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A Note on Conventions

Japanese personal names are presented throughout the text in Japanese
form—that is, with the surname followed by the given name. An excep-
tion is made when a Japanese author is listed for an English language
work. In such instances, the western form is utilized instead. Macrons
have been used where appropriate in all cases except when the word in
question appears commonly in English without macrons, as is the case
with “Tokyo.” All dollar figures converted from yen are given at the ex-
change rate prevailing at the time in question.
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Introduction

From 1985 10 1990, Japan experienced an asset bubble of unprecedented
proportions. The Nikkei Stock Index surged in these five years from below
7,000 to over 39,000, while the price of other assets—and real estate, in
particular—multiplied many times over. During this period, the central
bank maintained an extremely loose monetary policy, holding interest
rates at postwar lows. Japanese banks engaged in a lending frenzy and, in
doing so, helped to fuel the surge in asset prices. They extended many
loans for purposes of investment in the stock or real estate markets. They
extended many more for the buildup of industrial capacity on a scale that
could only be fully utilized if bubble-period consumption trends persisted.

From 1990, this bubble began to burst—first with a plunge in the Nik-
kei Stock Index, followed in early 1992 by a tumble in land prices. Both
developments had a severe impact on the ability of corporate and indi-
vidual borrowers to repay loans. The bursting of the bubble thus left
banks throughout Japan—both large and small—in financial distress,
burdened with massive amounts of bad debt.! This bad debt, in turn,
weakened bank capital ratios, sharply raising their likelihood of collapse
and severely impairing the capacity of banks to extend credit to new
borrowers.

History is replete with financial crises, however.? In recent decades,
many countries have experienced distress in their banking sectors, in par-
ticular.® Since the 1980s, crisis has struck several major Latin American
and African countries, Russia, and numerous countries in East Asia. Even
advanced industrial nations with highly advanced financial systems and
seemingly strong banking regulators such as the United States and the
Scandinavian countries have experienced severe crises. So, why a book
about Japan’s financial crisis? At least two features of the Japanese case
stand out as distinctive; both are intimately related and pose important
substantive and theoretical puzzles.

The first feature is the extraordinary delay by Japanese government of-
ficials before intervening to aggressively address the bad debt problem in
the nation’s banking system. The resolution of banking crises typically re-
quires the use of public funds to recapitalize banks, augment the deposi-
tor safety net, and establish a temporary agency to take control of failed
banks and dispose of their assets. Since an injection of public funds is al-
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ways politically unpopular, governments often delay before mustering the
political will to allocate taxpayer money to this end. Nonetheless, mech-
anisms seem to exist in other countries to spur a more prompt response
to financial crisis than that seen in Japan.

According to an International Monetary Fund (IMF) study, those coun-
tries that made the greatest progress in the wake of financial crisis took
a little less than ten months on average before embarking on systemic
bank restructuring while those countries making the slowest progress
took, on average, approximately four years.* In Japan, eight years passed
from the onset of severe financial distress before the government initiated
aggressive measures to tackle the bad debt problem and institute funda-
mental financial system reforms. As a result of this delay, what might have
been relatively small costs of clean up in economic terms turned into stag-
gering costs. By the time of this action, the amount of bad debt held by
Japanese banks was estimated to total 1 trillion dollars or approximately
30 percent of the gross domestic product (GDP).5 Clearly Japan’s extra-
ordinary delay places the country well outside even the upper bounds of
normalcy.®

A second distinctive feature of the Japanese case is the ineffectiveness
of the government’s financial reform and recovery efforts, once initiated.
As of this writing in mid-2003, thirteen years after the bursting of the bub-
ble, Japan’s financial sector problems remain unresolved. Indeed, regard-
less of the metric one chooses to use, financial reform outcomes have been
abysmal to date. This is the case whether we measure success by the speed
and degree to which confidence is restored to the financial system, the fis-
cal costs incurred in restructuring the financial system, or the length of the
crisis recovery period, with recovery measured in such terms as percent-
age of nonperforming loans in the banking system or health of financial
institutions as reflected in capital ratios or profitability.

The elusive outcomes are particularly puzzling on the surface given the
seemingly dramatic nature of reforms implemented since late 1998. In Oc-
tober of this year, Japanese legislators at last readied large amounts of
public funds for use in recapitalizing the banking sector. At the same time,
they established a new legal framework for dealing with ailing banks, en-
hanced the independence of a newly established Financial Supervisory
Agency, set up a commission to oversee financial reconstruction, revised
the Deposit Insurance Law, and strengthened the functions of the Reso-
lution and Collection Corporation (RCC), a newly established govern-
ment-backed asset management corporation (AMC) to aid in the disposal
of bad debt. In the wake of these changes, new norms emerged concern-
ing appropriate relationships between regulators and financial firms, and
new expectations about standards of transparency were likewise estab-



