
LAS PASADAS EXPERIENCIAS

La historia no se repite nunca dicen unos clásicos.  Los pueblos que no conocen su  
historia están condenados a repetirla dicen otros. Las dos cosas son ciertas. Por eso 
es  importante  lo  que ha pasado en otras  épocas  y  en  otros  países  para intentar  
entender lo que nos está pasando.

1. LAS CAUSAS DE LA GRAN DEPRESION EN EEUU  (Septiembre 1932)

Por John Kenneth Galbraith

The causes of the Great Depression are still far from certain...

A great many people have always felt that a depression was inevitable in the thirties. 
There  had been  (at  least)  seven good years;  now by an occult  or  biblical  law of 
compensation  there  would  have  to  be  seven  bad  ones.  Perhaps,  consciously  or 
unconsciously, an argument that was valid for the stock market was brought to bear 
on the economy in general...

There is also the slightly more subtle conviction that economic life is governed by an 
inevitable rhythm. After certain time prosperity destroys itself and depression corrects 
itself. In 1929 prosperity, in accordance with the dictates of the business cycle, had 
run its course...

Neither  of  these  beliefs  can  be  seriously  supported.  The  twenties  by  being 
comparatively prosperous established no imperative that the thirties be depressed. In 
the past, good times have given way to less good times and less good or bad to good. 
But  change  is  normal  in  a  capitalist  economy.  The  degree  of  regularity  in  such 
movements is not great, though often thought to be. No inevitable rhythm required the 
collapse and stagnation of 1930-40.

Nor was the economy of the United States in 1929 subject to such physical pressure 
or strain as the result of its past level of performance that a depression was bound to 
come... In 1929 the labour force was not tired; it could have continued to produce 
indefinitely at the best 1929 rate. The capital plant of the country was not depleted. In 
the preceding years of prosperity, plant had been renewed and improved... Obviously 
if  men,  materials,  plant,  and management  were all  capable  of continued and even 
enlarged exertions a refreshing pause was not necessary.

Finally, the high production of the twenties did not, as some have suggested, outrun 
the wants of the people. During these years people were indeed being supplied with 
an  increasing  volume  of  goods.  But  there  is  no  evidence  that  their  desire  for 
automobiles, clothing, travel, recreation, or even food was sated. On the contrary, all 



subsequent evidence showed (given the income to spend) a capacity for a large further 
increase in consumption. A depression was not needed so that people's wants could 
catch up with their capacity to produce.

What then are the plausible causes of the depression? The task of answering can be 
simplified  somewhat  by  dividing  the  problem  into  two  parts.  First  there  is  the 
question of why economic activity turned down in 1929.

Second there is the vastly more important question of why, having started down, on 
this unhappy occasion it went down and down and down and remained low for a full 
decade...

REASON FOR THE DOWNTURN

The 1929 downturn of economic activity can be variously explained. Production of 
industrial products, for the moment, had outrun consumer and investment demand for 
them.  The  most  likely  reason  is  that  business  concerns,  in  the  characteristic 
enthusiasm of good times, misjudged the prospective increase in demand and acquired 
larger  inventories than they later  found they need.  As a result  they curtailed their 
buying, and this led to a cutback in production.

Also there is a chance- one that students of the period have generally favoured- that 
more deep-seated factors were at work and made themselves seriously evident for the 
first time during that summer. Throughout the twenties production and productivity 
per  worker  grew  steadily:  between  1919  and  1929,  output  per  worker  in 
manufacturing industries increased by about 43 per cent.

Wages,  salaries,  and  prices  all  remained  comparatively  stable,  or  in  any  case 
underwent no comparable increase. Accordingly, costs fell and with prices the same, 
profits increased. These profits sustained the spending of the well to do, and they also 
nourished at least some of the expectations behind the stock market boom. Most of all 
they encouraged a  very high level  of capital  investment.  During the twenties,  the 
production of capital goods increased at an average annual rate of 6.4 per cent a year; 
non-durable  consumer's  goods,  a  category  which  includes  such  objects  of  mass 
consumption as food and clothing, increased at a rate of only 2.8 per cent. ( The rate 
of increase for durable consumers goods such as cars, dwellings, home furnishings, 
and the like, much of it representing expenditures of the well-off to well to do, was 
5.9 per cent) A large and increasing investment in capital goods was, in other words, a 
principle device by which the profits were being spent. It follows that anything that 
interrupted the investment outlays-anything, indeed, which kept them from showing 
the  necessary  rate  of  increase-,  could  cause  trouble.  When  this  occurred, 
compensation through an increase in consumer spending could not automatically be 
expected. The effect, therefore, of insufficient investment- investment that failed to 
keep pace with the steady increase in profits- could be failing total demand reflected 
in turn in failing orders and outputs...

There  are  other  possible  explanations  of  the  downturn.  Back  of  the  insufficient 
advance in investment may have been the high interest rates. Perhaps, although less 
probably, trouble was transmitted to the economy as a whole from some weak sector 
like  agriculture.  Further  explanations  could  be  offered.  But  one  thing  about  this 



experience is clear. Until well along in the autumn of 1929 the downturn was limited. 
The recession in business activity was modest and underemployment relatively slight. 
Up to November it was possible to argue that not much of anything had happened. On 
other occasions ...- in 1924 and 1927 and of late in 1949- the economy has undergone 
similar recession. But, unlike these other occasions, in 1929 the recession continued 
and  continued  and  got  violently  worse.  This  is  the  unique  feature  of  the  1929 
experience. This is what we need really to understand.

REASONS FOR THE LONG DURATION OF THE DEPRESSION

There seems little question that in 1929, modifying a famous cliché, the economy was 
fundamentally unsound. This is a circumstance of first-rate importance. Many things 
were wrong, but five weaknesses seem to have had an especially intimate bearing on 
the ensuing disaster. They are:

1) The bad distribution of income. In 1929 the rich were indubitably rich. The figures 
are  not  entirely  satisfactory,  but  it  seems  certain  that  that  the  5  per  cent  of  the 
population with the highest incomes in that year received approximately one third of 
all  personal  income.  The  proportion  of  personal  income  received  in  the  form of 
interest,  dividends, and rent- the income, broadly speaking, of the well to do- was 
about twice as great as in the years following the Second World War

This highly unequal income distribution meant that the economy was dependent on a 
high level of investment or a high level of luxury consumer spending or both. The rich 
cannot buy great quantities of bread. If they are to dispose of what they receive it 
must be on luxuries or by way of investment in new plants and new projects. Both 
investment and luxury spending are subject, inevitably, to more erratic influences and 
to wider fluctuations than the bread and rent outlays of the $25 a week workman. This 
high-bracket spending and investment was especially susceptible, one may assume, to 
the crushing news from the stock market in October of 1929.

2) The bad corporate structure. In November 1929, a few weeks after the crash, the 
Harvard Economic Society gave as a principal reason why a depression needs not to 
be feared its reasoned judgment that "business in most lines has been conducted with 
prudence and conservatism." The fact was that Americans enterprise in the twenties 
had  opened  its  hospitable  arms  to  an  exceptional  number  of  promoters,  grafters, 
swindlers, impostors, and frauds. This, in the long history of such activities, was a 
kind of flood tide of corporate larceny.

The most  important  corporate  weakness was inherent  in the vast  new structure of 
holding companies and investments trusts.

The  holding  companies  controlled  large  segments  of  the  utility,  railroad,  and 
entertainment business. Here, as with the investment trusts, was the constant danger 
of  devastation  by  reverse  leverage.  In  particular,  dividends  from  the  operating 
companies  paid  the  interests  on  the  bonds  of  upstream  holding  companies.  The 
interruption of the dividends meant default on the bonds, bankruptcy, and the collapse 
of the structure. Under these circumstances, the temptation to curtail investment in 
operating plant in order to continue dividends was obviously strong. This added to 
deflationary pressures. The latter, in turn, curtailed earnings and helped bring down 



the corporate pyramids. When this happened, even more retrenchment was inevitable. 
Income was earmarked for debt repayment. Borrowing for new investment became 
impossible.  It  would  be  hard  to  imagine  a  corporate  system  better  designed  to 
continue and accentuate a deflationary spiral. 

3) The bad banking structure. Since the early thirties, a generation of Americans has 
been  told,  sometimes  with  amusement,  sometimes  with  indignation,  often  with 
outrage, of the banking practices of the late twenties. In fact, many of these practices 
were made ludicrous only by the depression. Loans which would have been perfectly 
good were made perfectly  foolish by the  collapse  of  the  borrower's  prices  or  the 
markets  for  his  goods  or  the  value  of  the  collateral  he  had  posted.  The  most 
responsible bankers-those who saw that their debtors were victims of circumstances 
far beyond their control and sought to help-were often made to look the worst...

However,  although  the  bankers  were  not  unusually  foolish  in  1929,  the  banking 
structure was inherently weak. The weakness was implicit  in the large numbers of 
independent  units.  When  one  bank failed,  the  assets  of  others  were  frozen  while 
depositors elsewhere had a pregnant warning to go and ask for their money. Thus one 
failure led to other failures, and these spread with a domino effect...

4) The dubious state of the foreign balance. This is a familiar story. During the First 
World  War,  the  United  States  became  a  creditor  on  international  account.  In  the 
decade following, the surplus of exports over imports which once had paid the interest 
and principal on loans from Europe continued.

The high tariffs, which restricted imports and helped to create this surplus of exports, 
remained.  However,  history  and  traditional  trading  habits  also  accounted  for  the 
persistence of the favourable balance, so called.

Before, payments on interest and principal had in effect been deducted from the trade 
balance...

Other countries which were buying more than they sold, and had debt payments to 
make in addition, had somehow to find the means for making up the deficit in their 
transactions with the United States.

During most of the twenties the difference was covered by cash—i.e., gold payments 
to  the  United  States—and  by  new  private  loans  by  the  United  States  to  other 
countries...
But countries could not continue to cover adverse trade balance with the United States 
with increased payments of gold, at least not for long. This meant that they had either 
to increase their exports to the United States or reduce their imports or default on their 
past loans. President Hoover and the congress moved promptly to eliminate the first 
possibility  -that  the  accounts  would  be  balanced  by  larger  imports-  by  sharply 
increasing the tariff. Accordingly, debts, including war debts, went into default and 
there was a precipitate fall in American exports. The reduction was not vast in relation 
to total output of the American economy, but it contributed to the general distress and 
was especially hard on farmers.



5) The poor state of economic intelligence...In the months and years following the 
stock market crash, the burden of reputable economic advice was invariably on the 
side of measures that would make things worse...Asked how the government could 
best advance recovery,  the sound and responsible adviser urged that the budget be 
balanced. Both parties agreed on this. For Republicans the balanced budget was, as 
ever, high doctrine. But the Democratic Party platform of 1932, with an explicitness 
which politicians rarely advise, also called for a "federal budget annually balanced on 
the basis of accurate executive estimates within revenues..."

A commitment to a balanced budget is always comprehensive. it  then meant there 
could be no increase in government outlays to expand purchasing power and relieve 
distress... The fear of inflation reinforced the demand for the balanced budget. It also 
limited efforts to make interest rates low, credit plentiful (or at least reluctant) and 
borrowing as easy as possible under the circumstances...At best, in such depression 
times,  monetary  policy  is  a  feeble  reed  on  which  to  lean.  The  current  economic 
clichés did not allow even the use of that frail weapon. and again, these attitudes were 
above party...

The  rejection  of  both fiscal  (tax  and expenditure)  and  monetary  policy  amounted 
precisely to a rejection of all affirmative government economic policy. The economic 
advisers of the day had both the unanimity and the authority to force the leaders of 
both parties to disavow all the available steps to check deflation and depression. In its 
own way this  was  a  marked  achievement-a  triumph  of  dogma over  thought.  The 
consequences were profound.



2. JAPÓN, LA DECADA PERDIDA, (Diciembre 2001)

Por Sahoko Kaji, Ph.D. Professor of Economics at Keio University

Introduction 

For many, Japan’s economic performance in the past decade has been a puzzle. By the 
middle of the 1980s, Japan was seen as an economic powerhouse, second to none if 
you believed some American scholars. Then, as we entered the 1990s, all of a sudden 
the  growth  rate  dropped.  Unemployment  began  to  creep  up.  Huge  financial 
institutions went bankrupt in 1997. By 1998, people were seriously talking about a 
global  economic  meltdown originating  in  Japan.  Today the Japanese economy,  as 
well as Japan’s public finance, is showing the worst performance among the advanced 
nations. 

What happened? Why the sudden fall from No.1 to the bottom? And why has Japan 
been  unable  to  revive  its  economy for  ten  years,  i.e.  why have  we had the “lost 
decade”? And can the policies taken by the Koizumi government change all this? This 
paper is an attempt to answer these questions. We first look back on the old Japan, 
which existed before the bubble burst. Then we discuss how the bubble and its burst 
affected the Japanese economy. These sections should provide one scenario for why 
we are  where  we are  today.  Our next  topic  is  the  policies  taken  by the Koizumi 
government. We conclude with an outlook for the future. 

Japan as a country in transition 

The single most important thing to remember throughout the discussion is that Japan 
is a country under transition. It is changing from an insular, self-sufficient system to 
an  open,  interactive  system.  This  transition  is  taking  place,  and  is  unlikely to  be 
reversed, because Japan now has no choice but to change. In the coming decade, the 
necessary  but  painful  changes  will  work  against  economic  recovery.  Japan  is  in 
recession because it is undergoing systemic change. 

And systemic change, as can be seen from the experiences of the former eastern block 
nations, takes time. If we simply focus on the growth rate, then it may appear as if 
there is no progress at all. But in fact the reverse may be true. The economy may fail 
to recover precisely because the painful reforms are being advanced. For this reason, 
the focus should be on Japan’s systemic change towards openness, rather than growth 
rate. 

Looking back: Japan Inc. 

When we look back on the post-war economic history of Japan, we find success after 
every challenge: the devastation of war, the breakdown of the Bretton Woods System, 
the two oil shocks, and the repeated upward leaps of the yen. Each time, after some 
adjustment, the Japanese managed to get their economy back on the path of recovery 
and growth. In 1955, the share of GDP in world GDP was 36.3% for the USA, 17.5% 
for the EC and 2.2% for Japan. By 1986, Japan’s GDP share had grown to 11.8%, the 



EC’s to 18.6% while the figure fro the USA had declined to 25.2%. Japanese cars, fax 
machines,  cameras  and  radios  became the  world’s  favourite.  The  current  account 
recorded a surplus year after year, and Japan lent abroad more than it borrowed from 
abroad. Most importantly, the Japanese had managed to keep their workers employed. 
From 1960 until 1995, the rate of unemployment remained below 3%. The virtues of 
"the Japanese economic system" earned recognition around the world, and Japanese 
management became the topic studied in many a Business Schools. 

Throughout this process, Japan remained an essentially self-contained system. To be 
sure, 99% of Japan’s oil needs were met by imports from abroad. Most of the modern 
conveniences, such as radios, televisions, motorcars, computers, which Japan became 
so  good  at  producing,  were  originally  invented  abroad.  And,  without  the  global 
market to absorb its products, Japan’s companies would not have thrived as much. 
However,  actual  figures  betray the image  of  Japan as  a  massive  exporter  heavily 
reliant on raw material imports. The ratio of imports to GDP was 7.2% in 1999. And, 
the ratio of exports to GDP was not much higher at 9.6% in the same year. Sectors 
such as agriculture, construction and finance remained heavily protected and closed to 
outside competitors. The Japanese basically fed each other, built buildings and roads 
for each other, borrowed from each other, sold things to each other and employed 
each other. 

The levy breaks 

This self-contained system worked fine as long as the economy itself was growing. 
When the pie is getting bigger, everybody can expect a reasonable increase in his 
share, without having to discuss changing that share. Income was re-allocated from 
the  productive  parts  of  the  economy  to  the  not-so-productive  parts,  but  nobody 
complained. The Japanese were happy to believe that everyone in Japan was equally 
well  off  and  equally  hard-working.  They  took  pride  in  placing  importance  in 
“harmony”.  Differences  in  living  standards  were  frowned  upon,  along  with 
differences in most other aspects of life. 

But as the importance of the Japanese economy grew, this became an unnatural state 
of affairs. It also became unsustainable. Protecting domestic industries from foreign 
competition can be legitimatised, but only for a small and developing economy. As 
Japan  became  economically  stronger,  trading  partners  rightly  demanded  their  fair 
chance.  In  addition,  some  resources  were  misallocated  due  to  protection  and 
regulation. This led to many inefficiencies and even corruption. And as Japan’s per 
capita income grew, it became increasingly difficult for Japanese companies to pay 
the expensive wages and still compete in the global market. 

Something had to give. The pressure was there. But the unravelling of Japan Inc. did 
not start in earnest, because too many vested interests were at stake. Japanese society 
is one of the most consensus-oriented in the world. If a particular policy is clearly 
going to hurt some interests, it becomes extremely difficult to win support from even 
those voters who are not directly affected by it. 

The status quo dragged on until 1985. In September of 1985, Japan came under heavy 
pressure from its G7 colleagues to reduce its current account surplus and open its 
markets to foreign competition. In hindsight, what the government should have done 



was  to  conduct  major  deregulation  policies  and  open  up  the  Japanese  market  to 
foreigners. Instead, Japan took the easy way out. It chose to increase money supply. 
The Bank of Japan lowered the official discount rate five times between January of 
1986 and February of 1987 (Figure 1). The resulting bubble in the stock and real 
estate markets eventually burst in the early 1990s. This violent shock to the system 
was what finally started the necessary change towards a new, more open system. It is 
a slow and arduous process of implosion, in many ways still continuing. The shock 
did not necessarily have to be the bubble. It could have been some other event. But it 
had to be an event, not a deliberate policy.  This is because no Japanese inside the 
system had an incentive  to change the status  quo. And nobody was willing to be 
responsible for deliberately starting the process of implosion and painful change.

The bubble 

Creating the bubble gave the Japanese authorities a way to keep their promise at the 
G7 to boost domestic demand without hurting domestic interests. It is very important 
to recognise that this was not done against the will of the rest of Japan. All other 
sectors of the Japanese economy welcomed the bubble, too. Privatisation programmes 
were  underway in  the  mid-80s,  and  the  Ministry  of  Finance  welcomed  the  stock 
market boom. Businesses enjoyed the opportunity to raise capital cheaply. They were 
also under pressure to reduce exports, and tried to raise profits by “zai-tech” (financial 
engineering).  Banks  had  to  meet  BIS  capital  adequacy  requirements.  Politicians 
benefited from increased contributions from the private sector. The yen strengthened 
100% against  the  dollar  after  the  1985  Plaza  accord,  so  low  interest  rates  were 
welcome in the midst of worries of a recession. Everyone welcomed the bubble. The 
Nikkei  index  reached  almost  40  thousand and land  and  real  estate  prices  soared. 
Everyone believed the myth that stock and land prices never declined in Japan. 

Two things happened during the bubble years (1985 to 1990) that came back to haunt 
the  Japanese  after  the  bubble  ended.  One,  over-investment  by  firms.  Two,  the 
explosion of reckless lending with land and buildings as collateral. The former is a 
classic, textbook cause of economic downturns, and is nothing new. In fact the entry 
into recession in 1991 was largely due to this first factor. It was the second factor that 
led to painful hangovers, but also ushered in the long search for a new system in 
Japan. 

Even after the bubble ended, it took a while for the Japanese to realise that it was in 
their interest to change their prized system. During the first half of the 1990’s, many 
still  believed  that  Japan faced  just  another  downturn,  not  the  start  of  a  profound 
change. The Ministry of Finance and the financial sector kept waiting for land and 
stock  prices  to  rise  again.  In  the  meantime,  the  economy  got  worse,  and 
unemployment kept climbing. The amount of bad debt held by banks was repeatedly 
underestimated. Bribery scandals were revealed, and Japanese public opinion turned 
gradually against the financial institutions and authorities.



The heart of the economy breaks down 

It was perhaps logical that the system began to unravel where it was weakest. The 
bubble and its burst hit the system of financial intermediation in Japan. And that was 
the weak link in the system. 

At  the  centre  of  every  economy,  there  is  a  system  of  financial  intermediation. 
Through this system, savings are lent out to firms for investment.  If banks do the 
financial  intermediation,  economists  call  that  "indirect  financing".  If  the stock and 
bond  markets  do  it,  it  is  called  "direct  financing".  Japan's  method  of  financial 
intermediation  was  a  peculiar  one.  Indirect  financing  by  banks  had  absolute 
dominance,  when  it  came  to  allocating  household  savings.  And  the  principle  in 
lending by banks was one that was very dependent on the continuing rise of real estate 
prices. 

Such  a  system  of  financial  intermediation  was  successful  because  of  the  stable 
relationship  between  financial  authorities  and  the  financial  sector.  This  stable 
relationship  was  built  on  protection,  regulation,  administrative  guidance,  frequent 
exchange of information and, at times, corruption. 

It is extremely important to see that it was not only the authorities and the banks that 
gained  from  the  stability  in  their  relationship.  Everyone  gained.  There  was  no 
incentive  on  the  part  of  anybody  inside  Japan,  to  endeavour  to  alter  the  cosy 
relationship  between monetary authorities  and the financial  sector.  Japan Inc.  was 
built around the Japanese way of financial intermediation, whose main characteristic 
was stability. 

Depositors were happy to deposit their savings with banks, because they were risk-
averse and preferred to put their money where protection guaranteed that banks never 
went bankrupt. Firms were happy to borrow from these banks, because they cherished 
the  benefits  of  having  a  "main  bank",  which  enabled  them to  keep  their  lifetime 
employment system through thick and thin. And so the workers, who were employed 
for life, deposited their savings in the stable banks. The savings were allocated in a 
stable manner to firms, who hired more workers to produce more. And the workers 
who were paid better became consumers who bought more and saved more at the 
same time. In the meantime, aided by their stable and long-term relationships with 
banks,  Japanese  industry  went  out  into  the  world,  competed  and  won.  Names  of 
Japanese products and companies became household words globally. Nobody inside 
or outside Japan stopped to ask whether there could be anything wrong with a system 
that produced such superstars. Nobody recognised the financial  sector as the weak 
link in this system that seemed to be working so well. 

But there was a hidden catch. After nearly thirty years of protection and regulation, 
the Japanese financial sector had become un-competitive by international standards. It 
became the weak link in the system because it did not manage risk properly. And it 
was the bubble and its burst that exposed this weakness. 



The weakness  of  Japan's  system of  financial  intermediation  was in  its  method of 
lending in exchange for collateral. Figure 2 shows the change in land price in post-
war Japan. Clearly, "land-prices never fall" was a reasonable assumption until 1991. 
The same could be said about buildings and houses built on land. Before long, banks 
began to lend on the basis of whether real estate was available as collateral, rather 
than  of  whether  the  investment  plan  was  economically  viable.  This  principle  of 
lending has a name: "the collateral principle".  This principle caused no trouble, so 
long as real estate prices kept rising. There was also the rise in the stock market. So as 
long as the stock prices showed an upward sloping curve, the balance sheets of firms 
which held these shares were improved. 

Then came the bubble. Stock and real estate prices skyrocketed. The country went 
into a frenzy of investment, not only in equipment but also in stocks and real estate. 
Companies as well as households both joined the frenzy. Banks poured oil into this 
fire by lending more, taking on more real estate as collateral. Add to this the fact that 
land-prices in Japan were determined according to location of the land, instead of the 
expected return from investment in that land. It was not surprising then, that when the 
bubble burst, the banks ended up with unrecoverable debt of massive scale. As the 
economy  and  land  prices  failed  to  recover,  the  amount  of  unrecoverable  debt 
continued to increase, even as they were written off. Major financial institutions, two 
securities houses and a bank, went bankrupt in 1997. 

Japan's  mechanism of  financial  intermediation  was now completely dysfunctional. 
Depositors were no longer sure that their banks would never go under. Many shifted 
their savings from private sector banks to the government-run postal savings. Some 
even turned to branches of foreign banks, something that was unthinkable only three 
years earlier.  Borrowers were no longer sure if they could count on their banks to 
provide funds.  Aside from having unrecoverable  loans on their  books,  the Capital 
Adequacy Ratio set by the Bank for International Settlements (BIS) required banks to 
shrink their assets. They were not at all in a position to increase lending, and came 
under heavy criticism for being "reluctant to lend". Foreign financial intermediaries, 
in  particular  foreign  purchasers  of  Japanese  stocks,  were  now  welcome.  As  the 
recession dragged on,  many in  industry had to  find foreign partners,  too.  Foreign 
direct  investment  was now helpful,  rather  than frightening.  It  was now needed in 
order  to  maintain  our  employment  level,  and  to  introduce  new  ideas,  rules  and 
methods. 

In search of a new system of financial intermediation 

The Japanese financial sector is no longer what it used to be. The number of major 
banking groups fell from 21 to eight, in all of three years. Japanese banks wrote off 
over  70  thousand  billion  yen  worth  of  unrecoverable  debt  in  the  past  ten  years. 
However, the sector is not yet out of the woods. For fiscal year 2000, the total of 
officially reported unrecoverable debt amounted to 32.5 thousand billion yen. At the 
middle of fiscal year 2000, the ratio of "loans under risk management" to total loans 
was over 5% for city banks, over 7% for regional banks and over 8% for second-tier 
regional  banks.  Partly  due  to  the  worsening  economy,  these  ratios  have  been 
increasing throughout the 1990s. 



In the long run, however, what is more important than solving the problem of bad 
loans is the establishment  of a new principle  in financial  intermediation.  Japanese 
banks,  securities  houses,  insurance  companies,  firms  and  households  all  have  to 
change. They must be ready and able to take risks, and be responsible for their own 
decisions.  They  all  need  to  adopt  a  new  principle,  one  that  is  transparent  and 
conducive to stability in a globalised environment. 

Today, Japan continues its search for a new system of financial intermediation. The 
new system should be far more reliant on direct financing. For this to be established, 
both the lenders and the borrowers must change. So must the regulatory authorities. 

As we saw above, the "collateral principle" was backed up by ever-rising land and 
stock prices. But it was also backed-up by a uniquely Japanese standard on disclosure, 
transparency, accounting etc. Lending was done between two agents who knew and 
trusted each other. Disclosed information did not have to be intelligible to general 
shareholders.  If  the  information  was  comprehensible  to  the  "main  bank"  (and the 
other firms who held their shares), that was sufficient. This type of accounting and 
disclosure  ensure  stability  only  in  a  particular,  insulated  environment.  It  worked 
marvellously as long as the system remained intact.  But now the system is in the 
process of opening up, to general shareholders and to foreigners. Major revisions are 
becoming necessary. 

The relationship between the authorities and the financial sector must also change. 
This change finally began in the late 1990s. Deregulation in the financial sector began 
gradually in the late  1970’s,  and then progressed throughout the 1980’s and 90’s. 
However, the fundamental nature of the relationship between the monetary authorities 
and the financial  institutions  did not change at  all  until  the late 1990s. To repeat, 
everyone gained from the system. Changes do not take place as long as the overall 
benefit of the status quo exceeds the cost. Further, deregulation in the financial sector 
(for instance allowing banks to choose their own interest rates) is not the same as 
competition  in  the  financial  sector.  The  former  can  induce  the  latter,  but  not 
necessarily. In the case of Japan, the financial markets were segmented by regulation. 
Firewalls between the different types of banking and security firms did not go down 
until the Big Bang started in earnest in 1997, in the midst of the recession. There was 
also very little competition with foreign financial institutions on Japanese soil until 
recently. The Japanese banks and securities houses continued to be protected. 

The  persistent  problem  of  unrecoverable  debt  finally  began  to  change  all  this. 
Admittedly, the change has been slow, much slower than some foreign commentators 
and officials wanted. During the first five years of the 1990s, neither the authorities 
nor the banks were ready to change. Change occurred in earnest towards the end of 
the 1990s. Public money was injected into Japanese banks twice, once in March of 
1998, and again in March of 1999. Correspondingly,  the decisions to inject capital 
were made twice. It seems to have been between these two decisions that the financial 
authorities  changed their  minds.  They came to  terms with the need to  discard all 
traces of their old relationship with the financial sector. 

The fact that they were left with no choice but to nationalise Long Term Credit Bank 
in October of 1998, despite the earlier capital injection, may have had something to do 
with this change. Reflecting this new attitude on the part of the authorities, the second 



capital injection was accompanied by conditions much more severe than the first one. 
And with the advent of the Financial  Supervisory Agency (currently the Financial 
Services Agency), policy turned away from intervention and regulation. The Japanese 
financial authorities are now insisting that market forces, rather than regulation and 
intervention should influence banks. The change may be slow, but it has definitely not 
been reversed. 

And finally,  depositors  must  also change.  They have  spent  too many years  in  an 
environment  of  protection,  where  they  could  expect  the  financial  institutions  or 
financial authorities to protect the values of their deposits. Now they must learn to 
assess risks, take risks and know that they themselves are responsible for their own 
investment  decisions.  As  of  the  end  of  March  2001,  assets  held  by  Japanese 
households amounted to approximately 1,400 thousand billion yen.  Over 30% was 
held  in  the  form  of  deposits  at  banks,  credit  corporations  and  agricultural 
corporations. Slightly below 20% was held as deposits at the postal savings system, 
run by the government. Insurance and pension schemes made up about 30%. Only 8% 
was invested in the stock market. Securities such as government bonds, made up for 
only 6.6%. Obviously, the Japanese depositors are still very risk-averse. Surely, it is 
difficult  to  encourage  investment  in  stocks  and bonds,  when the  markets  and  the 
economy are doing so poorly. But in an environment in which the banks are trying to 
shrink their assets, and the postal saving system funds wasteful government spending 
as we discuss below, private savings need to flow directly to firms. 

Victim of its own success 

In a way, Japan is a victim of its own success. Because the system worked so well, 
Japan could  afford  to  remain  mostly  insular.  Change  did  not  take  place,  because 
nobody saw any need for change. And everyone inside and outside of Japan had to 
admit the virtues of its unique system. Importantly, the perceived virtues included the 
virtues of the Japanese way of financial intermediation,  which supported the long-
term planning horizon and lifetime employment at Japanese firms. There was nothing 
to stop the development of a unique method of financial intermediation which, at the 
same time as being at the core of its success, led to its eventual demise. 

Given  that  globalisation  cannot  be  stopped  completely,  and  that  autarky  is  not  a 
sensible choice for Japan, the system was bound to see its end one day. When the end 
finally came, the necessary adjustment revealed itself dramatically in the form of the 
bubble and its aftermath. 

During the past ten years, the entire country seemed almost to be under siege from its 
own  lugubrious  mood.  One  could  say  that  it  is  the  Japanese,  not  the  Japanese 
economy, that are in depression. But the current recession can be seen as a necessary 
evil,  which changed the balance between the cost  and benefit  of  Japan’s opening. 
Seen in that light, this is a necessary "growing-pain". If we do not change now, the 
source  of  our  financial  and  economic  crisis  will  not  be  removed,  and  the  same 
mistakes will be repeated in future. 



Most of the Japanese are now aware that we have to change. This in itself is progress. 
During the first half of the 1990s, Japan was in a state of collective denial. We simply 
could not believe that the world's most successful economy could fail so miserably, 
that property prices could continue to decline, that the many fiscal packages could be 
so ineffective  in reviving demand.  Importantly,  the policy authorities,  which were 
supposed to take the lead and solve the problem, were bewildered. Bewildered also 
were the rest of the public, who were beginning to lose faith in the policy authorities 
and  the  bankers.  We  did  not  realise  that  we  were  at  a  stage  where  we  had  to 
fundamentally transform ourselves. We simply tried all the old tricks, such as fiscal 
spending packages, that used to work in the regime that had actually already ended. 

The old tricks did not work, and the public finally began to admit that change was 
necessary. But the country is still split between reformists and anti-reformists. Japan's 
Herculean task is to walk the very fine line between reform that is so painful that the 
voters will turn to the anti-reformers, and reform that is only so by name. Now that 
the pie is no longer growing, the size of the tranche is an issue. For the first time since 
the 1960s, the Japanese are facing a situation in which they cannot gain something 
without hurting their compatriots. 

Is recovery possible? 

The split is psychologically damaging to a people who prided themselves for putting 
priority  on  “harmony”.  The  resulting  sense  of  insecurity  and  uncertainty  has  a 
negative influence on the economy, through lower consumption and investment. And 
even if the benefit is larger than the cost overall, the cost is not zero. Change hurts 
vested interests. If reform were too costly, it would be unacceptable to the Japanese 
themselves. In the short-run, before those who are hurt find positive returns of one 
form or another, it is natural to hesitate and resist. 

That is why reform seems to be progressing so slowly. Since many of the necessary 
changes entail restructuring and rationalisation, they lead to temporary set-backs such 
as increased unemployment and bankruptcies. So the long-term goal of a more open, 
transparent  and  efficient  economy  is  incompatible  with  the  short-run  goal  of 
economic recovery. In fact, this is not the only contradiction between the short-term 
and long-term goals in Japan today. Lowering of public borrowing and debt, as well 
as  social  security  reform  are  both  necessary  for  the  long-run  well  being  of  the 
economy.  But  in  the short-run,  they increase  uncertainty  and a  general  feeling  of 
insecurity in Japan. For this reason also, the Japanese must tread the fine line between 
a reform that is too drastic and a reform that is only spoken of. 

Japan’s partners  in trade and investment  may have other interests,  however.  They 
would much rather have the second largest economy in the world to be more vibrant, 
even if they understood that reform was necessary for longer term stability. There is 
not much point in Japan becoming more open, if there was not much business to be 
done  with  Japan.  In  addition,  in  a  climate  of  global  economic  slowdown,  it  is 
important for such a large economy to contribute to world economic growth. So what 
are the prospects of Japan’s economic recovery?



Enter Mr Koizumi 

On the 26th of April 2001, Junichiro Koizumi became the 87th Prime Minister of 
Japan. It is a little hard to believe that it has not even been a year since then, because 
so many policies  have been put forward.  When Mr Koizumi came to power with 
unprecedented and overwhelming support  by the public,  foreigners also responded 
with cheer.  After  ten years  of no apparent  progress,  our foreign friends  had high 
expectation that this "extraordinary" politician will finally get the economy back on 
track. Today, some of these foreigners already show their disappointment, and even 
dismiss the present government as no different from the ones before. But judging by 
the polls,  a large majority of the Japanese public still  has faith in Mr Koizumi. A 
recent poll by Nihon Keizai Shimbun showed that 78% of respondents supported the 
Koizumi administration while only 14% did not. What follows in this paper should 
give the readers some material on which to make their own judgements. 

In his first policy speech at the 151st session of the diet (both houses of parliament), 
the Prime Minister stated his resolve to "ceaselessly advance structural reforms". It 
was in this speech that he famously made an analogy with the story about the "100 
sacks of rice". The story goes back to the beginning of the Meiji era. Poverty and 
starvation  prevailed  in  the  Japanese  region  of  Nagaoka.  To  help  the  starving 
inhabitants, 100 sacks of rice were sent in. But they did not eat the rice, which would 
have  lasted  only  for  a  few  days  anyway.  The  leader  of  Nagaoka  at  that  time, 
Torasaburo Kobayashi, was wise enough to think that investment in education was 
more important than meeting the immediate needs of his people. So he sold the rice 
and, with the proceeds, built a school. In this way, 100 sacks of rice today was turned 
into 1,000 or 10,000 sacks tomorrow. Graduates from this school later became leaders 
who actively participated in Japan's nation building. Mr Koizumi's message was that 
the Japanese had to make the right choice now. We had to endure the pains of today, 
in order to usher in a new and stronger Japan tomorrow.

Basic Policies 

Mr Koizumi's main economic policy-making body is the Council on Economic and 
Fiscal Policy (CEFP). The Prime Minister himself chairs this council, and the other 
members comprise ministers, the governor of the Bank of Japan, industrialists and 
economics  professors.  Their  first  meeting  was  held  on  the  18th  of  May.  In  this 
meeting,  the  Prime  Minister  announced  that  the  most  important  task  for  his 
administration was the revitalisation of the economy. With the slogan "no economic 
recovery  without  structural  reform",  he  declared  that  he  would  push  forward  a 
structural  reform programme  allowing  "no  sacred  cows".  An  outline  of  his  basic 
policies was promised by June. 

The CEFP kept its promise. On the 21st of June, it announced the "Basic Policies for 
Macroeconomic  Management  and  Structural  Reform  of  the  Japanese  Economy". 
Perhaps  to  emphasise  the  robustness  of  this  basic  policies  and  the  principle  it 
represents,  its  nickname  is  the  "thick-boned  principle".  The  cabinet  approved  the 
basic policies on 26th June. There were four pillars in this basic policy; (1) resolution 
of the non-performing loans problem, (2) seven-point programme of structural reform, 
(3) reform toward a more transparent policy-making process and (4) medium- and 



long-term  economic  and  fiscal  management  to  improve  the  fiscal  stance  of  the 
government.  The  seven  points  in  the  programmes  of  structural  reform  are;  (i) 
privatisation and deregulation, (ii) creation of a society that encourages and rewards 
the  effort  of  the  individual,  (iii)  strengthening  the  social  safety  net25  to  ensure 
stability in a more competitive environment, (iv) human capital development through 
individual choice, (v) creating workplace and social environments more friendly to 
women,  the  elderly  and  the  disabled,  (vi)  giving  power  of  decision-making  and 
funding to local governments, and (vii) fiscal reform towards an efficient government. 

Background of the policies

It may be a little difficult to understand the significance of these policy principles, 
without reminding oneself of the context in which they were brought forward. We 
have already discussed how the non-performing loans came about, and how it left the 
Japanese economy in a state of paralysis by stopping the flow of funds. Resolving this 
problem  was  something  economists  inside  and  outside  Japan  had  been  urgently 
recommending since the mid-1990s. So that was the first pillar. 

The second pillar, structural reform, was important because it was by then obvious to 
many Japanese that  structural  rigidities  and regulations  were hampering  economic 
recovery and making life in general more difficult. In the old Japan, where a protected 
and  stable  financial  sector  ensured  a  long-term  relationship  between  financial 
institutions,  firms,  depositors  and  workers,  rigidities  and  regulations  were  not 
problematic. Since unemployment was rare, it did not matter that new businesses were 
difficult to start up. Individualism was shunned. Social safety nets were unnecessary. 
Huge sums were transferred from city dwellers to citizens in the rural areas via re-
allocation of funds from the central  to the local governments. The pie was getting 
bigger anyway, so some inefficiencies were acceptable. Bridges, dams, highways and 
airports were built all over the country, in total disregard of whether the return would 
justify the investment. 

Eventually,  the political  system in Japan became one big re-allocation mechanism, 
from centre  to local.  Grants from the central  government  to local  governments  in 
Japan  take  the  form  of  "Local  Transfer  Taxes",  "Local  Allocation  Taxes"  and 
"National Government Disbursements". According to Doi and Ihori (2001), half of 
the  central  government's  tax  revenues  are  spent  on these  grants.  Needless  to  say, 
politicians  do  their  best  to  persuade  the  cabinet  and  bureaucrats  to  increase  the 
allocation to their own constituents back home. Furthermore, the distribution of these 
grants has developed a political bias.  Evidently, more voters in rural regions voted for 
LDP politicians than voters in the non-rural regions of Kanto, Tokai and Kinki. The 
LDP  has  ruled  Japan  for  much  of  the  post-war  years.  Rural  voices  have  been 
represented in the ruling party than urban voices. 

Since the process of budget allocation was in the hands of the politicians and the 
bureaucrats in the different ministries, the policy-making process was opaque to the 
ordinary voter. In addition, bribery and wining and dining of bureaucrats by interest 
groups were exposed in the form of huge scandals. By the time Mr Koizumi came to 
power, the Japanese, especially the city dwellers were completely disillusioned by the 
political and budgetary processes. Many felt a dire need to introduce the notion of 
"cost-effectiveness" in government spending, and a thorough review of the items in 



the budget. It was in this context that the third pillar became reform of the policy-
making process. 

The fourth pillar, fiscal reform, is very much related. As we discuss below, Japan was 
now the worst of the G7 nations, not only in terms of economic growth but also in 
terms of the government budget deficit and debt. Prime Minister Hashimoto attempted 
at fiscal consolidation in 1996, famously increasing the consumption tax rate from 3% 
to 5%. But this effort was terminated in 199829. Under the Obuchi administration that 
followed, the Japanese government went on a spending spree. 

The many fiscal spending packages amount to 132,400 billion yen, if we count all the 
packages between August 1992 and October 2000. These did not succeed at all in 
reviving the economy. Instead, Japan was just left with a huge deficit and debt, as 
well as non-performing loans in the hands of some public lending institutions. What 
was  needed  was  a  more  fundamental  solution;  finding  a  new  economic  system, 
especially a new system of financial intermediation. In the meantime, something has 
to  be  done  to  stop  the  Japanese  government  to  go  uncontrollably  into  debt.  The 
Koizumi  government  declared  in  the  policy  principles  that  they  would  aim  at 
restricting new government bond issuance to a maximum of 30 thousand billion yen 
in fiscal 200230. 

Becoming a normal country 

In leaflets that explain the basic principles to the general public, Mr Koizumi and his 
team emphasise the need for the Japanese to become more individualistic, self-reliant 
and ready to take risks. This is a tall  order that will  not be filled in a short time, 
because it takes time for people to go through such fundamental changes in character. 
The  process  also  entails  more  uncertainty  and  turbulence.  But  for  the  Japanese 
economy to become vibrant and active again, the old system and the old mentality 
have  to  go.  Until  the  Japanese  become  more  like  the  citizens  envisaged  in  the 
Koizumi government's policy principles, the Japanese economy will not find a new 
way to be prosperous and stable in the globalised environment. 

Even when we have arrived at a new equilibrium, not all the Japanese would have 
become  more  individualistic,  self-reliant  and  ready  to  take  risks.  Part  of  the 
population will always remain apparently oblivious to the need for such a change. 
This is actually quite normal. In every society, there are people who are reluctant to 
accept change, who prefer to rely on privileges and handouts from the government. 
Every  economy  faces  this  problem of  how  to  sustain  the  well  being  of  the  less 
productive  parts,  by making use of  the income gained  by hard work in  the more 
productive  parts.  Some countries  respond to  this  problem by increasing  taxes  and 
social transfer spending. Others prefer to emphasise individual responsibility, smaller 
government and frequent entry and exit in the labour market. The question we are 
asking now is where Japan will settle on this spectrum.

In  that  sense,  Japan  is  only  becoming  a  normal  country.  In  the  past,  when  the 
economy was constantly growing, this problem was not apparent. So long as it was 
hidden, and did not surface, the Japanese could believe that they were a nation where 
everybody was equally above average. Now the economy is not growing anymore, 
and more open, so there is much more competitive pressure. Slowly but surely, the 



split is becoming evident. This is new to the Japanese, something that they experience 
for the first time since the end of the Second World War. 

In fact,  when Mr Koizumi was voted in, this split in Japanese society was already 
beginning to show, albeit in a blurred manner. People who voted for Mr Koizumi's 
party, the Liberal Democratic Party (LDP), consisted of two very distinct camps that 
voted for two very distinct types of politician. One comprised the city-dwellers totally 
fed-up with the re-allocation system that perpetuated wasteful government spending. 
These were the voters who really wanted structural reform, even if that meant some 
pain in the short-run. They saw deregulation as a way out of mediocre if not zero 
growth.  Voters  belonging  to  this  camp voted for  Mr Koizumi  and the other  LDP 
politicians  who  advocated  change.  The  other  camp  comprised  the  old-style  LDP 
voters, content to live on the government subsidies and protection that they wanted to 
see continue. These voters voted for the LDP politicians who promised to keep their 
old ties and policy handouts. 

When Mr Koizumi came into power, it was never entirely clear which of the camps 
was  the  majority.  What  was  clear  to  almost  everyone  was  that  the  LDP  would 
eventually see an internal split. This is exactly what is happening, but in a slightly 
twisted manner. Mr Koizumi is still extraordinarily popular. The Japanese people still 
want reform. After a decade of stagnation, in which package after package failed to 
revive the economy, a large majority sees the Koizumi policies as the only choice. But 
they may "agree in general but disagree in specifics", that is to say,  they may not 
enjoy deregulation if it economically hurts them directly. 

So very few politicians, inside and outside the LDP, are openly dismissing the need 
for reform. Instead they are criticizing the speed and manner in which the current 
administration is pushing reform forward. And the people who are going to be hurt 
directly by Mr Koizumi's reforms feel that these politicians represent them. When the 
public  begins to feel  more pain,  and find that  the pain is  more than they think is 
acceptable, they may turn against reform. 

The question is which of the camps; the reformists or the anti-reformists will be the 
majority  in  Japan.  If  the  reform oriented  voters  are  the  majority,  and  democracy 
functions reasonably well, then Mr Koizumi may in the end manage to carry through 
his reform programmes. Things are in a state of flux. The reformists and the anti-
reformists are not a fixed group; some voters stay in the middle, shifting from one 
camp to another. The economy is worsening, pulled down by the global downturn that 
was  accelerated  by the  September  11th  attacks.  The  economic  and social  pain  is 
increasing. But this increase in pain can work in two ways. It may make the people 
feel that reform requires too much pain. It may also increase the feeling that there is 
absolutely no choice but to carry through with the reforms. 

Reform and fiscal spending 

Three months after showing its policy principles, on the 21st of September, the CEFP 
announced  the  "Reform Schedule".  The  Reform Schedule  showed  how  the  basic 
principles laid out in June should be put into practice. The Prime Minister called this 
the "sailing chart (map)" of his reforms. It also served as an intermediate-term review 
of policy.  Importantly,  this schedule included concrete dates by which each of the 



policies was to be implemented.  The purpose was to emphasise the resolve of the 
Koizumi administration not to turn back. 

Not only were they against turning back, they were also eager to move forward. A 
little over a month after the Reform Schedule, the "Advanced Reform Programme" 
was announced on 26th October. In this programme the administration acknowledged 
that  the  economy was getting  weaker,  due in  part  to  the  slowdown of  the  global 
economy. But the determination to carry forward structural reforms was unchanged. 
The  stated  goals  of  the  programme  were;  (1)  to  revitalise  the  economy  and  to 
encourage  private  sector  activities,  (2)  to  fortify  the  social  safety  net  and  (3)  to 
respond to the need arising form IT-related changes and an ageing of society. The first 
supplementary budget of 2001 was to partly fund the expenditures on which priority 
was placed because they were judged to lead directly to structural reform. 

The five items of priority were those that related to; (i) building an environment of 
competition  and  innovation  through  deregulation,  (ii)  more  efficient  allocation  of 
resources  through financial  market  reform,  (iii)  a  labour  market  with a reinforced 
safety-net, in which young and middle-aged workers can find jobs, (iv) supporting 
start-ups and management innovations in small and medium-sized enterprises and (v) 
promoting  human  resources  development  in  line  with  the  IT  revolution  and  the 
increased participation of women in the labour force. 

The  first  supplementary  budget  of  fiscal  year  2001 was announced on the 7th  of 
November 2001. This supplementary budget amounted to 1,061 billion yen, of which 
1,000 billion yen was allocated to items in the Advanced Reform Programme. The 
second supplementary budget followed on the 20th December 2001, amounting to 
2,639 billion yen. This was to fund the Immediate Action Programme, in response to 
the  deterioration  of  the  economy  after  September  11th.  Spending  in  the  first 
supplementary budget concentrated on employment rated measures, while that in the 
second supplementary budget was geared toward revitalisation of cities. 

Then on the 4th of December,  the administration laid out the "guidelines"  for the 
fiscal  year  2002 budget.  The plan for the budget,  so-called the MOF (Ministry of 
Finance) blueprint, was presented on the 20th. Final settlement came on the 24th. Mr 
Koizumi calls this the "reform implementation budget". Some of his original plans, 
such as changing the system of "specific sources of revenue", had to be carried over to 
next year's budget. But the MOF managed to follow the Prime Minister's instructions 
to  reduce  spending  on  conventional  items  by  5  thousand  billion,  and  increase 
spending  on  the  seven  priority  areas  (urban  renaissance,  environment,  ageing  of 
society, science and technology, education, IT and revitalisation of rural areas) by 2 
thousand billion. The size of the general account budget is 81.23 thousand billion, 
down 1.7% from the  initial  budget  of  2001.  Bond  issuance  was  kept  within  the 
constraint of 30 thousand billion yen, set by the Prime Minister. With tax revenues 
falling and costs of medical care ballooning, reforms of the tax system and medical 
care system are important partners to the budget for 2002 and beyond. 

Unemployment 

The unemployment rate for November 2001 stood at 5.5%. This is a historical high. 
The situation is especially serious among the young. But in terms of demoralising 



Japanese  households  and  discouraging  consumption,  unemployment  among  the 
middle-aged may be more serious. Of the 3.5 million unemployed, 1.23 million are 
categorised as "involuntary unemployment",  nearly half  of which are men over 45 
years of age. 

The Headquarters  for Industrial Structural  Reform and Employment Measures was 
formed on the 11th of May. It is led by the Prime Minister, and comprises all cabinet 
ministers. On the 20th of September, it announced the "Comprehensive Employment 
Measures".  The  three  main  goals  are:  creation  of  employment,  dissolution  of 
employment mismatches and establishment of a safety net. Medical care, childcare 
and environmental protection are cited as new areas in which new employment is to 
be created.  The government  aims at  creating a market  environment  in which new 
start-ups and small and medium-sized companies are able to thrive. They will also 
promote innovation through closer  cooperation  and information  exchange between 
venture capital firms and universities. The four priority fields in investment are: life 
science, Information Technology, environment and nanotechnology. A website called 
the "Shigoto-Joho-Net" (job information net) has been running since August. There, 
jobseekers can find out what sorts of jobs are available, both in the private as well as 
the  public  sectors.  This  service  will  be  expanded.  About  50  thousand  career 
counsellors are being trained and will be at work in the Career Formation Support 
Corners, one in each prefecture. Funding for IT-related educational programmes are 
requested in the fiscal 2002 budget. 

On the 7th of December, the "Emergency Employment Measures Bill", foreseen in 
the  "Comprehensive  Employment  Measures"  of  September,  was  passed.  This  is  a 
sunset bill that will be in effect from January 2002 to the end of 2004. It extends the 
duration of worker dispatch from one year to three years (for workers over 45 years of 
age), as well as the duration of employment insurance during job training (for workers 
between 45 to 55 years of age). It also provides employment subsidies to small and 
medium-sized firms engaging in management innovation. The goal is to create more 
than 100 thousand new jobs.

Regulatory Reforms and Privatisation 

Deregulation is one important theme, which Mr Koizumi inherited from the previous 
administrations.  On  the  19th  of  April,  the  Council  for  Regulatory  Reform  was 
established. All of the 15 members come from the private sector. They are professors, 
economists and business people. The Council presented its final report to the Prime 
Minister on the 11th of December. Its basic principle is "all that can be done by the 
private sector should be left to the private sector". In addition to removing regulation, 
it calls for new rules on information disclosure, monitoring and safety nets. The six 
priority  areas  are:  medical  care,  welfare  and  childcare,  human  resource  (labour), 
education,  environment and urban renaissance. Concrete measures include relaxing 
limits  on establishing holding companies,  complete  liberalisation  of insurance and 
ETF sales by banks. The government will use this report as a basis for their three-year 
plan on deregulation, due to be presented in March 2002. 

As  for  privatisation,  there  are  two  major  projects,  which  have  become  important 
features of the Koizumi administration's reform so far. These are the privatisation of 
three postal businesses and the Special Public Institutions. 



Privatisation: postal businesses 

The three postal businesses are postal service, postal savings and postal life insurance. 
All three businesses are handled by the many post offices around the country, which 
historically have had strong political influence. There are actually 24,000 post offices, 
15,000 stamp sellers  and 18,000 post  boxes  in  Japan.  Because the postal  savings 
accounts  are subsidised by the government,  they can offer more attractive interest 
rates to depositors. For this reason, the postal savings system has long been criticised 
for taking away good customers from private sector banks. The same criticism has 
applied the postal insurance system. 

Moreover, the money collected through the postal system went into the "Post-office 
Life  Insurance  Assets"  and  "Trust  Fund Bureau"  funds,  and  was  lent  out  by  the 
government.  The  lending  system  is  named  the  "Fiscal  Investment  and  Loan 
Programme"  (FILP).  FILP  is  otherwise  known  as  the  "second  national  budget", 
because it is large in sum but not included in the "general account budget". As of 
fiscal  year  2001,  money raised  through postal  savings  accounts  has  ceased  to  go 
automatically into the Trust Fund bureau funds. Instead,  the postal savings system 
"voluntarily" purchases, as part of their asset management strategy, the bonds issued 
to fund the FILP. Approximately 30% of the money in the FILP fund goes to local 
governments. 70% is lent out to the Special Public Institutions, whose waste we shall 
discuss shortly. 

Mr Koizumi had actually been arguing for privatisation of the postal businesses even 
before he became Prime Minister. Once Prime Minister, he established the Advisory 
Council to Consider the Modalities of the Three Postal Businesses on the 31st of May, 
to discuss the issue. Members are university professors and business leaders. There 
have  been  six  meetings.  In  parallel,  the  Ministry  of  Public  Management,  Home 
Affairs, Posts and Telecommunications are holding a study group on turning postal 
businesses into a public corporation. 

The Prime Minister wanted privatisation of the Postal  businesses to proceed faster 
than most were ready to accept. For instance, he pushed for delivery of postcards and 
letters  to be open to private businesses immediately after April of 2003, when the 
three businesses will be reborn as the Postal Public Corporation. This was accepted, 
albeit under stringent conditions. 

Privatisation may be difficult, even if it were politically accepted. The Postal Public 
Corporation will also accept accounting standards and external auditing, which are 
accepted in the private sector. And this has revealed a rather striking weakness of 
management.  When  private-sector  accounting  standards  are  applied,  the  capital 
adequacy  ratio  for  the  new  public  corporation  is  a  mere  0.4%.  The  Financial 
Supervisory  Agency  has  decided  on  the  25th  of  December  that  it  will  conduct 
inspection of fund management by the newly born Postal Public Corporation. 

Privatisation: Special Public Institutions 

As for the Special  Public Institutions,  the administration set out their  basic policy 
stance already on the 8th of June. By the 27th of November, it was decided that the 



following seven will be abolished: Japan Highway Public Corporation, Metropolitan 
Expressway Public  corporation,  Hanshin Expressway Public  Corporation,  Honshu-
Shikoku  Bridge  Authority,  Government  Housing  Loan  Corporation  (within  five 
years), Urban Development Corporation (during period of intensive reform), Japan 
National  Oil  Corporation.  All  of these played important  roles during the years,  in 
which Japan was growing into an advanced, industrialised country. But through the 
years many turned into inefficient investors that carried out the politically motivated 
public investment projects, or hindered private sector activity. Many have deficits and 
are  heavily  in  debt.  Needless  to  say,  these  debts  have  to  be  supported  by  the 
taxpayers.  Adding  together  the  spending  and  subsidies  from  the  general  account 
budget and the FILP, the support amounted to 5.27 thousand billion yen for fiscal 
year 2001. 

The Special Public Institutions also provided well-paid management posts for retired 
bureaucrats. According to a government report released on the 26th of December, out 
of the 616 management-position bureaucrats  who retired in the year  since 16th of 
August  2000,  543  had  found  jobs.  108  of  these  former  bureaucrats  had  found 
positions  in Special  Public  Institutions  directly  connected,  in terms  of budget  and 
personnel allocation,  to their  former Ministries.  224 had found positions in Public 
Service Corporations, which were established by the Ministries in which they worked. 
The  average  annual  salary  for  presidents  of  major  Special  Public  Institutions  fall 
between  23  million  yen  to  26  million  yen.  Furthermore,  by  retiring  from  one 
Institution and working at another for a few years to retire again, one can collect hefty 
retirement pays more than once. There is no wonder the Ministries uniformly put up 
very strong resistance against privatisation and/or abolishing of these Special Public 
Institutions. 

On  the  18th  of  December,  a  joint  meeting  was  held  between  the  Special  Public 
Institutions  Reform  Promotion  Headquarters  and  the  Cabinet  Headquarters  for 
Administrative  Reform.  The  meeting  put  forward  the  "Reorganisation  and 
Rationalisation  Plan  for  Special  Public  Institutions",  and  approved  the  "Interim 
Report of Implementation Plan for Reform of Administration-Commissioned Public 
Interest Corporations (Subsidiary-related)". Of the 163 Special Public Institutions, 17 
will be abolished, 45 will be privatised and 38 will be merged into 36 independent 
administrative institutions. 

A major  point  of  contention  was whether  to  reorganise  and/or  privatise  the  eight 
governmental financial institutions. The eight are: National Life Finance Corporation, 
Agriculture, Forestry and Fisheries Finance Corporation, Japan Finance Corporation 
for Small Business, Japan Finance Corporation for Municipal Enterprises, Okinawa 
Development Finance Corporation, Shokochukin Bank, Development Bank of Japan 
and Japan Bank for International Cooperation. 

The Prime Minister was eager to proceed with the reorganisation. Financing for small 
and medium-sized enterprises are important, but there seemed no reason to have a 
different financial institution backed up by the different Ministries. On the other hand, 
former  Prime  Minister  Hashimoto  argued  that  government-supported  financial 
intermediation  was crucial  to  support  the ailing  economy.  The final  decision was 
delayed, and discussion was to begin in the Council on Economic and Fiscal Policy 
(CEFP) in the New Year. On the 25th of December, the Cabinet Headquarters for 



Administrative Reform floated a plan to merge the eight financial institutions into two 
groups, one for domestic lending and the other for overseas lending. The plan also 
recommended gradual privatisation of Shokochukin bank. 

Reform or recovery 

The quarterly growth rate of real GDP for the third quarter (July to September) of 
2001 was minus 0.5%. This was the second consecutive quarter of negative growth, 
and translated into an annual figure, this meant a decline in real GDP by 2.2%. Had 
Japan been a Euro area country, it would have passed the Stability and Growth Pact 
test with a breeze. In the meantime, despite the best efforts to reduce government 
deficit and debt, Japan’s public debt reached above 565 thousand billion yen as of the 
end of September 2001. Compared to a year earlier, this was 10.7% higher. 

Some argue that the Koizumi administration is wrong in pursuing fiscal consolidation 
in  such  economic  times.  They put  priority  on  economic  recovery,  and  argue  that 
painful  reforms  should  come  later.  Some  in  this  camp  call  for  increased  fiscal 
spending.  Others blame the monetary authorities  for not doing their  job. Both the 
Bank of Japan and the Financial Services Authority are criticised. The Bank of Japan 
should increase money supply further, in order to stop deflation. And the Financial 
Services Authority should inject more public funds into banks so that the banks would 
start lending again. 

In general, those who put priority on reform, including the current administration as 
well  as  the  governor  of  the  Bank of  Japan,  see  the  recession  and public  debt  as 
constraints that make reform possible. The majority of the public are aware that the 
situation is serious enough for them to have no choice but to accept some change. If 
Japan  muddles  through  without  fundamental  changes,  the  lost  decade  will  repeat 
itself. Regulations, inefficiencies and rigidities will remain. They will eventually lead 
to a similar  or even bigger crisis in future. That is why Japan has to change,  and 
change is  possible  only when there is  no other choice.  In contrast,  those who put 
priority on economic recovery seem to comprise two camps. Some, especially those 
who are looking at Japan from the outside, are trying to stop Japan from becoming the 
source  of  a  global  downturn.  They  agree  that  some  fundamental  changes  are 
necessary in Japan. But they put that issue aside for the moment, because a global 
crisis  is  a  more  urgent  issue.  Then  there  are  others,  within  Japan,  who advocate 
economic recovery in order to preserve reform. They fear that a crisis will develop if 
the economy does not recover, making reform impossible. Reform is still possible, or 
is only possible once the economy recovers. 

Professor Mitsuhiro Fukao is one of the strongest advocates of a more expansionary 
monetary policy by the Bank of Japan. He and others are of the opinion that bringing 
the primary balance (excluding bond issuance from revenues and interest payments 
from outlays in the government budget) to zero is not enough, because the nominal 
growth  rate  is  negative,  or  in  any  event  lower  than  the  nominal  interest  rate  on 
government  bonds.  Professor Fukao advocates  inflation  targeting,  and purchase of 
JGBs and foreign bonds by the Bank of Japan. Separately, some Members of the LDP 
have prepared a revision of the Bank of Japan Law, in order to force the Bank to 
introduce inflation targeting. 



The Bank of Japan's policies 

The Bank of Japan, in turn, is of the opinion that monetary conditions are sufficiently 
loose, and that structural reforms are the only way forward for Japan. In April 1999, 
the Bank of Japan commenced the "zero-interest rate policy” whereby the interest rate 
on unsecured  overnight  call  rates  were kept  at  virtually  zero.  Then on the 9th of 
February 2001, the Bank of Japan cut the discount rate from 0.5% to 0.35%. The 
Bank also said that whenever market rates rise above this rate, it would be ready to 
meet lending requests at 0.35%. This new lending facility was called the "Lombard 
lending". Then on the 28th of the same month, the Bank lowered the overnight rate by 
10 basis points to 0.15% and official discount rate by 10 basis points to 0.25%. 

Further, on the 19th of March, the Bank of Japan shifted its policy target from the call 
rate to the quantity of money. They did this in search of a way to increase money 
supply further, when the rate of interest was already zero. Specifically, the Bank said 
it would target the amount of "current accounts" held by private-sector banks. The 
target for the "current accounts" was increased from an average of 4 thousand billion 
yen  to 5 thousand billion yen.  To meet this  target,  the bank would buy long-term 
bonds if necessary.  The central bank's new measures were interpreted as a kind of 
inflation-target. The governor announced that these measures will stay in place until 
"the  annual  rate  of  change  in  the  consumer  price  index  stably  registers  zero  or 
higher". 

The Bank raised the target for the banks' "current accounts" by 1 thousand billion yen, 
to 6 thousand billion in August. Then, in response to the terrorist attacks, it raised the 
target to "over 6 thousand" on the 19th of September. At the same time, the official 
discount  rate  was  lowered to  0.1%. In early  December,  the  target  of  the “current 
account" was once again raised to between 10 to 15 thousand billion yen. 

The risk 

Should  recovery  come  before  reforms,  or  vice  versa?  Only  time  will  tell  who is 
correct.  But  unless  tax-revenues  rise,  deflation  stops  and  fiscal  consolidation  is 
successful, nothing says that the Japanese government will not go bankrupt. General 
government  gross  debt  as  percentage  of  GDP  has  steadily  increased  in  the  past 
decade.  The  situation  is  critical  compared  to  other  advanced  nations.  As  for 
government deficit, our primary balance is in deficit by over 6% of GDP. 

Aside from the nominal value of government debt, there is the problem of the real 
value of the debt. The real value of debt is the value of the debt in terms of purchasing 
power.  The  purchasing power of  debt  decreases  with  inflation  and increases  with 
deflation. Inflation is helpful to the debtor, because by the time you pay back that 
debt, the sum is worth less than when you borrowed it. It buys fewer things than when 
you borrowed the sum. Turning the same logic on its head, it  is easy to see why 
deflation is painful to the debtor. If there is deflation, the money that you pay back is 
worth  more;  it  buys  more  things  than  when  you  borrowed  the  amount.  Japan  is 
exactly  in  this  position,  in debt under deflation.  As one measure of deflation,  the 
Consumer Price Index (CPI) has been declining. The real value of Japan's government 



debt is increasing, in addition to the fact that its nominal value is increasing. Credit 
rating  agencies  Fitch,  Standard  and  Poors  and  Moody's  all  downgraded  Japanese 
Government Bonds (JGBs) within the past month. 

Curiously,  the Japanese government has been able to issue bonds at relatively low 
interest rates. Interest rates on ten-year JGBs have mostly stayed between 1.2% and 
1.5% in 2001; settling at about 1.36% at the end of the year. The reason is actually 
simple; huge as the supply is, there is sufficient demand for JGBs. The buyers are 
mostly  Japanese.  Interest  rates and returns  on other forms of investment  are even 
lower than the rates on JGBs, and the Japanese are even more risk-averse than they 
used to be.  Non-resident  investors  hold only 5.6% of outstanding JGBs; Japanese 
investors hold the remaining 94.4%. In fact, despite the legal and institutional changes 
that were made to attract investors from around the world, only the Japanese seem to 
want to hold JGBs. 5.6% is not much higher than the percentage of JGBs held by 
foreign investors 10 years ago, which was 2%. In contrast, the percentage of Japanese 
listed stocks held by foreign investors rose from just over 5% to 18.8% in the same 
decade. 

Japanese financial institutions now hold 42.6% of JGBs, the government holds 35%, 
the  Bank  of  Japan holds  11.7% and  households  hold  only  2.5%.  As  long  as  the 
Japanese investors find JGBs as the preferable form in which to keep their assets, the 
Japanese  government  will  continue  to  borrow at  low cost.  So  we have  an  ironic 
structure where the government will not default, so long as the Japanese remain un-
innovative  in  their  investment  choices.  This  could  change in  two ways.  One,  the 
economy could recover. Then, interest rates will start to rise, and other investment 
opportunities will become attractive. Investors may then sell JGBs and invest their 
money elsewhere. Or two, even if the economy does not recover, the Japanese may 
begin to sense the danger of holding JGBs. In either case, if the Japanese buy foreign 
assets  by selling JGBs, in other  words,  if  there is  capital  flight,  the result  can be 
frightening. As many countries that experienced capital flight know all too well, this 
would involve rapid and huge depreciation of the yen. 

If the bank of Japan does not allow default of the government and buys JGBs, there 
will be inflation. This inflation is unlikely to be mild. Sales of JGBs are dangerous in 
other ways,  too.  As noted above, Japanese financial  institutions  hold over 40% of 
outstanding JGBs. If JGB prices collapse, balance sheets of these financial institutions 
will be badly damaged, as if they were not damaged enough already. 

The New Japan 

If the Japanese government does go bankrupt, those who relied on the government for 
jobs and subsidies will be directly affected. Their cherished projects and handouts will 
have to be curtailed, or stopped altogether. There may be some logic, if not justice in 
this.  Vested  interests  resist  change,  and  stop  government  spending  from  being 
decreased enough. If they were the structural reasons for the government's default, 
they will be the ones to suffer the consequences. 

Of course,  things are not so simple.  There are thousands of honest,  hard-working 
public  servants.  There  are  also  citizens  who  truly  need  to  be  subsidised  by  the 
government. Needless to say, private sector workers who chose to rely on their own 



initiative, worked hard to support themselves and praised Mr Koizumi's efforts will 
also be affected by a government default. So will the global economy. 

But maybe this is the extent to which the Japanese economy has to decline, in order 
for the Japanese to accept the necessary changes. To outside observers, change is slow 
and Mr Koizumi does not seem to have made a difference. Looking at it from the 
inside, the number of policy initiatives put forward by the Koizumi administration in 
less than one year is almost dizzying. However, the problem of non-performing loans 
persists,  as  do  tax-funded inefficiencies.  Foreign  companies  are  still  finding  little 
incentive to invest in Japan, because of high infrastructure costs and the reluctance of 
Japanese companies to be bought or become partners. There is resistance to change 
and  opening,  because  not  all  Japanese  are  yet  convinced  that  a  quick  and  brutal 
change is the only choice they have. And the reason why they are not convinced may 
be because the situation is not yet bad enough. 

In the longer term, the Japanese economy will one day stabilise under a new system. 
Until then, it will be a long process of tatonnement. In this process of finding a new 
system to replace the old one, the Japanese economy should continue to open up to 
the global economy. 

The new Japan will be different in more ways than one. The sense of "harmony" will 
be diluted. As shares change hands from "main banks" to shareholders, stakeholders 
will become less important. Stock markets applaud layoffs and restructuring. For fifty 
years, Japan managed to evade this fundamental dilemma. Now it will become more 
difficult to do so. As firms borrow from the markets and financial intermediaries who 
are  more demanding in terms of short-term profits,  unemployment  will  settle  at  a 
higher level in Japan. Some of these lenders will be foreign; some will be Japanese. 
But in any case if the firms are to be profitable and active in the globalised world of 
the  21st  century,  they  will  have  to  show  more  efficiency,  accountability  and 
transparency. 

On the other hand, dismissing the "Japanese way" as a total failure misses the point, 
because  it  is  a  "way"  that  worked  well  under  a  particular  circumstance;  stability 
created by protection in the financial and other sectors. It will work well wherever the 
same conditions are found. But it will not lead to economic growth and stability in 
any other environment, including the changed Japan.

 Homework from the Meiji Restoration 

The challenges that Japan faces today are of the same magnitude as those during the 
Meiji restoration. The Meiji restoration of 1868 was Japan’s first opening. It was a 
process of opening and learning from the West. It entailed many visible changes. For 
instance, the Japanese completely changed their hairstyles and attires to emulate those 
seen in the West. Invisible changes were also required. And one aspect has been left 
undone, as homework until today.  This is the introduction of individualism. In the 
years leading up to the Meiji restoration, some Japanese scholars and officials became 
painfully aware that the Japanese had to become individuals in order to modernise. 
Japan did modernise. But the Japanese never did become individualistic, in spite of, or 
because of, the decades of economic success that followed. The challenge for Japan 



today is  to  bring about  this  psychological  change,  which failed  to  take place  one 
hundred and thirty years ago. 

Neither workers nor employers, nor authorities, nor scholars for that matter, know as 
yet what the new norms are going to look like. Every aspect of human and business 
relationships must change to accommodate more transparency and independence. The 
Japanese must learn to draw a clearer line between public and private, and to become 
less dependent on protection by the authorities. To take risks and win or lose at their 
own  peril,  to  be  responsible  for  their  own  decisions,  in  other  words,  to  become 
individuals. 

It is not only Japan that is coming under the forces of globalisation. In particular, the 
transparency and competition increased by the introduction of the euro are already 
showing their effects in Europe, especially on the Continent. Japan will not be alone 
in  the  search  for  a  new  system  that  brings  about  stability  and  prosperity  in  an 
increasingly open, competitive environment.  Mixing of different cultures will  be a 
good stimulus in this search process. Opening up helped Japan make great progress 
during the Meiji Restoration. Renault and Nissan should be only the beginning.



3. LA CRISIS FINANCIERA Y LA DÉCADA PERDIDA (Diciembre 2003)

Por  Mitsuhiro  FUKAO,  Japan  Center  for  Economic  Research  and  Keio 
University

Japanese banks incurred heavy losses in the early 1990s due to the bursting of the 
bubble economy of the 1980s. Japanese regulators allowed undercapitalized banks to 
operate  under  a  very lenient  application  of  capital  requirement  rules.  At  first,  the 
regulators did not have strong institutional mechanisms and budgetary funds to take 
care of weakened banks. Even after obtaining strong power and money in 1988 to 
tackle the banking problem, the regulators would not nationalize a large number of 
banks  because  they  could  not  manage  nationalized  banks  themselves.  The  recent 
recovery of the Japanese economy gives the Financial Services Agency a chance to 
make up for the lost decade of regulatory discipline.

1. Introduction

Japanese banks incurred heavy losses in the early 1990s due to the bursting of the 
bubble economy of the 1980s. By 1997, even some large banks started to run out of 
capital  base due to the rapidly accumulating loan losses with a very low nominal 
economic  growth  rate.  Banks  could  not  obtain  enough  profit  margins  on  their 
commercial  lending  activities  because  borrowers  faced  fairly  high  real  borrowing 
costs due to deflation. As a result, the capital injections into banks by the government 
in 1998 and 1999 could not revitalize the banking sector.

In the second half of 1990s, the primary supervisor of banks was reorganized twice 
and  its  name  was  also  changed  from  the  Ministry  of  Finance  to  the  Financial 
Supervisory  Agency,  and  then  the  Financial  Services  Agency  (FSA).  Generally 
speaking, these supervisors have allowed banks to understate the amount of their bad 
loans. They also allowed undercapitalized banks to operate under a regime with a very 
lenient application of capital requirement rules. The only exception was the period 
between 1998 and 1999 when the Financial Rehabilitation Commission supervised the 
regulators.  In  my  opinion,  this  forbearance  policy  was  induced  by  the  following 
factors.  First,  the  regulator  did  not  have  strong  institutional  mechanisms  and 
budgetary funds to take care of weakened financial institutions until 1998. Second, a 
strict application of the standard would have meant an effective nationalization of a 
large part of the banking sector given that many large banks were undercapitalized. 
Since  it  was  almost  impossible  for  the  regulator  to  manage  a  number  of  banks 
directly, they allowed weak banks to operate until the economy recovered.

Third,  the  regulator  did  not  want  to  sentence  to  death  the  weak  banks  that  had 
followed all the instructions from the regulator himself,  including requests to save 
even weaker banks than themselves.

As  the  Japanese  financial  system  gradually  deteriorated  in  the  late  1990s,  the 
government expanded the financial safety net to avoid systemic crisis and to protect 



various  types  of  creditors.  As  the  government  expanded the  safety  net  to  protect 
virtually  all  the  stakeholders  of  banks,  the  financial  market  gradually  lost  its 
disciplining  forces  on individual  banks.  Certainly,  the safety net  always  generates 
some form of moral hazard among the creditors of banks. Especially when there is an 
element  of systemic risk in the banking sector,  it  would be necessary to use very 
strong medicine, even though it has severe side effects. 

According to many observers of the Tokyo Stock Exchange, the recovery of stock 
prices since May 2003 is due to the increasing confidence in the eventual bailout of 
bank shareholders by the Japanese government. Many analysts call  this recovery a 
“moral-hazard rally.” The protection of equity holders spread to industrial companies 
and to life-insurance companies.  Banks sometimes wrote off a part  of the debt of 
insolvent borrowers without wiping out shareholders’ equity.

As recent as March 2003, the Nikkei 225 index was less than the 8 000 mark, and 
many large  Japanese  banks  and insurance  companies  were  not  sure whether  they 
could survive through the end of the financial year. However, thanks to the very low 
exchange rate and strong expansion of Japan’s exports, Japanese manufacturing sector 
recovered very strongly since 2003. As the Japanese economy recovered from the 
deep  and  long  stagnation  after  the  bursting  of  the  asset  price  bubble,  Japanese 
financial institutions could also restore their profitability. Three factors contributed to 
this  rapid recovery of Japan’s financial  institutions.  First,  a strong recovery of the 
economy reduced the number  of  new defaulting  companies.  Second,  a  significant 
reduction of excessive debt of the corporate sector was achieved by the massive write-
off of bad loans by banks and the repayment  of loans by borrowing firms.  Third, 
Japan’s  banks  and insurance  companies  could  enjoy the  strong recovery  of  stock 
prices from the spring of 2003 to early 2006.

In the face of the recovery of health of Japan’s financial institutions, the FSA is trying 
to tighten its regulatory standards on banks and insurance companies. The FSA has 
announced  a  reduction  in  the  allowable  amount  of  deferred  tax  asset  for  the 
calculation of a bank’s regulatory capital. It is also trying to tighten the definition of 
solvency  margin  requirements  on  insurance  companies  by  modifying  the  risk 
parameters.  If  Japan  can  continue  this  recovery  for  a  few  more  years,  Japan’s 
financial institutions will be able to achieve a reasonable level of soundness relative to 
those in other major countries.

2. The Bubble and Japan’s Financial System

2.1 The origin of the bubble economy in the 1980s

In order to examine the origin of the Japanese financial problems, we briefly review 
the magnitude of Japanese asset price bubble in the 1980s. The asset price bubble was 
created  by the following three factors:  loose monetary policy,  tax distortions,  and 
financial deregulations.

The  financial  system in  Japan  was  liberalized  very  gradually.  The  driving  forces 
behind this liberalization process were the massive issuance of government bonds in 
the late 1970s, and the increasing internationalization of financial markets. Ceilings 



on bank deposit interest rates were liberalized gradually from large-denomination to 
smaller  denomination deposits  from 1985 to 1994. Restrictions  on the issuance of 
corporate bonds were gradually liberalized during the 1980s. As a result, large listed 
companies, which are the traditional customers of Japanese banks, gradually shifted 
their funding from banks to the capital market. Banks faced a prospect of a profit 
squeeze due to rising funding costs and a declining customer base.

In view of the declining rents from the traditional business of retail deposit taking and 
commercial  lending  to  large  firms,  banks  tried  to  increase  their  middle-market 
business.  Most  banks  started  to  increase  real-estate  lending.  In  expanding  such 
lending, banks exclusively relied on collateral and paid little attention to cash flow of 
the underlying business. This was because the nominal land price in Japan had been 
on a rising trend since the end of World War II, and the pace of land price inflation 
was  higher  than  the  government  bond  interest  rate  on  average.  This  land  price 
performance created a general perception to bankers that they could always avoid loan 
losses so long as loans were secured by real estate. This was certainly true until the 
collapse  of  the  bubble  in  the  1990s.  Many banks solicited  loans  to  customers  by 
providing information on real-estate investment opportunities.

During the bubble period,  even an ordinary-salaried worker living in Tokyo could 
easily borrow up to 100 million yen for any purposes at the long-term prime rate if his 
or her house was used as collateral.  Thus, financial  liberalization created a perfect 
environment  for  an  asset  price  bubble  where  firms  and  households  could  easily 
acquire real estate with borrowed money in the 1980s.

The financial intermediation by banks expanded significantly in the 1980s. The bank 
lending–gross domestic product (GDP) ratio rose from 70% of GDP in the late 1970s 
to  108% by 1990.  The  composition  of  the  loan  portfolio  of  Japanese  banks  also 
changed dramatically.  The share of  the  manufacturing  sector  in  the loan portfolio 
declined from 25% in 1977 to less than 15% by the end of 1980s. On the other hand, 
the share of loans to real-estate and financing companies rose sharply in the same 
period. Since lending to financing companies such as Jusen (housing loan companies) 
is often on-lent for real-estate investment,  the involvement of banks in real-estate-
related lending was very large in the 1980s.

2.2 Slow-moving financial crisis: 1991–1996

Reflecting a successive tightening of monetary policy from May 1989 to February 
1991, stock and real-estate prices started to decline rapidly. The ratio of the land price 
index to the nominal GDP index has declined twice in the past 30 years. In the early 
1970s when this ratio declined, the nominal land price did not decline much and this 
fall was induced by a sharp inflation of goods and services prices. However, in the 
1990s,  the  fall  in  this  ratio  was  induced  by a  fall  in  nominal  land  prices.  These 
differences are important in evaluating the fallout from the collapse of the bubble. In 
the first episode, investors who bought land with borrowed money could repay their 
debt. On the other hand, in the second episode, real-estate investors could not honor 
their debt obligations.

At first, bankers and bank supervisors thought that the fall in land prices would be 
temporary. They expected that by waiting for a recovery of the economy, banks could 



eventually recover most of their bad loans. However, the wait-and-see strategy did not 
work this time, and real-estate prices continued to fall. The understatement of their 
bad  loan  problems  by  some  banks  rapidly  became  a  falsification  of  financial 
statements. Since a falsification of financial statements of listed companies carries a 
stiff criminal penalty, the management of banks with large bad loans faced a difficult 
choice: covering up the extent of their problem to keep their bank open or facing a 
bank run that would follow disclosure of the real situation. Bank management chose 
the first option. Apparently,  bank supervisors actively supported this choice of the 
banks until early 1997.

The definition of bad loan outstandings has been widened twice and, as a result, the 
disclosed figures jumped up due to these discontinuities. Until fiscal 1995, only major 
banks disclosed loan loss figures. Japanese banks have lost 96.8 trillion yen due to 
bad loans from March 1992 until March 2006 amounting to 19% of GDP in 2006.

Despite the massive write-offs and reserving, the disclosed bad loans increased until
March  2002.  In  my  opinion,  the  disclosed  bad  loan  figures  understated  the  real 
situation during the late 1990s and early 2000s. Banks tried to show a higher capital 
ratio than the true picture by understating the loan losses incurred.

Reflecting the increasing loan losses and declining stock prices, the credit ratings of
Japanese  banks  declined  rapidly.  Financial  deregulation  and  asset  price  deflation 
completely changed the relative credit worthiness position of Japanese banks.

Against this dire picture, both the Ministry of Finance and the Bank of Japan denied 
the  severity  of  the  bad-loan  problem  and  collaborated  to  postpone  the  costly 
resolution of insolvent financial institutions. There are several reasons for the slow 
response of policy-makers.

First,  a  number  of  large  financial  institutions  were  either  insolvent  or  severely 
undercapitalized. Second, in order to resolve the crisis, the use of public money was 
necessary. However, using taxpayers’ money was not popular. Third, high officials of 
the Banking Bureau of the Ministry of Finance rotate every few years. As a result, 
there is a strong incentive for them to postpone the resolution of politically difficult 
problems.

One important factor in this context was the mismanagement of Jusen crisis. Jusen 
companies  are nonbank financial  institutions  and they were affiliates of groups of 
banks. Jusen started their business as housing-loan companies, but their business was 
limited  by two factors.  The Japan Housing Loan Corporation,  a  government  loan 
company, provided subsidized loans with prime collateral. Parent banks also started to 
provide  housing  loans  in  the  late  1970s.  As  a  result,  the  Jusen  companies  were 
gradually marginalized in housing loan market. In the 1980s, Jusen companies started 
to  shift  their  business to  more risky real-estate  loans.  Jusen companies  often took 
second-rate collateral to make high-risk loans.

After the collapse of the bubble,  Jusen companies  quickly became insolvent.  This 
became obvious for related parties by 1992–1993 period, but the parent banks and 
Ministry of Finance officials decided to wait for a recovery of real-estate prices. By 
1995, it  became a serious political  problem. Since Jusen companies financed their 



real-estate  loans  with  borrowed  money  from small  agricultural  credit  unions,  the 
failure of Jusen companies would induce failures of a number of such unions. Since 
agricultural credit unions had a strong lobby in the Diet, Japan’s national parliament, 
politicians put strong pressure on the Ministry of Finance to resolve the Jusen crisis 
without inducing failures of agricultural credit unions. As a result, 680 billion yen of 
public  money was used to  cover a part  of the losses of the credit  unions without 
bankruptcy procedures and without asking the managers to take responsibility. Seven 
of the eight Jusen companies were liquidated and most of the losses were borne by 
their parent banks. Public opinion was extremely critical of this rather skewed loss-
sharing scheme of Jusen resolution devised by the Ministry of Finance and politicians, 
making it politically impossible to discuss the further use of public money to resolve 
the financial crisis. As a result, a further postponement of any resolution was carried 
out.

Market participants were well aware of Japan’s problem. As the asset price deflation 
continued, the funding costs of Japanese banks started to increase relative to European 
and American banks due to the rising credit risk of Japanese banks. Even soundest 
Japanese  banks  had  to  pay  a  risk  premium  (so-called  Japan  premium)  for  their 
interbank  dollar  borrowings.  However,  a  risk  premium  did  not  surfaced  in  the 
Japanese  interbank  market  because  the  Bank of  Japan  directly  provided  funds  to 
borrowing banks without charging a risk premium.

2.3 Causes of deteriorating capital of Japanese banks

The fundamental cause of the deterioration of bank capital was the high rate of loan 
losses. During the stagnant decade of 1993 to 2002, banks made around 9–10 trillion 
yen each year as a lending margin. Revenue from such sources as bond and currency 
dealings and service charges were about 3 trillion yen in the decade. This includes all 
other revenue except capital gains realized on stocks and real estate. Revenues from 
the banks’ principal operations therefore amount to roughly 12–13 trillion yen a year. 
On the other hand, total costs – including personnel and other operating expenses – 
were over 7 trillion yen. Banks have suffered over 6 trillion yen in loan losses each 
year since fiscal 1994, and more than 13 trillion yen in the fiscal 1995, 1997, and 
1998. As a result, banks have not reported positive net operating profit in the decade 
of 1993 to 2002. However, because of the occasional realization of capital gains on 
stocks and real estate, banks could show a positive bottom line in some of these years.

Clearly, the profit margins of Japanese banks were too small to cover the increased 
default risk after the bursting of the bubble. Banks have not succeeded in increasing 
their lending margins under the strong competitive pressure from government-backed 
financial  institutions  and  weakened  position  of  borrowers  in  the  deflationary 
economy.  Moreover,  under  the  terms  and  conditions  of  the  government  capital 
injection in March 1999, banks are legally required to maintain and increase loans to 
small-  and medium-sized firms.  Shinsei Bank that  reduced its  loans to small-  and 
medium-sized firms was ordered by the FSA to increase these loans. Because of this 
situation, banks often disregarded the internal model-based required lending margin 
when making new loans to small companies.



3. The Role of Financial Supervision in the Crisis

3.1 Financial crisis in 1997 and 1998

In November 1997, the failure of Sanyo Securities, Hokkaido Takushoku Bank, and
Yamaichi Securities sharply increased financial instability. These events generated a 
severe credit crunch in the Japanese financial market, inducing an extremely serious 
recession. The GPD deflator started to fall in the period 1994–1995 when the yen 
exchange rate rose to an extremely high level of more than 80 yen per US dollar. This 
deflation was aggravated sharply by the sharp recession induced by the financial crisis 
of 1997–1998.

Then what caused this enormous problem for Japan? In my opinion, there are two 
factors behind this financial crisis. One is the crash of the stock and real-estate market 
bubble  in  the  1990s.  The  second is  the  loss  of  confidence  in  the  accounting  and 
auditing system in Japan. We note that the actual amount of bad loans discovered at 
failed financial institutions has been far larger than the amount published prior to their 
failure. The Hokkaido Takushoku Bank was forced into failure even though it posted 
profits and paid dividends for the year to March 1997. Financial statements for that 
year reported 0.3 trillion yen in capital; inspections after the failure found a negative 
equity of 1.2 trillion yen as of March 31, 1998. This indicates window-dressing of 
almost 1.5 trillion yen.

Likewise,  Yamaichi  Securities  was  hiding  260 billion  yen  of  losses  on  securities 
investments – worth more than one-half of its equity capital – which neither Ministry 
of  Finance  inspections  nor  Bank  of  Japan  examinations  were  reportedly  able  to 
uncover.

Depositors and investors who held bank debentures issued by the long-term credit 
banks imposed some market discipline. Deposits flew out of banks with low credit 
ratings because depositors feared that they would not be able to withdraw deposit 
quickly if these banks were closed. Long-Term Credit Bank of Japan (LTCB) and 
Nippon  Credit  Bank  faced  a  rapid  early  redemption  of  their  debentures  in  1997 
because their debentures were not explicitly covered by deposit insurance system. The 
stock prices of weaker banks fell sharply and triggered mild bank runs.

These financial-institution failures exacerbated suspicions both at home and abroad 
regarding the financial statements and supervision of Japanese financial institutions. It 
was this mistrust of financial statements that widened the “Japan premium” charged in 
overseas  markets,  clogged the domestic  call  market  (which is  used for  short-term 
interbank  loans),  and  multiplied  the  number  of  cash-pressed  financial  institutions 
turning to the Bank of Japan for loans. Japanese financial markets clearly experienced 
a  kind  of  credit  crunch  because  of  a  rash  of  failures,  declining  asset  prices,  and 
growing mistrust of financial statements and regulators.

This  credit  crunch  in  turn  cut  into  corporate  investment  and  hiring,  increased 
bankruptcy rates, and reduced consumption and housing investments because workers 
feared losing their jobs. That resulted in a further contraction of credit in what became 
a vicious cycle. In other words, unreliable financial statements proved to be a serious 
impediment to the functioning of a market economy.



The  contraction  was  somewhat  abated  by  the  Emergency  Economic  Package 
announced by the Liberal Democratic Party and the Ministry of Finance at the end of 
1997. The government  prepared 13 trillion yen  for the capital  injection to solvent 
banks, and 17 trillion yen for the protection of the depositors of failed banks. The 
Ministry of Finance should have used the fund effectively: by forcing banks to write 
off  all  the  bad  loans,  the  financial  institutions  and the  financial  oversight  by the 
government could have regained the public confidence. However, most of the money 
was left unused. Only 1.8 trillion yen of the 13 trillion yen was thinly injected into 21 
large  banks  at  the  end  of  March  1998  without  any  complete  examination  or 
comprehensive cleanup of the bank balance sheets.

The failure of the capital injection became apparent only a few months later. In the 
summer of 1998, the stock price of LTCB fell  sharply when Sumitomo Trust and 
Banking effectively refused a merger with LTCB. LTCB was a big bank with 26.2 
trillion yen of assets at the end of March 1998. In October 1998, just before the LTCB 
went bankrupt, the Financial Revitalization Act and Bank Recapitalization Act  were 
enacted in a disorderly atmosphere.

This  time,  the  government  prepared  60  trillion  yen,  about  12% of  GDP. This  60 
trillion yen was made up of 25 trillion yen for capital injections into solvent banks 
under the Bank Recapitalization Act; 18 trillion yen for the resolution of failing banks 
under the Financial Revitalization Act by capital injections into banks rescuing other 
banks,  bridge banks,  and the disposition of bad loans;  and 17 trillion yen  for the 
protection of depositors by the Deposit Insurance Corporation (DIC).

Under  the  Financial  Revitalization  Act,  the  LTCB and Nippon Credit  Bank were 
nationalized in October and December 1998. Under the Bank Recapitalization Act, 
7.5 trillion yen of capital was injected into 15 major banks at the end of March 1999. 
Unlike the previous attempt, this program was much better designed, succeeding in 
eliminating  the  persistent  Japan  premium  that  started  in  late  1997.  The  gradual 
recovery of  the Japanese economy and the announcements  of big mergers  among 
major banks also contributed to calm the public concern over the financial  system 
until 2002.

3.2 Evolving Japanese depositor protection system

In this section, we review the evolution of the Japanese deposit insurance system and 
other schemes to protect the creditors of banks. 

The Deposit Insurance Law established the DIC in 1971. The initial role of the DIC 
was to protect depositors of failed financial institutions up to 1 million yen per person 
by the direct payout of insured deposits. The limit of coverage was increased twice to 
10 million yen by 1986, and the DIC obtained a new power to assist the mergers of 
failed institutions and sound institutions to protect depositors.

The DIC fund had never been used until 1992 when the DIC assisted Iyo Bank to 
rescue Toho-Sogo Bank. It was relatively easy to find a willing buyer when bank 
branches carried a regulatory rent. Until the early 1990s, deposit interest rates were 
controlled below market rates. Moreover, the establishment of new branches was also 



controlled by the Ministry of Finance. As a result, when there is a weak bank, it was 
relatively  easy  to  find  a  rescuer  that  wanted  to  obtain  a  new  subsidiary  or  new 
branches with negative equity. This allowed the Ministry of Finance to continue the 
so-called  convoy system without  using  any public  money.  However,  in  the  early 
1990s, the ceilings on deposit interest rates were phased out and the regulation on 
branching was considerably loosened. This change made the job of bank regulators 
much more difficult, but their mindset did not change until 1998.

After  a  few failures  of small  financial  institutions  in 1994 and 1995, the Deposit 
Insurance Law was amended in 1996 to allow the DIC to fully protect  depositors 
beyond the normal 10 million yen as a temporary emergency measure until March 
2001. At the same time, the “general” deposit insurance premium was raised from 1.2 
to 4.8 basis points (1 basis point = 0.01 percent) to cover the cost of the protection up 
to the 10 million yen. In addition, a “special” deposit insurance premium of 3.6 basis 
points was introduced to cover the cost of deposit protection beyond the 10 million 
yen limit. At the end of 1997, the DIC obtained the power to purchase bad loans from 
failing financial institutions when they collectively create a new bank. The borrowing 
limit of the DIC from the Bank of Japan and private financial institutions was also 
raised from 1 trillion to 10 trillion yen.

Despite the full protection of all the deposits beyond the limit of normal coverage, 
public concern over the soundness of financial system became extremely intense after 
the successive failures of Sanyo Securities, Hokkaido Takushoku Bank, and Yamaichi 
Securities in late 1997. Depositors were not sure that the DIC had enough money to 
honor the commitment of the government to protect all deposits.

In October 1998, just before the LTCB went bankrupt, the Financial Revitalization 
Act and the Bank Recapitalization Act were enacted in disorderly atmosphere. The 
purposes  of  these  two  laws  can  be  summarized  as  follows.  The  Financial 
Revitalization  Act  is  a  special  law  regarding  the  resolution  of  insolvent  deposit 
financial  institutions,  while  the  Bank  Recapitalization  Act,  on  the  other  hand,  is 
concerned with capital injections into those financial institutions that are solvent, but 
losing the confidence of investors and depositors, so that they are facing difficulties to 
raise capital in the market on their own.

Where the regulatory authority judges that a financial institution has negative equity, 
or is likely to stop repaying its deposits in the near future, the Financial Revitalization 
Act is to be applied. By putting the institution under national receivership, the law 
tries to protect  their  customers including both depositors and borrowers.  After the 
effective  nationalization,  however,  this  Act  attempts  to  privatize  the  institution 
promptly,  by making the management efficient,  by providing an additional capital, 
and  by  disposing  of  its  bad  loans.  Public  funds  are  going  to  be  used  to  protect 
depositors  and to  replenish its  damaged capital  base.  On the other  hand,  where a 
financial institution is solvent, but undercapitalized, the Bank Recapitalization Act is 
to be applied. Public funds can be injected into its capital base. By doing this, it will 
be possible to stabilize the performance of the financial institution and restore their 
credibility.

What are the reasons behind the enactment of these laws? In relation to the Financial



Revitalization Act, it could be argued that bankruptcy code and reorganization order, 
which nearly corresponds to Chapter 10 of the former US Bankruptcy Act of 1898, 
were not designed to deal with the insolvency of financial institutions. Under these 
laws, often applied to the resolution of insolvent industrial companies, procedures are 
taken through suspending the repayment  of the debts that  existed before a failure. 
These actions are necessary to treat all the creditors of the insolvent company equally. 
But  for  a  large-sized  financial  institution,  which  holds  an  enormous  number  of 
clearing accounts for depositors, and has financial  transactions with both domestic 
and  overseas  clients,  to  suspend  the  payment  only  for  a  few  days  would  have 
tremendous adverse effects on the financial market.

Depositors would not be able to make their  daily payments and those clients  who 
could  no  longer  borrow  from  the  bank  would  face  the  risk  of  chain-reaction 
bankruptcies. So as to avoid such a broad range of negative effects, the disposal of 
insolvent banks should not be accompanied by a general suspension of payments.

The Financial Revitalization Act is designed for those financial institutions that have a 
large influence on the stability of the financial system, or have an important role in a 
particular region. When those banks face financial difficulties, the Act fully protects 
their  creditors  by  using  public  funds.  At  the  same  time,  the  Act  penalizes  both 
shareholders and the management of the banks. Although the Financial Revitalization 
Act was legislation with sunset clause that provided a time limit of March 2001, it 
was necessary, even after its expiration, to maintain the Act as a permanent law so as 
to deal with insolvent financial institutions. As a result, the Deposit Insurance Law 
incorporated this law as an emergency measure in its May 2000 revision.

The Financial Revitalization Act was applied to the LTCB in October 1998 and to the 
Nippon Credit  Bank in  December  1998,  and  both banks  were put  under  national 
control. The outstanding shares were wiped out, and they were nationalized without 
any compensation to the existing shareholders.

There  was  an  argument  that  by  putting  those  banks  under  national  control,  an 
enormous  number  of  settlements  over  transactions  on  financial  derivatives  would 
come up simultaneously and this  would create  disorder within the world financial 
market. Nonetheless, thanks to the cooperation of the financial regulatory authorities, 
nationalization  did not bring about  any turmoil  to  the market.  In addition,  all  the 
depositors were protected, and chain-reaction bankruptcies were avoided. One of the 
purposes of the Act, namely, to protect the clients of the bank, was thus achieved. On 
the other hand, the relevant authorities must work harder to privatize those banks in 
national  receivership,  or  to  lead  them to  make  a  fresh  start  by  transferring  their 
business to a third party.

With regard to Bank Recapitalization Act, it is not necessary to have such legislation, 
unless there is a sense of financial disorder. The capital of private enterprises should 
be raised through voluntary market transactions. Looking at this from the economic 
point of view, shares can be issued in the market, so long as the business conditions 
are  disclosed  sufficiently  and  investors  can  expect  a  reasonable  return  on  the 
investment corresponding to the risk involved. The expected return on stock, which 
investors require the company to earn explicitly or implicitly,  is called the cost of 
shareholders’ equity, that is, the total amount of both dividend and the capital gain.



However,  when  the  confidence  in  the  financial  system  is  seriously  eroded,  it  is 
extremely difficult for financial institutions with large loan portfolios to disclose the 
details of their business conditions to such an extent that investors will be satisfied. 
Therefore, even for those banks which have positive going concern values, it would 
be  almost  impossible  to  raise  a  large  sum  of  capital  to  stabilize  their  business 
conditions,  since  investors  would  require  an  extremely  high  cost  of  shareholders’ 
equity.  Where the risk of market failure caused by the incomplete transmission of 
information  is  larger  than  the  risk of  government  failure,  it  would be  possible  to 
justify the capital injection of public funds into financial institutions.

At the time of the enactment of these two Acts, the Deposit Insurance Law was also 
amended. As a result, a principle for the resolution of failed financial institution was 
established and a new mechanism for rehabilitating solvent but undercapitalized ones 
introduced. The DIC obtained the following temporary roles in this process: to act as 
an  administrator  of  failing  institutions;  to  establish  bridge  banks  to  keep  failed 
institutions running; to own stocks of temporarily nationalized institutions and choose 
directors for them; to purchase bad loans from financial institutions; and to purchase 
shares of undercapitalized institutions so as to bolster their capital positions.

In May 2000, the Deposit  Insurance Law was further amended so as to prepare a 
permanent resolution scheme for failing banks because the Financial Revitalization 
Act and the Bank Recapitalization Act were scheduled to expire at the end of March 
2001. In this amendment, procedures of systemic exception from the minimum cost 
principle became a permanent feature of the system.

The decision has to be taken after a deliberation of a Council for Financial Crisis that 
consists of the Prime Minister, the Chief Cabinet Secretary, the Minister for Financial 
Stability, the Commissioner of the Financial Services Agency, the Minister of Finance 
and the Governor of the Bank of Japan.

The prime minister  can protect all the creditors of a bank if he thinks that such a 
measure  is  necessary  to  avoid  serious  disruptions  in  the  financial  market.  The 
termination of the full protection of deposits was postponed for 1 year from the end of 
March 2001. In March 2002, while the full protection of time deposits was removed, 
the government postponed the removal of the full protection of payment deposits once 
again.  Ten trillion yen  was added to the 17 trillion yen  fund for the protection of 
depositors.

A permanent protection of all zero-interest deposits with payment services was also 
introduced in  April  2005.  Since  no deposit-taking  financial  institutions  have  been 
allowed to fail  without  the full  protection  of all  deposits,  we do not know if  this 
partial protection system will function well in the Japanese financial market. Where 
the  going  concern  value  of  a  financial  institution  exceeds  its  liquidation  value, 
reorganization would be desirable. But where the going concern value is less than the 
liquidation value, an orderly and gradual liquidation would be desirable.

In both cases, shareholders’ capital will be cancelled and board members will have to 
resign. The following problems arising should be pointed out. First, where a financial 
institution is put under national control, the nationalized bank has to honor its existing 



employment  contracts,  since  the  status  of  the  juridical  person  of  the  bank  is 
maintained. As a result, unlike the case of the bankruptcy of an ordinary corporation 
where most employees are dismissed, the employees of a failed financial institution 
are  well  protected  even  though  their  compensation  can  be  cut  by  25% at  most. 
Moreover, all the liabilities to workers will be protected in the same manner as other 
liabilities.  Therefore,  even a  very generous retirement  allowance will  be protected 
with public funds. Second, in the resolution of an insolvent financial institution under 
the Financial Revitalization Act, the predecessor of Type 2 and Type 3 measure of 
Article 102, all of its subordinated debts were protected. The subordination clauses of 
these debts were triggered only when the issuing financial institutions apply to the 
court for protection under the bankruptcy code or a reorganization order. Since this 
resolution  procedure  was  not  counted  as  a  formal  bankruptcy  procedure,  all  the 
subordinated debts of Japanese financial institutions were treated as ordinary debt and 
protected by public funds. In this regard, the primary problem lies in the past financial 
supervisory policy that  allowed banks to count  such “subordinated debts” as their 
Bank for International Settlements (BIS) capital.

In the resolution procedure of LTCB and Hokkaido Takushoku Bank, for example, 
their subordinated debt did not work as capital. Therefore, it is necessary to reexamine 
the contracts of subordinated debts. Those debts to which subordination clauses are 
not applicable within the framework of Type 2 and Type 3 measures of the Article 
102 for the resolution of insolvent financial institutions should be excluded from the 
BIS capital with a short transition period.

One major problem in applying Type 1 measure,  a capital  injection into a solvent 
bank, or Type 2 and 3 measures, bankruptcy procedure, is the choice of measure to a 
particular financial institution. The government can underwrite the capital increase of 
a particular  bank with a Type 1 measure,  only when the bank has positive equity 
capital. In addition, the stocks or preferred shares bought by the government must be 
marketable. Thus, in order for the government to recapitalize a particular bank, the 
business condition of the bank needs to become stable through the capital increase, 
and also there must be an expectation of a reasonable return on the injected public 
funds. In the case of Type 2 and Type 3 measures, on the other hand, a financial 
institution can be put under the national control (outright nationalization in Type 3 
measure) or under the national receivership with an assignment of financial receivers. 
To put a bank under the effective national control so as to protect their depositors and 
borrowers, one of the following conditions needs to be satisfied: the bank has negative 
equity  capital;  the  bank  has  stopped repaying  their  deposits;  or  there  is  a  strong 
possibility of suspending deposit repayment.

Whether the financial institution has negative equity or whether there is a possibility 
of  suspending  repayment  of  deposits  determines  whether  the  measures  will  be 
applied. In practice, however, to which category the bank is going to be classified 
depends upon the judgment of the authorities. Between a well-capitalized bank and an 
insolvent  bank,  there  are  numerous  financial  institutions  that  are  more  or  less 
marginally capitalized. Whether a particular bank can survive or not depends not only 
upon the management, but also on the macroeconomic conditions at home and abroad.



3.3 Protection of shareholders in Resona Bank rescue of 2003

The first application of Article 102 of the Deposit Insurance Law was the case of the 
Resona  Bank  rescue  in  2003.  Resona  Bank  is  the  biggest  bank  under  Resona 
Holdings,  a  bank holding company,  with assets  of more than 30 trillion yen.  The 
Resona Group was formed by the integration of Daiwa Bank in Osaka and Asahi 
Bank in Tokyo, and it was the fifth largest group just after the so-called four Mega 
Bank groups. Resona group banks supplemented their capital with massive deferred 
tax asset (DTA). Banks usually generate DTA with the following two factors: First, 
Japanese tax rules allow losses to be carried forwards for 5 years but no loss can be 
carried backwards.
 
When combined, the tax rates of national and local corporate tax is about 40%. As a 
result, when banks accumulate losses in taxable income, they can show a DTA of up 
to 40% of the estimated taxable income in the coming 5 years. This DTA will be 
unwound when the bank earns taxable income. Second, the tax rules for the writing-
off of bad loans are stricter than the relevant accounting rules. As a result, sometimes, 
a bank can recognize loan losses in their financial statements, but cannot recognize 
the losses in their statements for tax purposes. The overpaid tax on loan losses can be 
carried as a  DTA. The DTA will  be unwound when the bank can recognize  loan 
losses under tax rules.

In short, the DTA are the net present value of a future tax shelter due to accumulated 
loan losses. The DTA have real value only when a bank can generate taxable income 
in the near future. The DTA have no liquidation value because the tax authority will 
not reimburse the DTA in the case of a bankruptcy of the bank. Therefore, the quality 
of a DTA as an asset is low unless the bank becomes very profitable. Resona Bank 
had more than 401 billion yet of DTA which was larger than its shareholders’ equity 
of 366 billion yen. Moreover, Resona Bank reported losses in the 3 years to the end of 
March 2003. In order to realize 400 billion yen of DTA in the coming 5 years, the 
bank has to earn 200 billion yen of taxable income every year, and the after tax ROE 
has to be as high as 32%:
- Taxable income (200 billion yen) × tax rate (40%) × 5 years = 400 billion yen 
- After tax income (120 billion yen)/Equity (366 billion yen) = 32.7%

This is clearly an unrealistic scenario. In fact, Asahi & Co. that had been auditing 
Asahi  Bank,  refused  to  allow Resona  Bank to  show any DTA on their  financial 
statement for March 2003. However, Shin Nihon & Co. that had been auditing Daiwa 
Bank allowed Resona Bank to keep 400 billion yen of DTA. The Resona management 
took the more lenient  opinion of Shin Nihon & Co. and terminated their  auditing 
contract with Asahi & Co. The FSA apparently agreed with Shin Nihon & Co. and the 
Resona management, and treated Resona Bank as a solvent financial institution.

When the Resona Bank problem surfaced, the FSA effectively allowed banks to keep 
an almost  unlimited  amount  of  DTA on their  balance  sheet.  This  put tremendous 
pressure on accountants that had to set a limit on DTA for their clients. In the final 
days of the Resona Bank, Mr. Satoshi Hirata, a certified public accountant of Asahi & 
Co, apparently killed himself. For a long period of time, he had been auditing Asahi 
Bank, which became a part of the Resona Group as a result of a merger. When Asahi 



& Co. management took a strict stance against Resona Bank’s DTA, he was caught 
between Resona Bank and Asahi & Co. The accounting rules on DTA were clearly 
too ambiguous to be used for BIS capital rules. The FSA should have limited the use 
of DTA as the core capital of banks.

Even with a lenient audit, Resona Bank could not satisfy BIS capital rules, and the 
Bank asked the FSA to provide a capital injection of about 2 trillion yen under Type 1 
measure of Article 102 of the Deposit Insurance Law. The FSA invoked a Prompt 
Corrective Action on May 17, and it also convened a Council for Financial Crisis on 
the same day. The prime minister decided to provide Resona Bank with 1.96 trillion 
yen of capital through the DIC.

The DIC exchanged the stock of Resona Bank with that of Resona Holdings, a listed 
company. The DIC obtained 296 billion yen of common stock and 1664 billion yen of 
preferred stock. In this exchange, the government effectively bought common stocks 
of Resona Holdings at 52 yen per share, the prevailing stock price of Resona Holdings 
just before the announcement of public assistance.

This injection of public money into the Resona Group started a strong rally on the 
Tokyo Stock Exchange. The share prices of major banks recovered sharply.  In my 
opinion,  this  rally  was  the  reaction  to  a  big  surprise  in  the  market  regarding  the 
Resona rescue.

While the existing shares of the LTCB and Nippon Credit Bank were wiped out, the 
shareholders of Resona Bank were protected by public money. This was certainly a 
perverse, but effective way to support bank stock prices.

After  this  injection  of  public  money,  the  newly  appointed  Resona  management 
undertook a reexamination of their books. On October 10, the management revised 
the projected current profit of Resona Group for the midterm ending September 2003 
from a profit of 22 billion yen to a loss of 1760 billion yen. The downward revision 
was huge, 1788 billion yen in just 4 months, amounting to 93% of the injected capital. 
The downward revision of Resona Bank alone includes 435 billion yen of additional 
loan loss reserves, and 330 billion yen of resolution costs of related companies.

The government  rescue of the Resona Group indicates  that  the FSA protected the 
shareholders of banks in addition to depositors. Banks are also increasingly accepting 
a  partial  reduction  of  the  outstanding  debts  of  weakened  borrowers  without 
eliminating shareholders’ equity. As a result, the Japanese stock market has partially 
lost its most important roles in this period of a stock market rally; pricing corporate 
performance and allocating funds to most efficient companies.

The  safety  net  always  generates  some  form  of  moral  hazard  among  market 
participants.  When  there  is  an  element  of  systemic  risk  in  the  banking  sector, 
however, it would be necessary to use very strong medicine even though it has severe 
side effects. According to many observers of the Tokyo Stock Exchange, the recovery 
of stock prices since May 2003 is due to the increasing confidence in the eventual 
bailout of bank shareholders by the Japanese government. This strong medicine could 
stabilize the fragile expectations of market participants at this critical period.



3.4 Malfunctioning of prompt corrective action and BIS rules

As  the  financial  system  gradually  deteriorated,  the  government  expanded  the 
protection from depositors to owners of subordinated debts and bank shares. As a 
result,  market  forces  were  removed  one  after  another.  In  such  conditions,  the 
disciplinary forces of bank supervisors would become much more important. 

However, this force was not working either. Capital requirements on banks are a very 
important regulatory instrument to provide right incentives to bank management and 
to protect fund of deposit insurance system.

However, the FSA did not use capital requirements and prompt corrective action as 
stipulated by the law. Altogether, out of the 976 DIC-protected financial institutions 
that  existed at  the end of Mach 1998, 132 institutions  have failed.  The degree of 
insolvency is defined as follows: Degree of insolvency = DIC grants to protect all 
depositors/Total disclosed debt just before the failure.

The  average  degree  of  insolvency  was  25.1%.  The  DIC-protected  financial 
institutions include commercial banks, shinkin banks, credit unions, and labor banks 
( rokin ). The average degree of insolvency of failed institutions is about the same 
among different  groups and the size of  the institutions.  Even large banks  showed 
relatively a large degree of insolvency: Hokkaido Takushoku Bank, 18.8%; LTCB, 
11.6%;  and  Nippon  Credit  Bank,  29.3%.  On  the  surface,  the  core  capital  of  all 
commercial banks was 24.8 trillion yen at the end of March 2003 when the
Nikkei 225 index hit the trough. However, this figure includes 10.6 trillion yen of 
DTAs that have no liquidation vale. In addition, there is sizable underreserving for 
bad loans.

If we subtract 5.4 trillion yen of underreserving for March 2003 and 10.6 trillion yen 
lot  DTA from their  core capital,  the Japanese banks have only 8.8 trillion yen  of 
capital.  The  government  provides  7.3  trillion  yen  of  this  capital.  Thus,  their  net 
private  capital  is  only  1.5  trillion  yen.  Against  this  capital,  banks  have  a  stock 
portfolio of 23.2 trillion yen. Clearly, banks do not have enough capital to support this 
huge stock investment.

Another issue is the distribution of the core capital ratios (leverage ratios) of the major
Japanese banks. By adjusting for underreserving and DTAs, four banks had negative 
equity at the end of March 2003. The weighted average capital ratio has declined from 
3.21% in March 2000 to 0.36% in March 2003. Only two banks maintained leverage 
ratios  of  more  than  6%.  One  is  Shinsei  Bank.  This  bank  is  the  former  LTCB 
(nationalized in October 1998, and privatized in March 2000). The other is Aozora 
Bank. This bank is the former Nippon Credit Bank (nationalized in December 1998, 
and privatized in December 2000).

Despite the declining net asset of banks, all the banks have been complying with BIS 
capital  requirements.  Under  the  Japanese  accounting  rules  on  banks  and  lenient 
application  by the  regulators,  BIS capital  ratios  were  manipulated  in  many ways. 
First,  banks  underreserved  against  bad  loans  as  explained  earlier.  This  tends  to 
increase bank capital by the same amount. Second, banks kept large amount of DTA 



despite the fact that most of them have been losing money for the past 10 years. The 
DTA of the Resona Bank and Mitsui Trust Holdings is larger than their core capital. 
The DTA of the other banking groups are also very large compared with their core 
capital;  more than half  for UFJ and the Sumitomo Mitsui Financial  Group. If  we 
apply the US capital requirement rule that sets a maximum limit of DTA of 10% of 
core  capital,  most  major  Japanese  banks  cannot  comply  with  BIS  capital 
requirements. Third, friendly life insurance companies held stocks and subordinated 
loans of banks. At the end of March 2003, the 10 major life-insurance companies held 
1.1 trillion yen of bank shares, and 4.4 trillion yen of subordinated loans.

Banks,  in  turn,  hold  1.0  trillion  yen  of  surplus  notes  and  0.9  trillion  yen  of  the 
subordinated  loans  of  life-insurance  companies.9  In  addition,  life-insurance 
companies hold a part of the preferred capital notes of banks that are issued through 
their special purpose entities in tax haven countries. This practice is a so-called double 
gearing, and the cross-held quasi-capital should not be treated as the genuine capital 
of banks or life-insurance companies.

In  2003,  a  strict  application  of  the  standard  would  have  meant  an  effective 
nationalization of a large part of the banking sector given that too many big banks 
were undercapitalized. Since it was almost impossible for the regulator to manage a 
number  of banks directly,  they allowed weak banks to  operate  until  the economy 
recovered.  However,  as  the health  of the banking sector  recovers,  the excessively 
lenient  treatments  should be removed,  and the FSA has started to  rectify them in 
recent years.

4. Concluding Note: Recovering Japanese Economy and Financial System

While the financial institutions and the FSA tried to muddle through the crisis with 
the window dressing of financial statements and the very lenient application of capital 
requirements  in  2003,  the  Japanese  economy  started  to  recover  strongly  through 
export-led growth. The booming of China and the USA together with a very low yen 
exchange  rate  pulled  Japan out  of  deep  stagnation.  As the  deflationary  GDP gap 
shrank, the rate of deflation improved slowly. These favorable changes reduced the 
bad loans.

Banks  also  improved  their  profit  margin  by reducing  costs  and by increasing  the 
income from fees and commissions. The prolonged banking crisis was largely over by 
2006, and the remaining problems are confined to some regional financial institutions. 
The government also helped bank profits  by reducing the presence of government 
sponsored  financial  institutions  although  it  is  difficult  to  quantify  the  magnitude. 
Under  the  strong  initiative  of  former  Prime  Minister  Junichiro  Koizumi,  the 
government decided to remove the competitive advantages of Postal Saving System 
and Postal Life-Insurance by privatizing them in 2006. The government also decided 
to reduce the size of government sponsored financial institutions by privatizing some 
of them, and by reducing their lending activities that directly compete with private 
financial institutions.



The FSA is  also trying  to  improve  regulatory discipline  by redefining  the capital 
requirements on banks and insurance companies. A new 40% ceiling on the maximum 
allowable DTA in the BIS core capital was introduced in March 2006, and will be 
reduced to 20% by March 2008.

These  reforms  are  improving  the  regulatory  discipline  in  Japan’s  financial  sector. 
However, the FSA has to strive much harder to upgrade Japan’s regulatory standards 
to  the level  of  other  developed countries.  The FSA should restrict  double-gearing 
among  banks,  life-insurance  companies,  and  bank  customers.  It  should  also  pay 
careful attention to the capital structures of big financial groups rather than superficial 
BIS ratios. The dysfunctional solvency margin requirement on insurance companies 
should be tightened considerably.

At  the  very  least,  the  FSA  should  remove  deferred  taxes  from the  definition  of 
solvency,  prohibit  double-gearing  among  financial  institutions,  and  raise  the  risk 
parameters on stock portfolios. Given the improving health of financial institutions, 
this is the golden opportunity for the FSA to make up for the lost decade of regulatory 
discipline.



5. LA CRISIS SUECA (March 19th 2009)

Por  Bo  Lundgren,  Director  General,  Swedish  National  Debt  Office 
Congressional Oversight Panel

The Swedish banking crisis in the early 1990s was mainly the result of a real estate 
bubble  following the well  over-due deregulation  of  credit  markets  in  1985.  In  an 
economic environment with high inflation and a tax system that stimulated borrowing, 
the stage was set for speculation. The fact that exchange controls were retained until 
1989 accentuated this development. There was what you might call a 'bathtub effect', 
where  predominantly  speculative  investments  were  more  or  less  confined  to  the 
limited domestic commercial real estate market.

When the bubble burst, as real estate prices started to fall in 1990, all of the seven 
largest banks, with a market share of 90 per cent, suffered heavy losses, primarily 
from  loans  to  commercial  real  estate.  Credit  losses  in  those  years  added  up  to 
approximately  one  fifth  of  total  lending,  which  was  equivalent  to  12  per  cent  of 
Sweden’s annual GDP. The stock of non-performing loans was much larger than the 
banking sector’s aggregate equity capital. Five of the seven largest banks needed, and 
obtained, additional capital from either the Government or from their owners.

The  crisis  in  the  financial  sector  emerged  at  the  same  time  as  the  real  economy 
entered  into  recession.  Households,  which  had  also  increased  their  indebtedness 
substantially since the deregulation of the credit  market,  increased their savings to 
repay their loans. There was a considerable decline in domestic demand, resulting in 
negative growth, and a substantial increase in public sector deficit.

When  I  assumed  political  responsibility  for  the  financial  sector  in  October  1991, 
immediate efforts were required to manage the situation at two banks: Nordbanken 
and Första Sparbanken. Nordbanken was partly in private hands, but the Government 
was the majority owner and had a special responsibility (we later bought the shares 
that  were  privately  owned  in  order  to  manage  the  problems  in  the  bank  more 
efficiently).  Our  analysis  of  Första  Sparbanken,  Sweden's  largest  savings  bank, 
showed that it was 'too-big-to-fail', not least because of huge foreign funding. That 
made it necessary to contribute to a solution.

Our initial approach was to separate the treatment of problems that arose at particular 
banks. Meanwhile, the Government introduced measures to allow foreign banks to 
establish subsidiaries in order to mitigate the effects and enhance competition. We 
also abolished property tax on commercial real estate to help stabilize the market.

One key objective was to ensure that our crisis management would be characterised 
by  the  greatest  possible  transparency.  This  would  contribute  towards  bolstering 
confidence in the financial  sector and in our crisis management as such. One step 
towards this was the introduction of clear rules for how non-performing loans would 
be reported and property valued.



Political consensus

During the spring of 1992, the situation got worse for the two banks that had already 
received support and severe problems arose for a third, Gota bank. It became clear to 
us that we were approaching a systemic crisis. We began to work on general measures 
that would be needed to avert a collapse.

Conditions in the Swedish economy continued to deteriorate and the position of the 
banks became gradually more strained. Gota bank was unable to continue operations 
without Government support. In September, in the face of a general loss of access to 
foreign currency funding, it was deemed necessary to issue a blanket guarantee for all 
non-equity claims on Swedish banks.

We endeavoured to establish broad political  consensus. Discussions with the main 
opposition  party,  the  Swedish  Social  Democratic  Party,  (which  had  supported 
previous measures) resulted in it being possible for an action programme, introduced 
in September 1992, to be approved by a substantial majority in the Riksdag (Swedish 
Parliament).  This  meant  that  we  achieved  the  desired  effect  prior  to  the  formal 
decision by the Riksdag.

Blanket guarantee and bank support 

The cornerstone of this package of measures (see Appendix) was a general guarantee 
for all creditors and depositors (Sweden did not have a deposit guarantee at that time) 
with  Swedish  banks.  Risk  capital,  in  the  form  of  share  capital  and  perpetual 
subordinated  loans,  was not  covered  by the guarantee.  The principle  was that  the 
share capital was first to be used to cover credit losses and write-downs.

The guarantee would remain in force until the stability of the financial system was no 
longer  under  threat  and  could  be  discontinued  without  jeopardizing  the  rights  of 
creditors.  We  stated  that  discontinuation  would  require  a  new  decision  by  the 
Riksdag.

This undertaking meant that the lender of last resort, the Riksbank (Sweden’s Central 
Bank), was in a position to provide banks with liquid assets in domestic or foreign 
currency so they could unquestionably meet their commitments. In particular, foreign 
currencies  were  deposited  with  the  banks  on  a  very  large  scale  to  make  up  for 
decreased  foreign  loans.  Gradually,  banks  could  also  resume  their  funding  in 
interbank markets, backed by the support from the Government guarantee.

The Government was also given the mandate to implement such measures as might be 
required to restore the stability of the financial system. This involved support for the 
continuation  of  operations  at  sustainable  banks  or  support  for  the  orderly 
reconstruction or winding up of banks that could not be expected to become profitable 
in  the  long  term.  Support  could  be  granted  in  the  form of  loans,  guarantees,  or 
injection of capital.

One vital issue was the scope of financial frame we should request of the Riksdag. If 
we were to choose a frame that was too small,  we might be compelled to ask for 
further funds, which might then be perceived to mean that we did not have a firm grip 



on the situation. On the other hand, if we asked for too much, this might be perceived 
as  indicating  that  the  situation  was  far  worse  than  it  actually  was.  The  solution 
decided on – in consensus with the political opposition – was an unlimited frame.

Bank support authority

We decided that bank support issues would be dealt with by a separate authority, the 
Bank Support Authority, so that other essential work within the Ministry of Finance 
was  not  impeded.  Decisions  made  by  this  authority  were  to  be  submitted  to  the 
Ministry of Finance for final approval.

As the Bank Support  Authority could not become formally operational  until  early 
May 1993, the work was initiated by a special group at the Ministry of Finance. In 
addition to the three banks that already had Government support, applications were 
received from three other banks: SEB, Swedbank and Föreningsbanken. Only one of 
the seven largest banks (Handelsbanken) did not apply for Government support.

The banks that applied for support had to be assessed according to objective criteria, 
in order to determine the extent and the forms of support. The bank's current situation, 
and financial and macroeconomic developments, formed a point of departure for this 
assessment. The banks were split into three categories (a method that I might mention 
was based on the categories used for a corresponding purpose when dealing with the 
banking crisis in the United States in 1933):

-  A bank  belonging  to  Category  A  was  not  considered  to  fall  below the  capital 
adequacy requirement, but may need support in the form of, for instance, temporary 
guarantees,

- A bank belonging to Category B could possibly fall  below the capital  adequacy 
requirement temporarily, but after a period satisfy the requirement once again. This 
type of bank might need more extensive government support in the form of loans or a 
capital infusion if the owners neither wanted to, nor had the capacity to, inject capital.

- A bank belonging to Category C was unlikely to become profitable, even in the long 
term. This type of bank should be completely or partly wound up at the lowest cost 
possible.

Banks eligible for support were obliged to comply with government requirements and 
submit to government supervision and control as to how the aid was used. Costs were 
to be carried by the bank that received the support but recovery of costs was put off 
until this became feasible with reference to the bank’s financial situation.

It was an explicit objective to avoid government ownership of banks, but we did not 
exclude this option should it  prove to be necessary.  Any nationalisation would be 
temporary  and  would  not  involve  the  central  government  as  owner  running  bank 
operations according to principles differing from those applicable to private banks.



Transparency

When it came to the principles for assessing the need and structure of support for 
individual banks, a fundamental issue was how to calculate loan losses and the extent 
of non-performing loans.

There were two conceivable strategies. One involved calculating expected loan losses 
and write-down requirements on the basis of the current market values for existing 
collateral, usually in the form of real estate. That would provide a clear, open account 
of  the  magnitude  of  the  problems  and  the  support  required.  Given  the  broad 
acceptance  of  the  methods  behind  the  assessments,  this  ought  to  enhance  the 
credibility of the process.

However, if, for instance, the property values were unduly low, it might also involve a 
risk of producing an exaggerated picture of the true extent of the problems.

The other strategy would be to try to defer reported losses for as long as is legally 
possible and use the banks’ earnings to write the losses off gradually. One advantage 
of such an approach is that the banks might not be obliged to dispose of assets that 
they held as collateral at prices considerably less than their long-term market value. 
However, it has the very serious drawback of presupposing that the problems can be 
resolved comparatively quickly. Otherwise it might possibly exacerbate the problems. 
One example of this is how the savings bank crisis was dealt with in the United States 
in the 1980s.

For me, there was no doubt about which method to choose to build credibility. Our 
management of the bank crisis was to be based on openness and transparency. So a 
great deal of work began on valuing the loans and collateral held at each bank in order 
to ascertain how much support was needed and provide it without delay. A separate 
Valuation Board was set up to ensure that the values assigned to real-estate collateral 
were reasonably close to the mark. This Board checked the banks’ valuations during 
the support process.

Moral hazard

Of course, the general guarantee for creditors involves a risk that the banks might 
continue implementing transactions entailing considerable risks and that depositors 
and creditors would refrain from making their  own assessments of the risks of an 
investment.

At the same time, this was counteracted by the strict handling of the banks and a clear 
message that the shareholders were entirely responsible for their  own risks.  If  the 
Government  needed  to  infuse  any  capital,  the  Government  would  also  have  a 
corresponding  influence,  even  if  this  went  so  far  as  to  involve  nationalisation. 
Legislation  was  introduced  to  facilitate  negotiations,  whereby  the  Bank  Support 
Authority  was  empowered  to  make decisions  on support,  even in  cases  where an 
agreement had not been reached with the bank.

However, the potential cost that might arise owing to the risks of undesirable conduct 
had to be balanced against the greater cost to the real economy that would be incurred 



owing to the continued lack of confidence if the general guarantee was not introduced. 
To abstain from responding to a deep crisis based on concerns for what might happen 
in the future is in any case not an option. A true crisis is not the time for such fine 
points.

Turnaround

In January 1993, it seemed to me that substantial support would probably be needed 
for all of the banks that had applied. During the spring, however, the macro-economic 
improvement contributed to a quicker recovery and a more favourable trend in the 
stock of non-performing loans.

This  development  in  conjunction  with  tough  conditions  for  government  support 
(government  capital  would mean corresponding government  ownership)  made two 
banks, SEB and Swedbank, look for private capital. They withdrew their application 
for support in the autumn and repaid all of the Government's expenses. A guarantee 
was issued for Föreningsbanken, but never had to be used.

Gota bank was nationalized and Nordbanken, which was already government-owned, 
was reconstructed. The viable parts of Gota bank were later merged with Nordbanken

Bad banks

'Bad  banks'  (Securum  and  Retriva)  were  formed  for  the  nationalised  banks, 
Nordbanken  and  GOTA  respectively  and  the  main  parts  of  the  bad  loans  were 
transferred to these banks. The aim was first to allow the management to concentrate 
on normal banking operations and second to deal with the bad loans more efficiently.
Securum and Retriva were capitalised on the basis of the valuation of the loans and 
were given the task of selling their assets at a pace that was feasible so that as much 
could be recovered as possible. We originally estimated that it might be possible to 
run the operation for close on 10 to 15 years, but developments moved considerably 
more rapidly than that. They were already wound up by 1997, with a better result than 
expected.

The technique of having 'bad banks' was also used by other banks, though entirely 
without  any  Government  involvement.  These  cases  therefore  did  not  involve 
Government 'bad bank' that also received assets from private banks. Since each bank 
had  its  own ‘bad  bank’,  the  issue  of  how to  value  the  transferred  assets  did  not 
become critical.  An approximate value was sufficient since the bank and the ‘bad 
bank’ had the same owner.

Final cost

The blanket guarantee and the special legislation were abolished July 1st 1996.
Altogether, the amount paid out in support to the bank sector amounted to 65 billion 
kronor (SEK), the equivalent of a little more than 4 per cent of GDP at that time. The 
bad  loans  in  Securum and  Retriva  were  wound  up  more  favourably  and  quickly 
(already by 1997) than I had dared to expect.



Securum and Retriva produced a surplus, which together with the partial privatisation 
of  Nordbanken (now Nordea)  and its  remaining  value,  means  that  expenditure  on 
bank support has been almost been totally recovered.

Of  course,  costs  were  incurred  for  the  economy in  general  in  the  form of  wider 
spreads and disruptions, albeit limited, to the supply of credit. However, the macro-
economic recovery after the bubble had burst was faster because the banking crisis 
was handled in a decisive manner.  Fundamentally,  these effects should be seen as 
damages done by the events that led to the financial crisis. Once a bubble has been 
inflated, it is inevitable that the process required to bring the economy back on track 
entails significant costs to society.

Then and now

There are, of course, differences between the current crisis and the Swedish crisis, but 
there are also similarities, not least regarding the basic functions that have to be dealt 
with by the Government.

Today's crisis, in contrast to the Swedish crisis, is global; it originates from a country 
that is significantly larger than Sweden and, even if it does have its roots in the real 
estate market,  the situation is more complex owing to extensive securitisation and 
more developed financial markets.

Despite these differences, the main tasks for a government (and a central bank) are the 
same:

* To maintain liquidity in the financial system.
* To restore confidence in the financial system.
* To restore the capital base in the banking sector to counteract credit crunch.

In  the  current  crisis,  it  was  basically  possible  to  maintain  liquidity  primarily  by 
initiatives  by  the  central  banks.  However,  it  is  obvious  that  confidence  is  still 
impaired and that uncertainty prevails regarding capital supply.

In  order  to  restore  confidence  in  the  financial  system  and  facilitate  sufficiently 
adequate  financing  from stakeholders  other  than  central  banks,  it  is  necessary  to 
convince investors that they are not at risk of being adversely affected by losses as a 
consequence of a crash.

This  can  be  achieved  in  various  ways.  All  banks  were  closed  for  a  week  in 
conjunction with the handling of the crisis in the United States in 1933. One bank in 
each  Federal  Reserve  district  was  subsequently  reopened  following  a  review that 
showed that they were solvent. After that, other solvent banks were opened in pace 
with them having been analysed. In this way, a kind of government guarantee was 
provided for these banks.

When the situation became unsustainable in Sweden , we chose to issue the general 
guarantee for creditors. This restored confidence and we were able to move on and 



deal  with  the  problems  within  each  respective  bank  without  the  uncertainty  that 
prevails today.

In my opinion, it should be possible to utilise methods that at least have similar effects 
as a general guarantee today as well. The cost that arises if a guarantee is utilised does 
not have to be more that what would ensue from the implicit guarantee that, in reality, 
prevails in most countries today.

There does not have to be a greater need for government capital infusion if the owners 
of the banks know that the Government will require ownership corresponding to their 
capital contribution. This will lead to banks endeavouring to find private capital. If 
they are unsuccessful, the Government must also act to avoid losses for creditors and 
to maintain the total capital base for lending.

A counter  argument  is  of course the risk that banks will  behave recklessly in the 
absence of market forces that limit their ability to take risks. It should be possible to 
reduce this through intensified supervision and clear rules regarding the responsibility 
of owners and the banks' management. However, the potential costs that might arise 
must be balanced against the high socioeconomic costs that would arise if confidence 
in the financial system cannot be restored.

The capital required to restore the capital dissipated owing to credit losses and write-
downs of assets must be provided if lending capacity is to be maintained. This should 
be done in the first instance through private capital infusion. The Government must 
inject capital if this proves to be impossible. In order to encourage private solutions, 
the Government should, in accordance with the principles of a market economy, lay 
down conditions for government capital injections with a corresponding dilution of 
the existing capital, even when this may involve temporary nationalisation.

The other main conclusions that I believe you can draw from my experiences of the 
Swedish banking crisis are that:

• Government intervention is unavoidable if you are facing a systemic crisis.

• Prompt  action  is  important.  A  comprehensive  approach  is  better  than  a 
piecemeal strategy.

• Transparency enhances confidence and promotes the public legitimacy of the 
measures that have to be taken.

• Broad political consensus and resolute political actions taken by the political 
system are probably more important than any of the technical aspects on how 
to deal with the crisis. This also enhances confidence, not least internationally, 
in our ability to deal with the crisis.

• In order to limit moral hazard and get public support, it is important to have a 
stronger approach and deal with the banks firmly, enforcing the principle that 
losses  are  to  be  covered  in  the  first  place  by  the  capital  provided  by  the 
shareholders. If that means that banks must be nationalised, then so be it. They 
can be privatised again at a later stage.


