suffered a bigger blow from the brewery tax hike
and the shrinkage in demand for commercial sake. For Japan as a whole, sake
brewers accounted for a staggering 96 percent of all delinquent taxes from 1881
to 1884. In 1884, the year in which delinquent land taxes crested at ¥14,502, over-
due sake taxes exceeded ¥87,000, but, in the previous two years, the overdue sake
taxes had surpassed ¥130,000 and ¥550,000, respectively (see table 6.1); the fig-
ure of more than half a million yen in 1883 equaled 4 percent of total sake tax
revenue that year. Most brewery tax delinquents were small-scale producers, typ-
ically farmers making sake as a by-employment who were less able to absorb the
doubling and redoubling of the sake tax in the early 1880s. As a consequence, tax
defaults contributed to a huge decline in the number of breweries, which fell from
just over twenty-seven thousand in 1881 to fewer than fifteen thousand in 1886,
while average annual production per licensed brewery rose from 175 to 206 koku
during those years.*®

In the midst of these changes in the sake industry, the divergence of interests
between big and small brewers became clear in Jiyato-led campaigns for tax relief,
including reduction of the sake tax, in the early 1880s. In 1882 Yamagata Aritomo,
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soon to become home minister, proposed a national inspection program
whereby the government would send envoys to localities throughout the country
“to gain a broad view of political developments and to observe popular feeling”;
Yamagata’s goal was to use the resulting information “to suppress fractious local
movements, especially the campaign for liberty and popular rights that was
running at full tide” that year.*” The inspectors he dispatched to prefectures in
1882-1883, following the government’s acceptance of his proposal, reported in
detail on local political activities. Their reports included considerable informa-
tion on the opposition parties’ agitation for tax relief, indicating in particular that
the sake tax regulations Matsukata introduced in 1882, such as a minimum pro-
duction requirement for new licensees, were protecting large-scale brewers while
forcing many smaller producers out of business and that the regulation of home
brewing was depressing the livelihood of the lower classes.*®

The inspectors’ reports on several prefectures—undoubtedly to Yamagata’s
satisfaction—highlighted the big brewers’ undermining of the tax reduction
movement. For example, in 1882, according to a report on Fukui Prefecture, sake
brewers had organized under the Osaka branch of the Jiyato and had staged a
rally demanding tax relief, but prefectural authorities had broken up the gather-
ing. Once the government promulgated the tax increase, the participants held an-
other rally but failed to come up with a strategy. Large brewers recognized that
the tax hike would benefit them at the expense of small-scale producers and there-
fore broke from the movement. The author of this report emphasized that the
conflict of interests between large and small brewers had ultimately led to the col-
lapse of the antitax campaign in Fukui: “Among brewers, wealthy ones spoke
publicly about the hardship imposed by the increased tax but privately tended to
celebrate it.”*? Similarly, an inspector’s report on Ishikawa and Toyama noted that
brewers associations in those prefectures had also mounted campaigns for tax re-
lief, but, once the 1882 increase went into effect, those campaigns failed as well.
The inspector pointed out that small-scale brewers, unlike larger, full-time pro-
ducers, were mostly farmers struggling to supplement declining income they de-
rived from agricultural pursuits. While a number of small breweries had folded
in those prefectures, large producers, like those in Fukui, publicly opposed the
tax hike but privately welcomed the rollback of competition and “secretly agreed
to prevent as much as possible” the entry of new brewers.*® In short, the feigned
support of the antitax movement by major brewers and their eventual withdrawal
on account of the benefits they gained from the 1882 revision of sake tax regula-
tions helped the Meiji government avert an escalation of the opposition parties’
tax relief campaign.

While the sake tax increase, combined with the slump in demand, served to
weed out small brewers, the operation of larger-scale producers actually stabilized,
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and both the amount of delinquent sake taxes and the number of delinquent tax-
payers plummeted in fiscal 1884. As Japan’s economy began to recover from the
deflation that year and as the government basically collected no sake tax in the
truncated 1885 fiscal year and prohibited home brewing in 1886, business con-
ditions improved substantially for the surviving players in the sake industry.>!

In the long run, the Matsukata reform stabilized conditions for other indus-
tries in the traditional sector as well as in the miniscule modern sector of the econ-
omy.> The establishment of a sound, convertible currency, with paper yen on
par with silver from January 1886, and the lowering of interest rates—which in
Tokyo fell on average from 14.06 percent in 1881 to 9.17 percent in 1886>>—both
contributed to setting the stage for industrial growth over the long haul.

In the short term, however, industry and commerce, like agriculture, suffered
during the deflation-driven recession. Especially vulnerable were small-scale en-
terprises in fields ranging from silk reeling and weaving to brewing and livestock
farming that had sprung up during the speculative boom of the years 1878—1880.
The deflation triggered a wave of bankruptcies among such businesses. From 1882
to 1885 the total number of joint-stock companies in Japan plunged from 3,336
to 1,279.* In February 1883, as the currency contraction was in full swing, the
Japan Weekly Mail ran a translation of a doleful article on trade and manufactur-
ing that had appeared recently in the Mainichi newspaper: “Merchants have met
with heavier losses than they had experienced for years. Owing to the poverty of
the farmers, they find no demand for their goods, which are consequently piled
up in their warehouses. In manufactories depression is the order of the day; the
looms are idle, and the workmen unemployed. . . . [Meanwhile] sparrows are
building nests in the doorways of our merchants’ warehouses. . . . Most people
wear a mournful aspect.”

Textile production trailed only sake brewing and silk reeling among Japan’s
most important manufacturing sectors during the Matsukata deflation. Although
the production of sake fell and stagnated after 1882 and that of raw silk—most of
which was still hand-reeled in farm households rather than machine-reeled in
factories®*—did the same from 1883 to 1885, the output of cotton and silk fab-
rics as well as woolens expanded rapidly from fiscal 1884 on, fueled by a decline
in the prices of inputs. The wholesale price of cotton fiber in Tokyo, for example,
dropped from ¥2.2 per kan in 1882 to ¥1.2 in 1884 (kan, a traditional measure of
weight, equals about 8.3 pounds). Whereas the total value of commercially brewed
sake plunged from an estimated ¥88 million in 1882 to around ¥40 million in 1883
and plateaued at that level through 1886, that of textiles shot up from ¥6 million
to over ¥16 million between 1884 and 1886 and continued to soar thereafter (mean-
while, the total value of raw silk produced declined roughly from ¥23 million in
1882 to ¥16 million in 1884 and then recovered to around ¥25 million in 1886).%
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TABLE 6.2 Major Japanese exports by value, 1880-1886 (thousands of yen)

RAW MARINE TOTAL TOTAL BALANCE
YEAR SILK TEA PRODUCTS RICE COPPER COAL EXPORTS IMPORTS OF TRADE

1880 8,607 7,498 2,392 211 461 460 28,395 36,626 -8,231
1881 10,647 7,022 2,236 262 589 395 31,059 31,191 -132
1882 16,232 7,030 1,979 1,652 827 436 37,722 29,447 8,275
1883 16,184 6,106 2,080 1,001 725 395 36,268 28,445 7,823
1884 11,007 5,820 2,557 2,470 1,387 607 33,871 29,673 4,199
1885 13,034 6,854 2,880 767 1,825 627 37,147 29,357 7,790
1886 17,321 7,723 3,110 3,301 2,149 694 48,876 32,168 16,708

Sources: Teramoto, Senzenki Nihon chagyo shi kenkyt, 22; Dai Nihon gaikoku boeki nenpyo, 1882-1887;
Matsukata, Report on the Adoption of the Gold Standard, 38, 105.

Thus, as Muroyama points out, the textile industry, which would go on to be-
come the leading sector of economic growth in the second half of the Meiji pe-
riod, had already begun to surge in the latter stages of the Matsukata reform, in
advance of Japan’s private enterprise boom of the late 1880s. At least for textiles,
the resulting narrative differs from one that several Japanese historians have ad-
vanced, according to which the depression climaxed in 1883-1884 and contin-
ued for another year or two until the rapid expansion of exports and the outbreak
of the enterprise boom in 1886—1887 brought about economic recovery.*® Shigeto
Tsuru actually observed three quarters of a century ago that, although Japan’s eco-
nomic output in general was “stationary” during the Matsukata deflation, “typi-
cally capitalistic enterprises” such as textiles “showed a remarkable spurt,” with
production in cotton-spinning firms increasing—albeit from a very low level—
by 390 percent between 1880 and 1885. Tsuru cited the author of an earlier fi-
nancial history of Japan as stating that this time of overall business stagnation “was
nothing less than the period during which enterprises were in bud only to blos-
som after 1886.”% Foreign trade would play a major role in the rise of Japanese
textiles, as imports from Europe plummeted in the first half of the 1880s, but such
trade would have mixed results for the agricultural sector, the source of three of
Japan’s top four exports during the deflation—raw silk, tea, and rice (see table 6.2).

Exports and the Global Downturn

The factors affecting the domestic depression that dealt hardship to farmers in-
cluded not only the government’s monetary and fiscal policies but also trends in
international trade and prices. In the absence of substantial foreign loans® or of
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either inbound or outbound foreign direct investment until the turn of the century,
Japan’s interactions with the world economy during the Matsukata deflation cen-
tered almost exclusively on trade. Japan had run large trade deficits during the
inflationary years from 1877 to 1880, as the growth of imports had outstripped
that of exports. But, once the depression set in and prices dropped within Japan,
imports fell while exports climbed in yen value between 1880 and 1882; and, ex-
cept for a plunge in exports during the global panic of 1884, both remained
roughly at their 1882 levels through the deflation, yielding a positive trade bal-
ance every year from 1882 to 1885.

With Japan’s growing incorporation into the global economy through trade,
the international downturn that began in 1882 naturally added to the slump al-
ready under way within the country. Yet Japan’s foreign trade in 1885 accounted
for only about 6 percent of its gross national product, compared to some 12 percent
for the United States, 29 percent for France, and over 50 percent for Britain that
year,®! so one can exaggerate the impact of the world depression on the con-
temporary Japanese economy. Clearly Matsukata’s drastic reduction of the
money supply from 1882 to 1884 takes the overwhelming share of “blame” for
the domestic depression. Still, as Mark Metzler has indicated, the global down-
turn of the early 1880s “was widely understood in the more industrialized coun-
tries as a crisis of overproduction and correspondingly falling prices” in interna-
tional commodity markets, including those for Japan’s major export items, raw
silk and tea.®? The Japan Weekly Mail, for instance, reported in late 1884 on “the
cry of ‘over-production’” in global markets: “The enterprise of commerce, we are
told, has outstripped the growth of the world’s wants. There is too much ship-
building; too much mining; too much growing of tea, coffee, sugar, and wheat;
too much production of raw materials and too much conversion of them into us-
able articles.”®® The role that trends in foreign trade, especially trends in exports,
played in the Matsukata deflation, therefore, bears further examination.

In the composition of Japanese exports, raw silk and green tea dominated, but
a somewhat surprising heavyweight was rice. In 1882, for example, raw silk made
up 42 percent of the total yen value of exports, followed by green tea at 18 percent,
but rice accounted for 4 percent of the total that year and maintained its position
as Japan’s fourth-biggest export item after marine products from 1882 to 1884.%

Export trade in fact had conflicting effects on the Japanese economy during
the Matsukata deflation. On the one hand, relatively constant U.S. demand for
Japanese raw silk and tea as well as European demand for Japanese rice likely
served to mitigate the severity of the economic downturn in Japan, and the export-
promoting policies Matsukata established between 1882 and 1884 helped lift
Japan out of depression earlier than he had anticipated. On the other hand, over-
supply and price competition in world commodity markets put pressure on
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domestic silk and tea prices, which were already in decline on account of Matsu-
kata’s drastic currency contraction, exacerbating the depression within Japan.

Nakamura Takafusa has shown that from the late 1870s Japanese wholesale
prices, on a dollar basis, moved by and large in concert with those in major West-
ern countries, indicating that Japan’s economy had become aligned with global
market fluctuations by that time, much earlier than scholars had previously
imagined. As Nakamura has also pointed out, the international price of silver and
the yen-dollar exchange rate, which closely followed each other throughout the
Meiji period until Japan’s adoption of the gold standard in 1897, both basically
leveled off from 1877 through the Matsukata deflation; so Japanese exports did
not receive much of a boost from a falling exchange rate during that time, in con-
trast to the situation after 1885, when silver depreciation resumed at a more
rapid pace, becoming a major contributor to Japan’s enterprise boom of the late
1880s. Therefore, Nakamura concludes, because the Matsukata deflation over-
lapped with a global economic downturn at a time of relative price stability for
silver, “internal and external factors had a multiplying effect, giving rise to a par-
ticularly severe depression” in Japan.%

International prices naturally affected the domestic prices of Japanese raw silk
and tea, as the country exported some 70 percent of its raw silk production and
80 percent of its tea crop in the early 1880s; but with Japan marketing overseas as
much as 2 percent of the annual rice harvest at the height of the Matsukata defla-
tion, even Japanese rice came under the influence of global price trends. As the
Osaka Chamber of Commerce declared in a report in August 1885, rice had be-
come a traded commodity whose price reflected world prices.%

Rice

Besides downward pressure on domestic prices, global commercial interaction
also had positive effects on Japan’s economy in the early 1880s. This upside was
particularly true of the export-related programs that Matsukata pursued. As noted
in chapter 3, in addition to promoting exports through the Yokohama Specie
Bank, Matsukata expanded the government’s direct involvement in exports, above
all of rice, as yet another way to accelerate the acquisition of silver. The Meiji gov-
ernment itself accounted for much of the rice that Japan exported—on average
one-third of the total from 1872 to 1889, the period during which the Ministry
of Finance engaged in this activity. The ministry relied mainly on U.S., British,
and German trading companies to handle its rice exports, Britain and Germany,
in particular, being among the leading importers of Japanese rice. From 1882 to
1885, for example, nearly three-quarters of rice exports from Japan went to those
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two countries, although Britain reexported much of its take to the European con-
tinent, especially to Italy, Germany, and the Netherlands.®” The Meiji govern-
ment’s holdings of rice resulted partly from its having permitted farmers, begin-
ning in 1877, to pay up to half of their land tax in kind based on the average market
price of rice over the previous two months. During the inflationary period, farmers
had cashed in on the high price of rice, but as that price fell during the
deflation—eventually by half—and farmers had to sell that much more rice to
meet their tax obligations, some resorted to partial payment in kind to minimize
flooding the market and further depressing the price.®

Silk and Tea

In European markets, Japanese rice, despite having to compete with imports from
South and Southeast Asia, seems to have escaped conditions of oversupply and
price competition during a good part of the Matsukata deflation. The main rea-
son for this situation was that poor harvests in Burma led to a decline in its share
of European rice imports from 85 percent of the total in 1882 to 70 percent in
1884.% From 1881 to 1885, the average annual price of all rice exports from Japan
stayed within a range of ¥2.3-2.5 per picul, except for a drop to ¥1.9 in the global
panic year of 1884.7

By contrast, Japan’s raw silk and tea trades keenly felt the effects of interna-
tional competition and overproduction throughout the first half of the 1880s. Co-
coons, reeled silk, and tea leaves, however, managed to avoid the steep drop in
yen price that afflicted rice domestically, thanks to fairly consistent U.S. demand
through the deflationary years, although, to a much less extent, European imports
of Japanese rice, especially pronounced in 1882 and 1884, may have helped to keep
the home price of rice from falling even further than it did.”" As an illustration of
the difference in domestic price trends, in Tomioka, Gunma Prefecture, the av-
erage price of cocoons in 1884 had declined by only 10 percent from its peak in
1881, and that of reeled silk by 29 percent during that time, whereas the average
price of rice had fallen 50 percent on the Tokyo exchange from 1881 to 1884.7
Yet, the U.S. buffer notwithstanding, the prices and volumes of Japanese raw silk
and tea exports responded sensitively to the vagaries of weather and production
both at home and in the country’s chief competitors in Europe and China as well
as to fluctuations in Japan’s major export markets.

The U.S. market played an especially important role in supporting Japan’s over-
all export trade during the Matsukata deflation, increasing its share of that trade
by value—even in the midst of the global depression—from 36 percent in 1881
to 42 percent in 1885 (see table 6.3). During that period, the United States took,
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TABLE 6.3 Japanese exports by major importing countries, 1881-1886
(thousands of yen)

TOTAL EXPORTS GREAT BRITAIN FRANCE UNITED STATES CHINA
1881 31,059 3,552 8,337 11,088 (36)* 6,303
1882 37,722 4,997 10,317 14,280 (38) 5,712
1883 36,268 4,862 9,719 13,294 (37) 5,929
1884 33,871 3,831 6,801 13,131 (39) 6,551
1885 37,147 2,453 6,740 15,639 (42) 8,242
1886 48,876 4,195 9,633 19,992 (41) 9,595

Source: Muroyama, Matsukata zaisei kenkyu, 276.
*Percentage of total exports in parentheses.

on average, 89 percent by tonnage of Japan’s second-biggest export, green tea; and,
in 1884, it passed France to become the leading customer of Japan’s top export,
raw silk, absorbing well over half the total by value from that year on.” U.S. im-
ports of Japanese raw silk stagnated in 1883-1884 at the height of the American
depression, when business activity in the United States declined by almost a fourth,
but they resumed rapid growth in 1885, as the U.S. contraction ended. By con-
trast, imports of Japanese raw silk by France and Britain fell sharply in 1884 and
recovered only slowly in subsequent years. Those two countries, together with
Germany and Belgium, also “experienced severe business depressions, which
began in 1882 and lasted until 1885 or 1886.”7*

In the early 1880s, Japanese raw silk faced stiff competition from the Chinese
product in Japan’s principal export markets in the United States and France, as
did Japanese green tea in the U.S. market. Beginning in the late 1870s, an abun-
dance of cheap Italian silk put added pressure on the values of Japanese silk ex-
ports; the price that foreign trading companies in Yokohama paid per bale of sed-
entary machine-reeled silk from Gunma, for example, dropped steadily from
$540 to $428 in specie between 1881 and 1884. Meanwhile, during those same
years, the price of Japanese tea in the U.S. market fell from $529 per ton to $368.7

The Japan Weekly Mail, a treasure trove of information that scholars have un-
derutilized in studying Meiji foreign trade, published detailed periodic reports
on domestic and international market conditions by Western silk and tea mer-
chants operating in the treaty ports as well as articles on business trends by the
paper’s own editors drawing on Japanese and overseas newspapers. All through
the deflationary years, the Japan Weekly Mail made clear that the downward trend
in prices of Japanese silk and tea exports was resulting in large part from compe-
tition and oversupply. In July 1882, for instance, the paper reported that in the
first half of that year Japanese silk exports had faced “keen competition” from
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Italian raw silks, “which were forcing their way into consumption in Europe and
America by reason of their comparative cheapness,” so that Japanese silk dealers
were having to dispose of stocks “at irregular but continually declining prices.””®
At the beginning of the second half of that year, observed the Japan Weekly Mail
in February 1883, prices had continued “on a downward course”: “The Italian
and China crops, which at first were reported to have suffered severely from un-
favourable climatic influences, had so far recovered that a fair average yield could
be reckoned upon; and it was well ascertained that the supply of the raw material
was fully equal to, if not in excess of, requirements.”””

Silk overproduction, the paper suggested in subsequent years, persisted through
the end of the world depression. The Japan Weekly Mail remarked in July 1884
that Japanese exports for the 1883—1884 season were “the largest ever known,”
and strong crops in China and Japan promised “an abundant supply of good and
cheap raw material” for the next season. Then, in June 1885 it reported that silk
prices in Europe had “fallen lower than ever before,” as news arrived that “the
French and Italian crops promise unusually well, while that of China is expected
to be 20 percent more than in 1884. Under these circumstances, a further fall in
the price of silk is generally expected.””®

Similarly, the decline in tea prices in the U.S. market, the New York Price Cur-
rent asserted in an article reprinted in the Japan Weekly Mail in February 1883,
was “a question . . . of excessive competition and over-supply,” which had resulted
“necessarily” in “a large shrinkage in values until, with trifling exceptions, the
trade has been carried on for more than a year at a steady and heavy loss.” The
next month the Japan Weekly Mail explained that Americans were annually con-
suming about one and a quarter pounds of green tea per head, a rate that had
held for two decades in spite of falling prices; but, in the 1881-1882 season, ship-
ments of green tea from China and Japan had exceeded U.S. requirements by 10-15
million pounds. The paper concluded: “It is hardly to be doubted, then, that
excessive supplies have been the chief cause of the present very low prices.”””

Factors other than competition also affected the values and quantities of Japa-
nese silk and tea exports during the first half of the 1880s. For one thing, the on-
set of depression within Japan, as the Japan Weekly Mail reported in Febru-
ary 1882, had resulted in overstocking of Japanese silk-piece goods and “great
stagnation in the silk manufacturing industry of the country, which has rendered
available for export large quantities of the raw material”; and a year later the
paper again noted, with some hyperbole, “The Japanese themselves have taken
little or no silk for home consumption so far this season, consequently the whole
production of the country is available for export.”*

At the same time, however, economic woes in the importing countries brought
periodic disruptions to Japanese exports. In early 1882, for instance, the financial
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crisis besetting France prompted foreign merchants in Yokohama to cut back on
silk purchases, though “brisk demand” from America soon revived the trade.?!
Two years later, as the U.S. downturn intensified, American demand for Japanese
tea fell, further exacerbating the oversupply and price decline of the product; as
the Japan Weekly Mail observed in March 1885, during the previous year, “the
general depression in business and the consequent distress among the farmers and
labourers (who are the principal consumers of Japanese Teas) had restricted con-
sumption” in the United States.®?

The export markets for silk and tea, products sensitive to weather conditions,
responded to both actual and rumored fluctuations in the weather in Japan and
abroad. In April 1882, for example, reports of frost in Italy prompted foreign ex-
porters to make huge purchases of Japanese silk at higher prices, but by June
“improved prospects for a larger yield in Italy caused buyers to hold aloof,” even
though prices had fallen in the meantime.?* The disastrous weather that hit Japan
in 1884 was another important, though overlooked, contributor to the drop in
Japanese exports that year; even in 1885, the Japan Weekly Mail reported that the
silk and tea crops would likely be shorter than those of the previous year, in the
case of tea “owing to the damage done by late frosts.”%

Changing government regulations and consumer tastes in the United States
had equally significant, if not greater, effects on Japanese tea exports in the 1880s.
In 1883 Congress passed a tea act, the first federal food law, prohibiting the im-
portation of low-quality tea into the United States. With the enforcement of this
law, imports of Japanese tea, which had deteriorated in quality “due to hasty over-
production,” fell from almost 38 million pounds in 1883 to 33 million pounds in
1884.%5 Meanwhile, though the custom in many parts of the United States of drink-
ing green tea at dinner—with milk and sugarl-—continued through the early
1880s,% it was beginning to weaken, as U.S. consumers were increasingly turn-
ing to coffee, black tea, and cocoa; American consumption of coffee alone in-
creased by tonnage from five times that of tea imports from Japan in 1881 to
eight times in 1885. In fact, America’s near-monopsony on Japanese tea exports
at the start of the 1880s loosened in the latter part of that decade, when severe
competition and government regulation in the U.S. market prompted Japan to
shift a growing portion of its tea exports to Canada.?”

After fiscal 1884, as the Matsukata deflation ended, Japan’s economy began to
rebound; industry, both traditional and modern, led the surge, but agriculture
stagnated for the rest of the decade. In the industrial sector, a stable currency and
low interest rates encouraged investment in enterprises centering on cotton spin-
ning and railroad companies while the resumption of silver and exchange rate
depreciation, combined with economic recovery in Japan’s major Western mar-
kets, produced burgeoning export profits for traditional industries, which supplied



“POOR PEASANT, POOR COUNTRY”? 131

much of the capital for domestic investment.® The total value of industrial pro-
duction rose sharply during the latter part of the 1880s, whereas that of agricul-
tural output slumped. The price of rice continued its downward slide of the de-
pression years until 1888, a decline that no longer reflected currency contraction
but rather a resumption of strong harvests from 1885. At the same time, however,
the price of silk cocoons recovered with the expansion of raw silk exports, help-
ing to buffer the rural economy. Tea exports also bounced back from the low
point they had hit during the global panic of 1884, although the price of tea in
the oversaturated U.S. market continued to fall through the remainder of the
1880s. Meanwhile, rice exports jumped dramatically at the very end of that de-
cade, briefly surpassing those of tea, so that rice became Japan’s second-biggest
export in 1888-1889.%? Despite the boost in exports from the agrarian sector, ag-
riculture remained in the doldrums until, paradoxically, the panic year of 1890,
when a bad harvest triggered a spike in grain prices, after which the total value of
agricultural production rose basically in tandem with that of industry through
the inflationary decade that followed.”

The Matsukata deflation of 1881-1885 grew intense mainly because the finance
minister rapidly shrank the money supply in 1882-1883 and hiked or introduced
an array of consumer taxes. Matsukata helped shorten the depression he had
largely created, however, by accelerating specie accumulation through the issu-
ance of public bonds, the promotion of exports by foreign trading companies,
and the expanded sale of Japanese rice overseas, effectively restoring confidence
in the yen by mid-1885. In doing so, the finance minister showed an adaptability
and a responsiveness to policy misfires that are absent from most accounts of his
reform. Other factors that preceded Matsukata’s strict monetary and fiscal
policies—the initiation of retrenchment and note redemption by his predeces-
sors and the outbreak of panic in the rice market owing to accelerated land tax
collection—also contributed to the deflation, as did roughly contemporaneous
depressions in Japan’s major export markets. Meanwhile, the depression in Japan
hit the countryside especially hard, though scholars have generally exaggerated
its impact; still, the agricultural sector continued to slump for several years beyond
the start of overall economic recovery in 1885.

Although indebtedness remained a serious problem in rural areas for years
after the Matsukata deflation, the average real disposable income of farmers in-
creased markedly in the middle Meiji years, rising some 83 percent from the mid-
1880s to the turn of the century.”! Granted, this increase started from a depressed
level, although Richard Smethurst suggests that the halving of the price of rice in
the first half of the 1880s did not mean a 50 percent plunge in the living standard
of farm households; rather, as other prices dropped, the fall in the rice price trans-
lated into about a 9 percent decrease in real income.®? In the decades that followed,
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the climb in average real disposable income for agricultural workers resulted
from a combination of the long-term decline in the burden of the fixed land tax
and the upward trend in the price of grains, a climb that by and large continued
until the severe deflations of the 1920s and early 1930s.”

The rise in average real income, however, masked significant differences among
farmers, who ranged from full-time tenants to large landlords. Tenant-cultivated
land grew from around 36 percent of all farmland in the mid-1880s to nearly
44 percent in 1903.%* As Ronald Dore points out, pure tenant farmers got no ben-
efit from the reduction in the tax burden, as they paid rents in kind, usually half
of their rice crop, and little benefit from the increase in the price of rice, as they
marketed only small amounts of their rice, especially in years of poor harvest when
they were unable to capitalize on price spikes.”” In 1891, however, such tenant
farmers accounted for less than a quarter of all cultivators, whereas the largest
group of agriculturalists—45 percent of the total—consisted of owner-farmers
who were also part-tenants.”® Other than full-time tenants, therefore, most farm-
ers managed more or less to take advantage of higher prices in years of below-
average yields to maintain both their own consumption of rice and their income
from rice sales even if they had to reduce the amount they marketed. By the same
token, in years of abundant harvests, farmers could make up for lower prices by
selling more rice, cutting their personal share of the grain and yet consuming more
of a bigger “pie.” Nonetheless, P. K. Hall calculates that between the late 1880s
and early 1900s, whereas cultivators’ real earnings from the sale of rice went up
in years of bountiful crops, they generally fell in bad-harvest years, despite “fa-
vourable shifts in the rural/urban terms of trade”; Hall concludes: “Thus, at the
national level, . . . a good crop and an increase in sales were usually more benefi-
cial to farmers than an enhancement of prices in poor seasons.”” Because good
harvests characterized most years from the mid-1880s through the turn of the
century—rice output expanded at an average annual rate of 0.9 per cent from 1880
to 1900 and 1.7 per cent from 1900 to 1920—the farming population overall could
afford to consume and market larger quantities of rice. In fact, annual per capita
consumption of rice climbed inexorably in Japan: it went from less than 0.8 koku
in the early 1880s to almost a full koku by the turn of the century and continued
to rise thereafter, causing Japan to face persistent shortages in the domestic sup-
ply of rice and to become a chronic net importer of the grain after 1900.%®

The Matsukata deflation commenced shortly before the global depression of
the early to middle 1880s set in, with Matsukata’s “retrenchment” program, like
that of Minister of Finance Inoue Junnosuke a half century later,” coming on top
of an already unfolding deflationary situation within Japan. The world depression
then exacerbated the Japanese deflationary crisis. One should avoid overstating the
extent of this exogenous impact, however, in view of Japan’s relatively limited,



“POOR PEASANT, POOR COUNTRY”? 133

albeit growing, involvement in the global economy as well as the difference in
magnitude between the deflation in Japan and, for example, the contraction in
the leading importer of Japanese goods at the time—one estimate places the de-
flation rate in Japan for the period 1881-1885 at 11-15 percent and in the United
States at less than 6 percent.!®” Matsukata’s policies, especially those on exports,
however, pushed Japan toward greater integration with the world economy and
toward heightened sensitivity to global trends, thus rendering the Matsukata
deflation an important stage in Japan’s transition to a more fully globalized
economy.

The resumption of silver depreciation and the recovery of Western economies
after 1885 basically established a pattern whereby, as Metzler notes, silver-standard

<

Japan “was insulated from the gold-bloc deflation” thanks to “a combination of
inflation internally and deflation externally.”'”! Not surprisingly, in the mid-1890s
export-oriented businessmen, including Shibusawa Eiichi, the “Johnny Apple-
seed” of the Meiji business world, opposed Matsukata’s proposal that Japan
jump on the global bandwagon and switch its monetary standard from silver to
gold, charging that the authorities would be foolhardy to abandon a system that
was giving Japanese exports such a competitive advantage in gold standard
markets.!%?

As the government stepped up plans to expand armaments, extend the rail-
way network, and establish the country’s first integrated steelworks, Matsukata
was determined to go for gold so that Japan could import and borrow more eas-
ily from abroad; the failure of the attempted overseas bond issues of 1884—1885,
primarily because of disagreement over the silver-to-gold exchange rate, no doubt
reinforced his determination. Noneconomic concerns, however, also factored into
the motivation of Matsukata and other state leaders; as an American observed in
1898, “They have their theories of the superiority of gold, of its stability, its higher
intrinsic value, its expanding use in civilized countries, the demand for it as war
treasure.”'® Once Japan obtained the windfall war indemnity from China, the
government seized the moment and, over the objections of many businessmen,
put Japan on the gold standard in 1897.

Following a series of favorable trade balances during the Matsukata deflation,
Japan had continued to run surpluses during most of the subsequent years it was
on the silver standard. But, with the switch to gold, the country recorded trade

deficits in all but one year over the next decade!®*

owing to a marked rise in im-
ports not only of steel, machinery, and the like but also of foodstuffs and of raw
cotton for the burgeoning spinning industry. Beginning with the 1890 panic,
Japan substantially increased its importation of rice from Southeast Asia and
Korea until by the turn of the century it had become a net importer of that com-

modity. Exports of raw silk and tea, however, remained largely on an upward trend
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through the 1890s, again thanks primarily to U.S. demand: the United States raised
its share of Japanese silk exports from around 40 percent of the total at the be-
ginning of the 1880s to nearly 60 percent by the end of the century, and, despite
restrictions on tea importation, which Congress tightened in 1897, it continued
to take, on average, well over 70 percent of all Japanese tea exports during the
1890s.'% The general growth in exports of raw silk and tea notwithstanding, those
two commodities accounted for a diminishing percentage of Japan’s overall ex-
ports, especially as the railroad and textile industries that expanded during the
enterprise booms of the late 1880s and 1890s helped make coal, cotton yarn, and
silk fabrics into major export items.!%

On the financial front, no sooner had Japan gone on the gold standard than
the government, as if on cue, successfully began to sell domestic bonds overseas,
and in 1899 it managed to raise a foreign loan in the amount of ¥98 million, Japan’s
first since the early Meiji period. But, after the move to gold, tight money triggered
a panic in 1897-1898, followed by yet another financial crisis in 1900-1901. This
time, in sharp contrast to its actions in the early 1880s, the Ministry of Finance
pumped money into the economy through the BoJ, as it had done previously dur-
ing the Panic of 1890,'%” thereby attempting to avoid a repetition of the severe
depression that Japan had suffered during the Matsukata deflation.



Conclusion

THE MATSUKATA REFORM
AS “EXPANSIONARY AUSTERITY”

Matsukata Masayoshi was committed to reform and modernization of Japan’s fis-
cal and monetary systems and to encouragement of private enterprise, but not in
a categorical orthodox liberal or neoliberal sense. He certainly set out to create
budget surpluses through fiscal austerity. Yet he demonstrated flexibility in re-
sponse to a series of unexpected developments that compelled the Finance Min-
istry in fact to increase government spending. In the meantime, however, tax re-
turns stagnated during the deflation-induced depression. Matsukata would thus
have run budget deficits if not for transfers from the reserve fund derived pri-
marily from the proceeds of export promotion and bond flotation. To a large ex-
tent, he was fortunate that, during the deflation, exports flourished and imports
shrank while the price of bonds recovered, ensuring the success of both the state’s
direct and indirect promotion of exports and its sale of public bonds. As a result,
the Finance Ministry was able to accumulate enough specie and money in the re-
serve fund to redeem a sizable portion of fiat notes, back the issue of convertible
paper money by the Bank of Japan, and finance military expansion as well as en-
able the state to remain actively involved in the economy.

The package of reforms Matsukata intended to carry out bears a striking re-
semblance to the kinds of structural adjustment programs promoted under the
Washington Consensus in the 1980s and 1990s, but the evidence presented here
reveals that, in practice, the Matsukata reform differed from IMF-style neolib-
eral orthodoxy in a number of important ways. Indeed, the evidence even sug-
gests that one can better view the reform as paralleling the kinds of heterodox

135



136 CONCLUSION

critiques of the “neoliberal dogma” on financial and economic reform—“stabilize,
liberalize, and privatize”—that have become increasingly prominent today.!

In policy terms, the Matsukata reform was unlike late-twentieth-century
neoliberalism—Iet alone, mid-nineteenth-century British-style economic
liberalism—in several respects. For one, government expenditures rose rather
than fell during the Matsukata deflation, producing budgetary shortfalls that the
Ministry of Finance met not by hiking taxes or cutting expenditures but by bor-
rowing and boosting exports. In addition, Matsukata patterned Japan’s new cen-
tral bank not after the independent Bank of England but after the more state-
controlled Belgian central bank. By the late 1880s the Bank of Japan had moved
even further away from the orthodox British model, as it took up industrial lend-
ing and elastic German-style note issuance.

Meanwhile, privatization factored minimally in the Matsukata reform. The
government unloaded hardly any of the factories and mines it had put up for sale
until after Matsukata had essentially completed his reform, while state spending
on industry had dropped to a significantly lower level during the years 18771881
than during the next four years on Matsukata’s watch. At best, industrial policy
shifted in a quasi-laissez-faire direction under Matsukata, as the government
continued to pour money into railroads, military-related factories and shipyards,
and eventually Japan’s first integrated steelworks and as the Imperial Household
and the peers served as proxy state investors in a range of private joint-stock
companies.

More generally, Matsukata’s approach was one of “incrementalism” rather than
“shock therapy” of the kind that free market neoliberals advocated after the 1970s.
In 1879-1881, under Okuma and Sano, the Meiji regime had planned or initi-
ated most of the programs that Matsukata would carry through, including retir-
ing government notes and creating a central bank, economizing on administra-
tive expenses, raising consumer taxes, and privatizing state enterprises. Matsukata
would thus build on his predecessors’ reforms, although he helped shape those
reforms while climbing to top decision-making positions—albeit much more
slowly than many of his peers—and once he became finance minister he did more

than just “continue a course that had already been established,”

modifying or
departing from many of the programs he inherited.

“Shock therapy,” however, in the sense that Jeffrey Sachs used the term, namely,
ending hyperinflation in one decisive stroke through measures such as terminat-
ing the reckless printing of paper money and rapidly establishing a stable, con-
vertible currency,® might apply to Matsukata’s monetary reform. For all the “grad-
ualism” of his reform compared to Okuma’s proposal for the immediate
withdrawal of government fiat notes through overseas borrowing, Matsukata in

fact contracted the money supply at a frenetic pace, retiring all ¥14.5 million in
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outstanding supplemental notes within fifteen months of assuming the Finance
Ministry portfolio and another ¥7.3 million in regular government notes over the
next three months.* Nonetheless, note redemption had been under way for at least
two years before Matsukata’s appointment as finance minister, moderating the
“one stroke”-like effect of his initial note retirements.

Furthermore, Matsukata’s thinking was different from that of an “orthodox
mindset” in several ways. He showed flexibility in changing course rather than
rigidly adhering to a program of fiscal austerity. After seeing how monetary strin-
gency had generated a severe economic downturn in 1882-1883, he stepped up
programs for state-led export promotion and public bond issuance. In addition,
Matsukata called for a made-in-Japan reform rather than one supported by for-
eign loans and foreign advisers, as Okuma had proposed in mid-1881 after ac-
cepting the recommendation of Britain’s minister to Japan, Sir Harry Parkes, that
Japan set up a “great bank” with British capital to stabilize the currency and hire
a British banker to run the bank. Matsukata, by contrast, insisted on Japanese
funding and management of his proposed Bank of Japan; after entering office as
finance minister, armed with an imperial mandate, he pushed the Council of State
not only to shelve the Okuma-Itd plan for floating bonds overseas and establish-
ing a central bank but also to cancel the contract Okuma had negotiated with
banker John Robertson to manage his planned bank.> Matsukata’s approach in
this regard was quite unorthodox, for at the time many developing countries
worldwide were embracing foreign advice and assistance when hit by financial
crises, and the approach also contrasted with the IMF’s role in financial stabiliza-
tion programs in recent decades. In addition, although Matsukata drew on the
latest financial thought and practice in advanced Western countries, he also looked
to the financial histories of ancient China and early modern Japan and to the stat-
ist and mercantilist traditions of his home domain.

Related to Matsukata’s flexibility was the pragmatism he displayed in combin-
ing the “rules” of nineteenth-century British economic liberalism with “discretion”
along economic nationalist lines. Like many state leaders in other late industrial-
izing countries at the time, he ended up adapting or even abandoning ortho-
dox principles in the interest of furthering national economic development and
other statist and nationalist priorities. Government leaders in the 1920s, includ-
ing Finance Minister Inoue Junnosuke in Japan, embraced austerity and defla-
tion as international and moral imperatives even in the midst of recession, much as
authorities would do in countries in financial crisis during the 1990s and after
the 2008 financial meltdown. By contrast, their late-nineteenth-century counter-
parts in follower nations tended to pursue austerity ultimately for expansionary,
developmentalist reasons; as Steven Bryan puts it, Matsukata followed “rules
plus discretion, not rules rather than discretion.”® The policy of “expansionary
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austerity,” which scholars have investigated for a number of countries in recent
decades, has some relevance for the Matsukata reform.” The policy generally in-
volves combining domestic austerity with currency devaluation and export ex-
pansion. This oxymoronic term applies especially to when Japan went on the
silver standard, effectively devaluing the yen, and silver depreciation picked up
after the price of silver had by and large plateaued during the Matsukata defla-
tion, amplifying the effects of the global depression in 1882—1885. Yet already by
1883 Matsukata had begun to move in a positive, expansionary direction by in-
troducing programs for the Finance Ministry to export rice and edible kelp and
to issue domestic bonds. Then, in 1884, he turned pragmatically toward solicit-
ing foreign assistance to boost the ministry’s accumulation of specie, opening the
export-lending program to Western merchants in the treaty ports and, despite
having adamantly opposed foreign borrowing in 1880-1881, attempting to sell
redemption bonds overseas.

Mark Metzler has observed of Japan’s financial development after 1897—using
terms that Japanese scholars have also applied to the preceding Meiji years—that
the government went through alternating cycles of “positive” or expansionary
policies and “negative” or stabilization-oriented policies. In the period Metzler
considered, it was the contradictory maintenance of empire and the gold stan-
dard, the one demanding “continued high government spending” and the other
requiring “fiscal retrenchment,” that drove the policy cycle.® In those terms, al-
though empire and gold were still in the offing, Okuma pursued a “positive” pol-
icy in the 1870s and Sano generally a “negative” or contractionary policy in
1880-1881, but Matsukata in a sense combined those policies along the lines of
“expansionary austerity.” Matsukata had already started to adopt expansionary
measures following his sharp currency contraction from 1882 to early 1883, but
once interest rates had fallen, bond prices had risen, and paper money had at-
tained parity with silver by 1885-1886, he turned decisively toward “positive” ex-
pansion, directing the Bank of Japan to increase rapidly its issuance of convert-
ible notes and to lend actively on the security of corporate shares and especially
public bonds. By accepting bonds in particular as collateral for loans, the bank
facilitated the successful flotation of a series of government bond issues from 1886
to 1896, all of them at more than face value and at a favorable interest rate of
5 percent.’

While bringing about financial stabilization and laying the groundwork for
long-term economic development primarily through the application of “unorth-
odox” policies, the Matsukata reform exacerbated an emerging deflation that
dealt a sharp blow to the countryside, where the vast majority of the population
still resided in the first half of the 1880s.'® Matsukata’s drastic currency contraction
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was mainly responsible for the severity of the deflation, but other internal factors
preceding his reform, including the bursting of the rice market bubble and the
acceleration of land tax collection, had already triggered a downward trend in
the price of rice. Then the global depression that started in 1882 piled on, magni-
fying the domestic downturn. Agricultural households that engaged in sericul-
ture suffered not only from the drop in grain prices but also from the volatility
of cocoon and raw silk prices reflecting the ups and downs of the export trade,
while those with a hand in commercial sake brewing were hard hit by increases
in brewery taxes and licensing fees.!! Farm forfeiture and tenancy, however, rose
only minimally, but debt incurred during the Matsukata deflation burdened many
farm families long after the mid-1880s.

Although nascent modern industries clearly benefited from Matsukata’s poli-
cies, by no means did he ignore the needs of the agricultural sector. In the steps
he took to relieve hard-hit rural communities, Matsukata demonstrated the flex-
ibility that marked many of his other measures: he twice extended the deadline
established under Sano for the final installment of land tax payments—in 1883
and again in 1885—and, also in 1883, lifted the ban he had imposed on the pro-
vision of credit by the Yokohama Specie Bank on the security of export goods prior
to their shipment abroad, permitting the bank to furnish credit beforehand so as
to encourage the production and delivery of raw silk and tea for export. In addi-
tion, though somewhat belatedly, in the late 1890s he would go on to establish
prefectural “agriculture and industry” banks that extended low-interest loans
chiefly to farmers.

In both policy and mindset, therefore, one might say that the Matsukata fi-
nancial reform has been famous for the wrong reason. Many have invoked it as a
successful example of “orthodox” liberal or neoliberal stabilization, but the re-
form, as implemented, suggests a significantly different approach. That approach
is more in keeping with the ideas of contemporary heterodox critics of IMF-style
orthodoxy who underscore the need for flexibility, a larger state role in adjust-
ment, incrementalism, rejection of external interference, and reliance on local
intellectual tradition.

Some writers have compared the Matsukata financial reform to a later and ex-
ternally imposed reform—the Dodge Line of 1949-1950—as an equally mo-
mentous stabilization program that set the stage for sustained economic growth
in Japan after World War IL.'? One study from 1992 in fact held up the Dodge
Line as a “beacon for Eastern Europe and the Soviet Union half a century ahead.”"?
In 1949 Detroit banker Joseph Dodge (1890-1964), who had co-designed a
successful currency reform in occupied Germany the year before, arrived in
U.S.-occupied Japan and enforced a drastic, “one-stroke” stabilization plan to
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control postwar hyperinflation. The plan required the Japanese government to
balance the budget by tightening tax collection and cutting expenditures, to re-
strict credit, and to set a fixed exchange rate for the yen. The authors of the 1992
study maintain that, although this “cold-turkey policy” triggered a severe “but
most fortunately short” recession, its timing could not have been better: a year or
two earlier and it might have pushed the Japanese economy to “the brink of total
collapse,” whereas one or two years later it would not have been able to restrain
further inflation during the procurement boom that began in 1950 with the out-
break of the Korean War. They conclude that the Dodge Line presents a model
for placing a country on a “stable growth path,” although their data indicate that
both wholesale and consumer price inflation actually peaked in 1946 and de-
clined steadily through 1950.*

On the last point, Mark Metzler has similarly noted that inflation had begun
to lessen a year before Dodge announced his plan. He has also pointed out that
Japanese authorities preserved their “fundamental monetary independence even
under military occupation”: after Dodge ordered abolition of the government’s
Reconstruction Finance Bank, which had been pumping capital into prioritized
industries, Japanese authorities managed to circumvent the Dodge plan by “priva-
tizing” the money supply process through the Bank of Japan’s practice of “over-
loaning” to commercial banks—a supposedly stopgap measure that became a fix-
ture of Japan’s high-growth years."> One could well make the case that credit
creation by banks and the Korean War boom “saved” the Dodge Line and set the
pattern for Japan’s postwar economic miracle while also acknowledging that
Dodge’s enforcement of a fixed dollar exchange rate at a devalued rate for the yen
performed a vital role in providing Japan with an effective export subsidy until
the Nixon “shocks” ended the Bretton Woods system in 1971. To some extent,
one could say much the same about the Matsukata financial program: while Mat-
sukata similarly embraced “expansionary austerity” in devaluing the yen upon
Japan’s adoption of both the de facto silver standard in 1886 and the gold stan-
dard in 1897,'¢ inflation had already started to subside before he embarked on
his stabilization policies; then, from 1882, the real net increase in government
spending owing to appreciation of the yen relative to silver, the flat-lining of tax
revenue, and emergency additions to ministerial budgets as well as the turn to
expansionary policies in the mid-1880s served to ameliorate and shorten the de-
flationary downturn in macroeconomic terms (dispossessed or seriously indebted
farmers certainly held a very different view!).

In financial matters, Japan in the 1880s presents striking parallels to the coun-
try in recent decades: bursting of bubbles, domestic deflation and global defla-
tionary pressures, rising consumer taxes, and heightened government borrowing,
with public bond issues under Matsukata and deficit spending under Japanese
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administrations since the 1970s. The differences are equally significant. Con-
temporary Japan, faced with a mounting demographic crisis, lacks the potential
for industrial and productivity growth to deal with debt that Meiji Japan possessed
with its expanding population and economy; and Japanese leaders today have no
option such as their mid-Meiji counterparts had of going on a silver standard and
becoming largely insulated from global deflation while enjoying trade advantages
with gold-standard economies.

In both of twentieth-century Japan’s major downturns following booms, in
the 1920s and 1990s, the nation missed having a Matsukata, fully backed by a sov-
ereign emperor, who could push through a painful but relatively quick financial
stabilization, clearing the way for economic recovery, rather than allowing defla-
tion to persist through indecisiveness of policy. Granted, Matsukata was fortu-
nate to avoid challenges on the order of the Great Kanto Earthquake of 1923, the
Financial Panic of 1927, or the Asian financial crisis of 1997 that served to un-
dercut efforts to stabilize and stimulate the Japanese economy. The Korean dis-
turbances of 1882 and 1884 did provoke a national security crisis, but the con-
tinuing trade surplus enabled Matsukata to acquire more than sufficient specie
to accomplish both currency reform and armaments buildup.

The flexibility and pragmatism Matsukata exhibited along “liberal national-
ist” lines at the height of the deflation reveal that he was hardly a relentless pur-
suer of “orthodox finance.” The “cold turkey” Dodge Line resembles the Matsu-
kata reform in its deflationary impact and stabilizing success, but Dodge may well
have produced something like a “lost decade” if not for the Bank of Japan’s “over-
loaning” and the Korean War boom. By contrast, as early as 1883, in the midst of
his reform, Matsukata was already transitioning from a contractionary approach
to an expansionary one.

Thereafter, Japan alternated between periods of expansion and fiscal retrench-
ment. The cyclical narrative of expansion, crisis, and austerity, however, is far
from just a recurring Japanese story. For nations worldwide, overspending or over-
borrowing has repeatedly led to financial crises followed by deflation and re-
trenchment. The cascade of such events in the last few decades alone have included
the Latin American debt crises and the U.S. savings and loan crisis in the 1980s,
the Tequila and Asian financial crises in the 1990s, the dot-com bust and subprime
collapse in the 2000s, and the EU debt crashes in the 2010s, along with their re-
spective prologues and aftermaths. Japan in the Matsukata reform era differs in
context from these examples at least as much as it does from Japan itself since the
1980s. Yet, recognizing Matsukata’s departures from contemporary British, rules-
based orthodoxy and his blending of deflationary and expansionary measures
that resemble approaches suggested by critics of late-twentieth-century IMF-style
orthodoxy, one might well see the Matsukata financial reform as a model of sorts



142 CONCLUSION

after all for countries dealing with fiscal and monetary crises today. Following the
“rules plus discretion”-based austerity that set the stage for Japan’s adoption of a
de facto silver standard in 1886, Matsukata himself would preside over the Min-
istry of Finance through most of the ensuing decade of inflation and economic
growth, with a hiccup at the time of the global panic of 1890, as well as during
the first few years of “expansionary austerity” after Japan’s entry into the league
of gold-standard nations.
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