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THEC AusesoFJapan'sk  INANCIAL CRiSIS

Abstractiocome

Introduction

Ameredecade ago Japan'sfinanda system, and espedally is banking system, was natonly
thelargesthuithestongestinthevordd Nineofthewardstopenbenisinassetsizewere
Japanese; the Big Four Japanese seauriies companies were theworlds lergest; and is e
funds and the highest aredit ratings. The largest were expanding therr inemational
operations vigorously, and performed 34 per cent of the words inemational lending
business, more than banks domidied in any other country.

Today presents acompletely diferert pture. Japan's financal sysemisweakandin
disaray. Barks no longer rank among the woild's top ten, and therr aredt ratings have
dedned dramatically. Two of Japan'stop 21 banks have aleady colpsed, ashes one ofthe
Big Four securiies companies, and a midksized ffe insurance compary. This s nat only
unprecedented in Japanis poswar hisiory, unl the 1990s it wes urthinkable.

This paper focuses primarly Lpon the problems of the Japanese: banking industy,
athoughthe analysis ppies inmany respeds o the secunies and insurance industries as
wel. It does nat consider Japarn's fiscal messs: is budiget defidis, tex sysemn, govemmernt
fiscal and loen progras, or the peaal acoount delis thet cannat be seviced. Ths s a
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the groundwork for the conference Financial Reform in Japan and Australia by addressing
o themes: the postwer’ fnencal system and is implications; and causes of the currert
berking diioulies

The abjedives of any finandial system in a marketbased economy are threefold: the
safety ofthe sysemin oder o prevent bank runs and monetary parnics; is efledivenessin
mobizng savings and alocating them o produicive, eficentuses by fnencalinermedia-
fion through benks ar capiial (stodk and bond) markets; and eficency in the provision of
financal savioes, best achieved ina highly compeiive sysem. These dgedives canbein
corict, dependngonhowthe systemisarganzedandwhetconsiiuie therulesofthegame.
Theachievementofthese ojecives depends onthe overall economicervironment, incuding

Indesigning the posiver finencel system, the reguistory authortes, essertiely e
Ministry of Finance, always placed greatemphasis on systemsafety, and mainiained orbuit
upon the wartime bank-based financial system.

The p astwar financial system

aewelkionn. ! Itwes esseniialy abarkbased system, with delberaiely Underdeveloped
stockandbondmarkets Riskaversesavershadfewalemiaivesio hodng savings deposis;
and rapidy growing comoraions hed © rely heavly on bark loans © fnance ther
exeodinalyhghraesofixedinvesiment ThestuoLredbankswassebleanddasses
of bark were segmented by funcion and size of cusiomer. Deposiibking instiuiions
incuded dly banks, long-em aredit banks, and tustbanks, which together comprised the:
BigBarks, lendingmainly tolarge corporations, andlocal orregional benks, mutual savings
barks, and oredit assocations and cooperaiives, lending mainly © medum and smal
businessesandindividuiaks. 2 Thesysemwesalsosiableinthattherewas nonewentry, and
\itely oL res oroher s the ew Bl reswere of sl bedy maneged, inconse-
quential insiLiions which were readily and rapicly absorbed by brger barks.

In efiedt, the essence ofthe reguiainry regime wes to guaraniee that banks would not
fai, sother managemen, siockhoders and deposiorswere proiected, Thiswes achieved by
herestraeconois wihwidesreacsbeteendepostandioaniates sotetalinencdl
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instiuiions made profits. Moreover, a ‘convoy’ systemweas mainiainedwhereby the assets of

al benks grew at aboutthe same raie, and their relsiive ranking dd not chenge over ime.

Inthssysteminterestrate competionwas natalowedand atherforms ofcompetiionwere
muied. Moreover, twes the responshlily of the strong o iake care ofthe week Shouda
troubledsmalfirencalinsiiuiionhaveibbemergedinbalagerone, anylossesweremore

then ofset by the frandhise vale of the brandhes thus acoured.

The systemwas based ondose, symbiotic relationships between the powerful Ministy
ofFnanceandthebighanks, securiiescompanies, andinsurancecompanies. Thesecolusive
armangements were based on the leadership of the Ministry of Finance through administra-
fveguidance, price seting proiecion, andresticion ofoompetive impuises. Acoordingy,
twes a sysem of implct guaraniees against losses for banks and deposions.

The development ofthe main bank system in many respects epitomized the stereotype
of rge bank-hig business reliionships, hough in pradioe gven the industral studure,
most of the banking system’'s credit wes lent to mediumksized and smaller businesses. The
main bank system overcame severe problems of inadequiate information and dificulties in
analysing the many new proects embodied in the process of rapid postwar economic
development. 3 The main bank monitored s main industial dierts, established and
mainained  cé &b lendngsyndicatesiothem,andhedaspedalresponsbilytosepnand
providefinancialandmanagerialassistancentimesoftouble WhiealBigBankshadsome
main bank dierts, the major main banks were Mitsubishi, Sumitomo, Mitsui, Fuj, Sanwa
and DatchiKangyo, noiablywith relationshipswiththerrespecive lgey members, and
the Industrial Bank of Japan, with awide range of main bank relaionships.

This postner sysemwes vety safe and i cartied oLt s financal inermediation roe
wel hutiwesnohveryeficert Saversboremostafhe cosshecause dfiowinerestrates
on ther deposis and lack of alemeative fnencal instuments. They corredly perceived,
however, thet their savings were fueling the process of rapid growth, and their reward wes
nwege noeases, natnerestyeds onsavings.

The postwar system couid nat last forever. As companies and banks thrived and grew
much larger, they became stronger and more independent and many chafed under the
restricions of the system. The most imporiant cause of the demise of the sysiem honever,
occurred in the mid-1970s, when Japanese growth siowed and Japan shifted from being an
economy inwhich private investment demand outstripped private saving to one inwhich &
ae pivae saving became greater than exak piaeinvesment
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This shift is fundamental in understanding the performance and macroeconomic
poldesafthelast20plusyears. Japanhasheenandisademand-defidenteconomy,inwhich
private saving continues 1o be larger than privete investment demand. This change has
dramatically affectedthefinandial systemandespedialythe banking system, andfundamen+
taly undemmined the highly reguiated and controlled stable postwar financial system. The
supply of funds suddenly become ample, interest rates dedined, and pressures fora system
of markethesed interest rates became iresisble.

Acoordingly, the Ministry of Finance came underincreasing pressure to dereguiate the
financiel sysem:  alow marketdetermined inierestates, the areation of new finencal
instruments, developmert of a vigorous, competiive bond market, the breaking down of
marketsegregation, andingeneralinareased competiionforalinancalinstiLiionsandin
al finanda markets. However, the dereguiaion process has been steady butvery gradual,
begnninginthe lte 1970s and sl coninuing. A grest deal of progress had beenmede by
the early 1990s, and curently the ‘Big Bang/ of comprehensive finandial reform, announced
inbie 1996 andduepresukincompleily fiee, far, and opent inencalmarketsby March
2001, is supposed 1o bring about the il sage of dereguistion. Whie there are kely o
remanafewunresoledissues,noiablytheposialsavingssysiem, forhemostpartthisinal
Oereguiation process is proceeding on scheduie.

In other words, Japan has been moving 1o a competiive, markethased system of
increase eficency, and develop new fnancd produds in oder 1o compete. The new
envionment creaies new kinds of risks, with new opportuniies and dangers to taking risk,
nd.dnginerestiaieriskiorassesandietlies edangeraetisk andaediisksinoe
companies are also in a more competiive ervionment.

The ways inwhich the Ministry of Finance has handied, or mishandeed, this longun
dereguiation process and the concomitant changes in financial markets laid the groundwork
for the aunrent banking and financal mess.

Basic causes of current banking difficulties
Japeris cument banking dificulies, which indeed have persisied since the early 19905,

developed over a considerabe period of time, with a number of foroes atwork. Four causes
were particuiary imporiant. Theywere failre to aeate aprudental reguiatory system, the
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hoh e offencel innovaiion.

Beforeconseringthe causes, however, tisimporartiodeinehenatureandextent
ofthe problem. While Japanese banks have a number of problems, the fundamental problem
sthatthebankingsysiemhasahugeamountofactualandppoteniainonperfoming (e bed)
lensreiiveipiscapialsaionandbedicenresanves Moreover, hisproblemhesfestered
andworsenedihroughoutthe 1990s. TheharshrealityisthateveryBigBankandindeedmost
ather depositaking insiiLiions have hed serious bed loen dificulies. These range flom
loans to companies that have gone bankiupt, nonperforming loans in which interest and
prindipal payments are unpaid and substantially past due; loans which have been restuc-
tredathighlypreferential exteodinarylowinierestraes andioanswhicharecurenty
being senvioed butuiLre payments arein doubt Banks lendingin urben aresss, particuiarly
Tokyoand Osaka, have beenthe most hard hit. In contrast regional banks in rural areas o
whichthe real estatie specuiative mania cid ot spread have had minor losses, and are now
the strongest banks in Japan.

Overtimethe disdased amounis of bed loans have increased uni recently, even affer
wieoffs. Pivate esimates of adual bed loans have been subsiantialy grester then the
amountsannouncedbythe banksandthe Ministry of Finance. 4 InAutumn 1997 the Ministry
of Finance shodked the world with its estimate of the: bad and troulbled loan problem—some
¥76.7 tllon, ke previous esimetes, and 12 per cent of el berk lbens and aredis, 12
per certafioans of Big Banks, ten per centoffregional benks, and 14 per centof seconcHier
berks. However, this refleded the newindusion inthe definiion of bed lbens a.caiegary of
loans curenty being senviced but in potential fuiure danger. A Bark of Japan study
estimaied thet over a three year period about 84 per cent of such loans coniinued o be
senviced, butafooursefureestimates dependupon coporaieborower performance, inum
dependent upon the overal performance of the economy.

Inpractice, heactualamountofbankbadloanshasbeenambiguous, foracombination
of definiional measurement, and disdosure reasons. Most data are ona parent bank basss,
butwhen their various real esiate finanding and ather nonHbank financed instiuions are
induded on a consaloeted besss, the esimetes are ofen far diferent Only in 1997 dd
of bad loans has become more comprehensive and dlear, now approaching the US SEC
definiion. However, eachbankesimatesisownbadloansiuiaion. Thepresumplionisthat
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the esimates of sronger banks are doserto reality than those ofweaker banks. WWhenweak

banks have in fact colapsed, subsequent awdis have revealed thet the aciual bed loan

siuation wes far worse than the banks hed announced even a shart ime earfer.
Threefedsareimportant Frst mostioans—good, doubtful, andbad—havesomefom

of aobaieral beddng them, frequienty real estaie. The key ssue s he digposalvale ofhe

ookaieral The aduial losses banks have iaken and wl teke are subsianialy less than the

esimatesafbenkbedioarshbandedabout Second ithesbeenverydificutioriaxandiegel

reesorsioraberkipadielywie dfalenasbed Mostdithe wie ds aenthefom

whie smal unl 1995, over time the cumuiative amount of adtuiel wite-offs has been huge

andimpressive. The21 BigBankshetween1992and1998wroteof f

percerinhebsitresyeasand¥1214ion(289percariintebsyearaone.

wes financed flom gperaiions profs, reslised capid gains on secuiies hodings, and

modest capiial accountransfers. The immensty of thiswiie-off is apparentin comparison

with the amount of capital these banks had at their peak (March 1994) of
Badbensandtherwie disare diedly reeiedipabanks caait

ininemationaloperations wihoverseassubsidariesandbranches havebeensubectiothe

Bank of Infemational Setiements (BIS) 8 per cent capital adequiacy requirement, a sefious

constraint during much of the 1990s. As capiial was used i wite off bed loans, banks hed

orasemoecapa(dioutandexpense)red netelassas oshitherasseipartoo

risk mix away from loans to govemment bonds. Banks doing only domestic business—aredit

berls—aresubediponyadpercentcapialrequiement inreslty, bohtheBpercertand

4 per cent requirements are unusualy low in intemational comparison; bank capial

adequacy remains an issue for the fuiLre.

Failure to create prudential regulatory system

The fist cause of the barking aisis wes the fact thet dereguiaiion ook place wihout the
aestondfanefiecivesysemafprudenialreguiationandsupenisontoreplacethepostner
System of reguiated interest rates, comvoys, and constrained competiion which provided
safely © the system. Deregulaion generaies competiion. Banks lost therr gueranteed
profts, market niches, and the franchise value of depositcoleding brandhes. Banks hed o
adust o the chalenges as wel as gpportuniies of an inaeasindly risky ervronment, yet

Yo tim moet (685
5Ths
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therr capiial beseswere smal. Thisarested astuiaion of moral hezard, nwhich benks ook
ongresieriskinthe expedaiion thetifhey suffered losses the Ministy of Fnance would
bel them aut. This wes perticuiarly tue of the Big Banks, assumed o be too lage o be
abonedfl

Since the dereguiatory prooess wes gradld, it ook a long ime for the Minstty of
Fnanceorealise tsimply couid nat, and moreimportanty, shouid notguaraniee al banks
aprsttle 8 Inthemid-1990sthe Ministy ofFinancerealisedinatevendeposiorsmight
nolongerfeel completely safe. Whie deposiswere insured up o ¥10 miion by the Deposit
Insurance Corporation (DIC), theinsurance fees charged o bankswere verylowand the DIC
reserves minuscule. They could be, and infactwere, soon depleted by several smal benking
isiLion flues

Toguarantee basic system safety the Ministry of Finance and government have taken
three actions. Frst, in summer 1995 the Ministry of Finance announced that dl deposis
would be guaranteed untl March 31, 2001. However, no spediic funds were eammarked to
suppoart this pledge. The Ministry of Finance (MoF) believed its announcement effedis were
suficertip ensure aedklly. Second, depostinsurance feeswere sharplyinareased, LpD
USlevels. Thisgeneratednew DICincomeandreserves, buttheamounisweresuficentonly
o hande two or three smal bark falures annuialy, natmore. Third, in February 1998 the
govemmentenadedis¥30tlionbankbel outpedage, dwhich¥1 7trlionsiocoverthe
guarariee on depois in exaess of ¥10 mion untl 2001 Thus, a aedbe safiey net for
deposiors wes faly esabished.

However, MoFhasbeenmuchslowerinimpasing disclosire, capitalstrengthening, and
ather prudential reguiations. Its supenvisary capabiies appeared soweak they were hived
offin June 1998 o the newly esiablished Fnandial Supervisory Agency diredtly under the
Cabinet Secretariat. The reludiance of Mo tb move more rapidy in the 1990s to impose a
sysem of prudental reguiaion was probebly because it dd not undersiand fuly the
implcations of dereguiaion. After al, dereguiaiion undermined the dd convoy systemn, and
made tradfiional Mol modes of action now seem counteproductive. Mo persisted nonethe-
less in attempiing 1o defend an inefident, uncompetiive, and outmoded sysiem.

Bursting bubbles and macroeconomic policy mistakes

Theseoond,andindeed mastavious, cause afthe barkingmesswas frstthe areationinthe
ki1 980sandthenthebursingofthestodkmarketandredlestaietubbiesintheeary1990s.
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The basic causes of the bubbles induded macro misimanagement; widespread belief thet,
based on the enire postwar experience, land prices would never dedine for any susiained
period soredl esiate was exodlent cokaieral; bank and relted nonbank finencal inerme-

diavies, wih ample, even excess, funds rushing i the finandng of urben land and redl
estaiepoeds and fnely, s process aesingahighdegree dispecUive excessinboh
redlestaieandsiodkmarkets. Muchofthisstory isfarmiiar, anddoesnotneedipberepested

here 7

However, macroeconomic policy mismanagement deserves special attention, since
Japan's poor economic performance during the 1990s has made the bank bad loan problem
worseover ime, andhas made tmore dificut o resolve the ongoing benkingand firencal
mess. Between 1988 and 1998 the Japanese govemment (ie. the Ministry of Finance) made
were involved, the Bank of Japan was subsenvent to, rather than autonomous from, the
Ministy of Finance.

There were two dmensions 1 these policy mistakes. One was the size, iming, and
degree of commiment when the authoriies undertook demand stimulus or restraint. The
ather wes the growing imbalance: between the use of fiscal policy and monetary polcy.
Because the MoPs fiscal policy sihce 1980 wes singeminded pursui of budoet defict
recuicion and budget suplus areation, he responsioity for compensatory maco polcy fel
heavly and excessively on the use of monetary policy instruments.

In1985when, foloning the shaip dedne inthe price ofdl, the yen appreciated more:
than expected and economic growth slowed more than desired, the sole policy response wes
monetary stimulus. Interest rates were reduced to postwer lows and money supply was
expanted, whie the Mo persisied in s eflorts 1o reduice the budet defidis of he 1970s.

Thet policy succeeded in accelerating economic growth. The problem s thet the: policy wes
oontinuediortoolong, atthe leastiueing and some would aigue areating the stodkand resl
estate bubbles of 1988-90. That was the first macroeconomic misiake. In 1989, the Bank of
and leading to eventuial economic growth slowdown, and then stagnation.

Thesecondmistakewasinnoteasingmonetarypolicy and fscapdioysoonerandmore
foroefuly in the early 1990s, in 1992-93. The authoriies sawthe downium as primarly a
business cyde. They underestimated bath the cumuiative effect of structural problems, and
the lasting and profound efiects of the huge ongoing dedine nassetvalies. The prevaiing
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peroepionvasthat asinthepast thedoaniumwouldbereieivelyshortivedandeconomic
recovery and growth wouid oocur readiy.

Thethrd misiakewas b rely exoessively oneasymoneiary policy inthe mic-1990s, so
thet inierest rates since 1995 have been at inaredbly and undesiably low levels. This
extreme imbalance between fiscal and monetary policy has vituialy shadkded the latter,
making i very dificut o simuiaie demand. Whie the extraodinarly low inferest rates
heve heped banks and borrowers, in effiect they simply postponed the resolution of the bed
loan and comorate bankiuptcy problems, but at high economic and poliical costs. The low
interest rate poicy has generated an excessively weak yen. Savers have been deeply
dissatisied, andareinaeasingly seekinghigheryieldsinforegn assets. Retums onpension
fundshavebeenseriouslyinadequaie, sothatvituialyalpensonprogramsaresuistantialy
underfunded. And,onceinterestratesdorisetpamorenomalieve thepricesofgovernment
bonds and smiar frandl assels Wl drop, imposing huge: capidl losses on holders.
(GovemmentbondsareprobablyJapan'smoastriskyfinancalassetintheintermediateterm)

The fourth miacro poicy misiake has been in the way fiscal simulus through supple-
mentary budgets inthe midk-1990s wes appliedt oo litie, 100 late, and mostimpartar, o
gudgingy. & Poloy simuls is supposed  inspie confidence: in business peaple and
consumers. However, each policy package, espedilly the tax cut componernt, was presented
as temporary, and incorporated offsetting polides which made ambiguous the simulative
sgrd thet wes supposedy being sent. Moreover, the aredblly of each fscal stimuus
package was undermined both by the exaggerated statements conceming the real amount of
simulus (the real weter, 1 use the Japanese phrase) and by the focus on pubic works
oconstuction thet has become increasingly unproducive — roadss, ralioeds, bridges o
nowhere. It was not untl the supplementary budget in Autumn 1995 that fiscal stimulus
firaly became efiedive, generating a.good recovery, wih 34 per cert GDP growth, infiscal
199%6.

The fith macroeconomic policy mistake was the govemmernt dedsion in late 1996,
beguied by excessively opimisic economic forecasts for 1997 and beyord, o shitis iop
jpoicy priorty 180 degrees fflom susiaining econamy recovety 0 tedkdng the longun,
struciralproblemaofbudgetdefictreduction. Whiethe concemwas appropriate, thetiming
wasfartooearly. The polcy eror had two majorcomponents. Thefistwas o shitthe 1997
budget o severe fiscal restraint from 1996 budget ease, redudng demand generation by as
much as 2 percentage points of GDP. This was done by increasing the consumption tax from
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3in5percent, endngthe¥2tlioniemporary personalincometaxaut andraisngmedical
care and oher userfees. The second errorwes D enact afiscal stucture refom iawwhich
stipuisted steady annual decreases infuire govemment budget deficts andinthe issuiance
of defick financing govemment bonds.

Rather than contining the recovery, in 1997 Japan's economy stalled and then wernt
it dedine. GDP shyank by 0.7 per cent, and by year end the economy wes in recession
(0efined as two consecuiive quarters of negative growth). The fiscal strudure reform kw
shadked Prime Minister Hashimoto's govemmernt politically; if he were to admit it wes a
misiakehisonnposiionwasatrisk Accordingly, evenaseconomicoondionswereobviously
worseningatthebeginningof1998 hisgovemmenthediistiopessaresticive 1998budget
inaderbcomplywihihelawbeioreioouid—ationglasi-announceinApi1998thehuge
supplementary budget of ¥166 tillon (about ¥12 trillon in real demandgenerating
expendiLres and tax outs), and o pass itin June 1998 in an extended Diet session.

The Japanese economy has been the vidim of these macroeconomic policy enors
throughout the 1990s. On the one hand the MoF (Banking Bureal) depended upon the
prices, o convertmarginal bark loans into good rather than bed, and ohewise b ease the
handiing of the persistent, immense bad loan problem. On the ather hand the Mo (Budget
and Tax Bureau) persistently pursued budget deficit reducing measures which twarted
€00NOIMC recovery.

Effects of gobalisation

The thid cause of the ongoing banking mess is what is vaguely denoted by the word
gjobalisation’. This refers to changees both in the warld polical and economic envionment
and in Japan's now major posiion in the word economy. From the perspedive of Japan's
firandal sysiem several elements are particularly importart

Fist, shoe Japen |5 now a large country — in the: Eemindogy of economiss — is
economic and finencil poldes are subjedt 1o readive foregn pressures from the Unied
States, the European Community, the G-7,and others. Second, Japan hasbecome theworid's
brgest aredior nation as is persisient cuent aooount supluses hes hed  be invesied
engaged inforeign lending and portiolo invesiment, thereby exposing themselves t mejor
foreign exchange risks. As the yen appredited, the cumulative losses were huge, aimoston

14
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the same arder of magnitide as the financial sysiemis domesic bed loen losses. Thid, the

flourishing of a free global capiial market — the Euromarket — provided Japanese large
creditworthy companies with inexpensive bond and equity altematives o loans fom
Japanese banks. The Mo could nat stop that offshore financing process. Fourth, continuing
dereguiation, paricuiarythe By Bang, hesmedetatirecive orioregnbenks, nvesimert

banks, securies companies, mutual funds, insurance companies and asset management
companies to compete in the Japanese home market, on Japan's hitherto restricted,
saaosand uf

Financial technology innovation

Thefouthcausedfthe curentirandalmessisthe highrate dfinnovationinfinence. This
nowindudes awide range of sophisticated high tech derivatives, complextrading iechnolo-
This wave of innovation has been accomplished mainly by US banks, investment banks and
sophisticaied fnandal produdts are primardy for very lrge finandal and industrial
coporaions, new tedhnalogies are impariant in retal firandial senvices markets as wel,
such as ATMs and the development and marketing of investment trusts (mutuial funds).
Japanese bankshave been organisationally andinstiiutionally unable o leam, absorb
andimplement mary of these new technologies suficienty rapidly to be able to competein
so the tradiiional Japanese management system of job rotation and seniority-based wages
undermine the development and reieniion of spediaists. The produciviy and proiabity
of ransactions-based wholesale financial markets are directly and quiddy measurable, and
excelentspedalsisare padextaodnarywel Themostcapalie Japanesearefrequenty
hired away by foreign fims applying their systems of performance-based huge bonuses but
wihoutjob secury.
Afewmgrinendd insiiuions have adusied o these market reslies, atleastin
foreign operations, but not most. For example, Nomura Securiies Compary's New York
apevationswere highly proftable in 1996, and its London operaionsin 1997. Bohwere run
by non-Japanese, and the top bonuses of the highest performing specialists were more than
US$20 milion.
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Concluding comments

The discussion in the previous sedtion suggests basic reasons why Japan's severe banking
problems have persisied so long. Here | recapiListe.

Firstwas the mistaken beliefin the early-mid 1990s that the economy would rebound
quiddy from whet was peroeived to be liie more than a cydical doantium, and again the
misieken belefin e 1996 thet recovery wes so firmly entrenched thet the fiscel priory
priceshadindeedtumedup, thenadustmentwouldhavebeeneasierandperhapslesscosty,
soapdicy dfwaling t autwes atredive, buttumed out o be misiaken. Not suprisingly
thiskedibaseiesdfimeaoeconomicpoloy misakes ol simuus pogrestardance
onmonetay relaive to fiscal Simuls.

Seoond, asaconseguence, MoFiniially decded andthe banksreadly agreedtosimply
waitoutthebedicanproblemsuntieconomicgronthwestrestored. twesnotunti 1995 thet
theyreduced dividend rates, halted annualincreasesinweges and bonus, or began o reduce
thenumberdfemployeessoniicanty despieearieratitionopportuniies. naremarkable
Satementin 1995, Nikkeiren  (The Federation of Employers Assocations) acidy noted thet
bank manager salaries were 24 per cent higher than those in comparable positions in
industry, and urged that banks reduce the disparity before texpayers monies (govemment
funds) be used o ball them aut of herr dificulies. The widespread sense among the pubic
thet banks were notmeking any signiicant saaiioes hes mede it dificui for the poliical
leadership to commit govemment funds to handle what came to be an increasingly obvious
need b bl autthe berksifthe sysemwere nato b cheos.

Third, the economy continued 1o grow only very sioy, averaging about 1 per cent
annually since 1991; more ordinary loans became doubtiul, and more doubtful loans became
bad. Businesses could not generate cash flows for interest payments much less loan
repayments. Moreover, urban commercial real estate prices continued to dedine, are now
some 70 per centor so below their peak, and may only in mid-1998 be reaching the bottom.
Office space, verytightin 1990, became super abundantby 1995, as proedswere completed.
Rents dedined predpitously, exacerbated by the cusom hatmastleases are foramaximum
afanly o years. Meny speaiaiive proeds, such as gof courses, heve been any partialy
oconstuctedandmayneverbecompleted Nonetheless, banksandatherhodersofredlestate,
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diedly or as ookairral, have refiained from seling, apparenty in hopes the marketwould
baiomautsonaswd asteeartretihey sdied esae picsswildeveniuther:

This series of mis-estimations of Japanese economic performance, which delayed and
thereby worsened Japarts frendal aiss, have aested the aument aiss in Japenese
finandal instiiions and markets. Only since early 1998 has the govemment begun
serously address these needss for finandial reform and begun o provide the pubic funding
tetsesrEHl

Notes

1 Standard references onthe postwar period include Suzuki (1985 and 1987), Feldman
(1986), Cargl and Royama. (1988), Rosenbluth (1989), FAR (1991), and Carg,
Hutchison and o (1997).

2 Therewere11dyhanks, threelongtermareditbanks, andseventrusthanks, atotal
of 21 Big Banks. With the merger of Bank of Tokyo and Mitsubishi Bank and the
failureofHokkaido TakushokuBankthecitybankswerereducedtonine. The e &b
absorption of Nippon Trust Bank by Mitsubishi Bank means that the Big Banks as
of Summer 1998 are counted as 18 or 19.
3 For a desaipion and analysis of the main bank system, particularly in the high
gowth era, see Adki and Patrick (1994).
4 Thelleraure esimates afthe evoing amounis ofbed loans is subsiantial; see, for
example, Ohara (1996), Marsh and Paul (1996), and Waterhouse (1997-98).

5 See Waterhouse (19984).

6 Stephen Vogel (1996) has wel andlysed the siow, near-haphazard process of MoF
policymaking.

7 See Cargll, Huichison and fto (1997), Hartcher (1997) and Wood (1962 )

8 See the carelu, thorough, econometic analysis of MoKibain (1996).
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Abstractiocome

The problem

The norHperforming loan problem hass plagued the: Japanese economy for several years, and
bengaboutonepercentperannumiorihelstsevenyears) Nonsperfomingloensareiargely
aresukdthebusthuibbe (@shapdedrenredlestaiepioes) Frendalinsiiorsthet
hed lent o real estate companies and developers became beset with loans that were nat
repeaid, or ended up seizing oolateral whose market values were far below the book value,

The problem was complicated by the stodk price decine, since Japanese banks
tradiionaly hod a large amount of seauriies. The acoouning rule didaied (Unil March
1998) that bark belance sheets show the lower of the book value or the market value of
duingthebubbleyearsaihelsie1980swesiienicapialgain( fukumi ) whichwascounted
asapatof berk ter Il capial in the Bank of inemetional Setiements (BIS) riskbesed
capiel stendard. Banks had held seauriies for a long time, and stodk prices hed gone up
tremendously in the 1960s and 1970s.
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The problemwas notaddressed early ordedsively. Minorfinancial arises had oocurred
inthe previous fouryears, however, govemment policy during this period has been readiive,
rather then proacive adion aimed at prevening a aiss. Deasive adion on the non
performingloans problemisneeded nowio preventafurther shinkage of Japanesefinancial

Mistakes dealing with the problem

Afrstwave of aises oocurmed in 1995, when the problem that Japan had created became so
apparent. Athough smal finandial instiuiions had been merged wih help of the Depostt
InsLrance Corporaiion (DIC) sihoe 1991, ikwes natuni August 199 thetfor he frstime
a bank isted in the stock exchange wes dosed. The problem of housingroen fnencial
insLions( Jsen wasasodesiwihin 1995, nfavour ofagricuiural cooperativeswhich
atraderinthe New York branch of Daiwa Bank was found to have hidden a huge loss. The
delayed reparing ofthis b US reguisiors cost the bank an operating lcense inthe Unieed
Seies, and the aedbity in bark supevision by the Ministy of Fnance wes further
damaged.

The yen apprediated 10 80 yen per US dolar in Apd 1995, and afieced export
industries. Apessimisicviewontheeconomyprevaled. Thestockpriceindexdedinedbelow
the 15,000 mark Banks fukumi  dedned and afleded their balance sheets. Bark lending
dedined, and further afieded the real economy. The ofical discount reiewes cutiom 175
per centatthe begnning dfthe year o 05 per centin June. Afiscal simulus padage wes

akso inroduced
Wih these ample signs of finandial distress in 1995, policy responses were less then
adequeie. A, the regubsiors beleved thet by soving the s problem with burdens on

banks, a major part of the nonperforming loans problem had been solved. The monetary
authories prodaimed that none ofthe 21 largest banks wouid be alowed o fal. Honever,

the authaiies would nat be able o mainiain the toohiiol polcy. Moeower, modl

hazard among bank executives became prevalent after the toobigtofal poicy wes an+
nounced. Second, by denyingthe seriousness afthe problem, heauthoriescouldnotprepare
asthemetretwoudinedtiscalindstosolvethe problem, aronectencughunds iothe:
depostinsurance corporaiion. This medke i impossbe o adt dedsively, such as by dosing
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doaninsohertomearinsohertherksandselingofassetswihiosses Thid hemoneary
auhories faled  erforoe acouraie acooLning s, Moreover, the auihories chenged
acoouniing rues o hide nonperforming lars,

These mistakes proonged the nonperforning loans problem, and fnally enupted inio
afbboan aissin Noverrber 1997,

Magnitude of the problem

Atthe end of September 1995, the volume of non-performing loans amounted to 10 per cent
of Japan's GDPand 6 per centofal the loansheld by Japanis deposiony instiLiions. ves

estimated that the total amount of non-performing loans made by Japanese banks amounted
o¥27tilion. Theseesimatesmighthavebeentoolow; however. Pubishedestimatesafnon:
performing loans from private sources typically ranged between Y50 tlion o ¥60 rlion,

or about tice the ofical esimate. These higher esimetes of nonyperforming loans ofen

included loans overdue between 60 and 180 days (beyond 180 days they are counted in the
Ministy of Fnance's definion of nonjperforming loers), restrudured above the ofical

dsoourt rae (he dicel defintion of nonyerfoming bbens courts anly those thet are
restruciured with the interest rate below the ODR, and somehow estimated an amourt of
cumuiative loans toward interest payments ( ogsh )

In November 1997, the government announced new critetia for nonperforming loans,
it inlided nomel, performing loens; the second categary induded perfoming loars
wih some concems for the fuiLie; the third and fourth categaries comesponded © nornk
performingloans. The sumafthe second, thid, andfourth categoriesamouniedio 79tlion
yen. Fom 1994 o 1997, banks used various resources o wite off nonperforming loans.
Japanese barks realised laient capial gains ( fukumi )owie ofnonperfoming bers in
addtionousngaurrertproiis Banksalsoreaksed some dfthe gansfomihe faling siock
prioes ofthe 1990s © hepp wiie off nonyperforming loen losses.

Japan's banks, once regarded as among the mastfinancialy secure inthe world, have
been coniinually downgraded by credit rating agendes. In August 1995 Moody's Investor
Senvice released anewrating system for the major Japanese banks that cid notincorporate:
the govemment support they enjoyed. The new rating systemwas designed to rate banks on
a'Sandaone bass wihoutgovemmentsuppart,andisa messure oftte ilkehood heta
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bank wi require asssiance from thid parties such s is owners, is industy graup, o
diicalinstiuions. Acoording tothe newMoody'srating sysiem, no Japanese barkreceived
artingofAEcepioraininscinendalstengh) or B (nirinscinenciel stengh),. and

the top 50 Japanese banks received an average rating of D (adequate fnandal strengh
imiedbyavarietyofiadons) inJanuiary’ 1996, Moody'soutisoettraingsaftree Japenese

banks and that of the Yamaiachi Securiies Company.

The problem of jusen companies

The jsn  companeswereaeaedinthemid1970sassubsdaniesofbanks, seauiiesfms,

credit Muchike consumerfinance companiesinthe United States, they bonowed fromother

instiutions as they were nat permited 1 acoept deposis. As the comporaie sector reduced

its dependence onbank areditafier 1975, however, banks began b tumto consumerfinance,

andinthe1980s, theybecameaggressivelendersioindviduals. Inresponseotheaggressive

berk comypetiion forindvioual loens, jisen  companiestumed ored esaie endng inthe
second half of the 1980s o SUbstiL ke for the Iost consumer lending business.

In Apr 1990 the Ministry of Finance introduced guideines 1o benks o Imik ioal
lendngiothereslesiaiesedorhoneverledingly s companieswere exempted. During
1990and199]1,  jsm  lendnginaeasedapdy asaresukoffunds provided by agiculurl
cooperatives and their prefeciLie federations. Concems over the quially of assets held by
s companieswereraisedasearlyas 1992, andal0yearrehabiitationplanwasarranged
fortesaen jisen  companiesinthe Sping of 1993,

The poblem ofthe jisen  companiesbecame the foous of anintense poliical debeate n
1995 and even overshadowed the problem of banks’ non+performing loans. In August 1995,
theMinstyofFnancecondudedaspecialexaminaionafhe jisn  pobem.Ofthetoal¥l3
tnd jBen  assas, nonperfoming loens were esimeted at YO6 tillon, ofwhich ¥64
tlon wes considered unrecoverable and ¥1.2 tillon wes consdered a possbie boss. Ths
smoethenanefourh ofd lossesinaumed by nencel insiiLions o daie.

TheMinstyofFnanceandthesupplersafiundso e companiesagreedindissolve
the seven housingHoan companies, and in July 1996 the Jusen  Resolution Corporation, now
knoan as the Housing Loan Administration Corporation, assumed the ¥64 tilion of
unrecoverable loans extended o faled s companies.
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The mejiy of the funding of jisn  companies came from the 21 major banks and
forthe 21 banks and¥5 5 tilon for the: cooperatives). Otherfunding sourceswere regional
berks (11 tion), e insrance compenies (08 tion), and ohers (06 i)
poeniel bss o ¥76 tlon s dvided in proparion b e cusandng bers e jsen
oomparies, the agricuiLial cooperatives would have 1o wiie off more then 3 tilon in
bese.

Poliicians and Ministry of Finance oficals suggested thet banks should shoulder a
moretenporatasharecithe jsn  losses. Theprecedentforthisapproachhadalieadybeen
setwhen banks were reguired b provide amore than pro rata share in schemes for desing
with faling institutions in July and Augusst 1995 (the Cosmo Crredit Cooperatives, the Kizu
CreditCooperativesandthe Hyogo Bank). Banks notrelated inthese insitLiionswereasked
o contribute o the loss-sharing scheme by contriouiing capital or by making belowmarket
raeloansobanksthatassumedtheassetsoftheinsolverntinstittions. Theargumentmade
fojusify these requests wes based on the pubicgood chaeradierisic ofthe finencial sysiem
and on the need 1o mainiain siabiiy, and © request responshily beyond the legal
framework The polcy ofrequiing unrelated banks o controute dredty o balout schemes
wes referred o as the ‘akJapan rescue scheme.

In December 1995, the govemment proposed a resolution plan for the seven insolvert
jsen  companies. The plan has o shartoomings. Frst, the sharing of the burden was not
equiabe. Rather, trefieded the palical stength ofthe agricuiural secor. The Barking
Bureau Director General of the Ministry of Finance had secretly signed a memorandum of
undersandingwihhiscounterpartatthe Ministyof AgricLiiureduringthedebaieovercost
shaing o the francal aiss. The heavier burden on barks aso refiecied the pubic

peroepionthat founderbanks (penksthathad setup fsn  companiesassubsdianes)were
providing personnel t manage operations and were refening potential borowers Wwho

umed outiobe highiiskaustomes) o Jjsn  companies. Seoond, the poliical gppostionto

using tax funds wes strong.

Theperoepiiondfincreasedriskindapanshanksatiargeresuitedina Japanpremium’
in the Eurodollar market—a premium over the London interbank interest rate required of
Japan's banks. The premium increased further when Daiwa Bank was discovered to have
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oovered up dervaive Iosses, amounting 0 at leest USHL blion, resuling flom a rogue!
trader in New York.
The jen pobemaboreiedsthe poblems of smalerinsiuionsin Japen, suchas
agiouiural aect cooperaives. Thee ae:
salion on loens i famers rebted  agricuiural operaiions,
»  Some aed h Juy ad August 1995t cooperaiives have stong ties © the local
communiy and 1o local policans;
*  Creck cooperatives hod sgnificant amounis of redl estate reksied loans, and
*  They are ot reguiated and supenvised by the Ministry of Finance or by the Bank of
Japan, and local reguiation and supervision is uneven in extent and sophistication.
Spniicart sk resides in these sl insiiLiions becauise of the subsianial uncer-
tainy as to where they stand in Japan's deposicguaraniee sysem.
Thus, bytheendof19%5the jisen  problem, the problem of norHperforming bank loans
andtheriskexposuredfiarge numbersofsmal financalinstiutionswere seenasmajorand
of the savings-ancHoan industry and the related banking problems in the Uniied Siates.

Regulatory response to the problem of non-performing loans

On 18 August, 1992, the govemment announced a temporary rule change that allowed
coporaiions to defer reparing siod<partiolo losses unl he end ofthe fiscal yeer (March
1993), pemited ather acoouniing innovaiions that delayed or concealed the impact of siock
piceandiandpricedednes onrepariedassets, alowed benks (inspedal caseswherealoan
defauiwouidhaveadversesocalefieds)notiprepartinerestooncessionsasiaxabiencome,
diredted the Postal Liie Insurance System ip suppartthe stockmarketviafunds provided io
trust banks, postponed sales of govemmentheld shares of Nippon Telegraph and Telephone
and Japan National Raiways, used administrative guidance t encourage instiiuiional
purcheses of equiies and discourage insiiuional sakes of equiies, and provided lessthan-
candd estimetes of the magnitude of the problem of nonperforming loans.

The Cooperative CreditPurchasing Company (CCPC)westhefistvisbieefiorttodeal
with the problem of norperforming loans. The CCPC now appears to have been set up
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pimariy o provide acoelerated tax benefis o the large bankswihoutrequiing the barnks
o dredly wiie off loses and adnowkedoe the losses in ther public reparts. Banks were
requiredivlendiothe CCPCtheamountequivalentiothevaliedfassets softheassetswere
finaly soid to the marketiom the CCPC wih lossis, banks would st be held responsbe
frtebsses

Banks' response

Japaris banks have been increasingly setting aside funds in spedial acoounis o everiualy
wiie offloses. Special provisioning by 21 benks inareased from ¥1.9 tilon in March 1993
0¥30tiilonnMarch 1994, andto¥4.3trlioninMarch 1995. SumiomoBankinokamore
diasic siep, dhaging losses of ¥326 blion i wie off bed bens and shoned losses inis
adualy inareased when the dedine in eamings wes taken into acoount
The banks could pursue more aggressive remedies. More aggressive organisational
restuctuing, such as seling assets and subsidaries (ranches or foregn operations) or
cuting personnel oosis, could reduice operationdl cosis.

1991 heregutnyauhoiies forhefstimentheposserpeiod olicelyessied

mergers of insolvert deposiony insiiutions wih stronger instiuions, using the resources

of the Depasit Insurance Corporation (DIC), the larger of Japarn's two depositinsurance
agendes. Since 1991, however, the DIC has publidy assisted a small number of problem
institions, and the two more recently assisied instittions have extausied the DICs
resenves. The detals ofthe asssted mergarsrevedl adisturbing patiem abouitthe abolly of

Japan's reguiainny avihoriies  efiecively adminiser depost guaraniees and imimoral

hezard:

* Toyo Shinkin Bark in Osaka faled as a resut of issuing fraudulent certiicates of
deposis. In October 1992, the DIC provided a cash payment of ¥20 bilion o Sarwa
Bark, a large aty bank, o hep it aocouire Toyo Shinkin Bank: Shareholders of the
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exchanged for one share of Sarwa eqiy.

» The falures of wo credit cooperatives, Toyo Kyowa and Arzen, were handeed by
estabishinganewbank, Tokyo Kyodo Bankin March 1995. The newbankreceivedan
infusionafcapialfomthe Bankof Jepen Thisresoue penwesheaviy atidzed for
two reasons. The top management of the two faled institiions had engaged in
fraudulent behaviour by lending to themselves through their oan real estate compe:
nies. The use of govemmentfunds o rescue an instiuiion thet hed faled because of
fraud was questioned, even though management was purged and prosecuted.

*  The Cosmo Credit Corporation colapsed in August 1995 in the wake of adassic run
on depoasis, afierwhich the Minisiry of Finance moved 1 place restricions on fund
wihdrawals. Several weeks after the colapse of Cosmo, the Ministy of Finence
decided 0 dase down Hyogo Bank and Kizu Credit, both experiencing deposit
withdrawals. In Novermber 1996, the Ministry of Finance moved to liquidate Harnwa
Bank. The govemment made an explicit statement that the govemment would
guarantee all of Harwals deposis. This reafimed a 1995 announcement thet al
deposis at faled insiiutions would be guaranieed unii the year 2000,

The banking crisis of November 1997

InNovember 1997, the Hokkaido Takushoku Bank, oneofthe 19largestbanks, and Yamaichi
Secauriies, one of the Big Four securiies companies, faled. The immediate cauise wes thet
these instiuiions could nat get funding for ovemight bens in the cal market (niebenk

matke) becausethemarketregardedtheseinsiiLtionsastooriskytolendto. Athoughboth
instiuions were known o be wesk; the falure wes a suprise. The government had
announced in 1995 that the largest banks would sunive, and al deposits would be safe.
Despite its promise, deposits t the Hokkaido Takushoku Bank continued to be withdrawn
n1997.

the govemment hed lost iis grip on the finandial market. The stock prices of ather weak
firancilinstiutionsplummetedin Tokyoandthe Japanpremiunm’soaredin 100besispoints

in the nemaiiondl market. It wes feared thet aher odlgpses of fnencal insiiions in

Tokyo would disupt funciions of the world financial markets.
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Thegovermmentbelatedly promised b strengthenthe depositinsurance corporation by
forineding capielobenks. The govemmentbebiedly reslsed thet ony iscal authoriies
can hep the firancel sysem.

The government also allowed banks to adopt an accounting method which could hide
unresised capial losses fiom seauiies haldings. This wes designed o dear the caplal
adequacy requirement at the end of March 1998, as average stock prices sumped at around
16,000 yen. This wes anather cosmetic measure.

How b use 30 tilion yen effectively

Apenbappopieie Vtlonyenwesaresponse bthe pancthetidoned e flure of

the Holkaido Takushoku Bank and Yamaichi Securiies. Of 30 tilion, 13trlionwas tobe
usedioiedtcapistiosolert buthinly caplaised berks whie L 7tlonvesipbeused
oproeddeposioshinsohent BinginsiiLions nMarch 1998heiitwevedicapial

inedion, amouning plessthan 2 lon yen, wes caied out 21 benks (18large berks
pus3regonalbanks). Honever,duedigence whichwas supposediobeajpre-condiionwes

less than adequate. The inadequacy became apparent when the Long Term Credit Bank,
which received capial inedtion, became attaded in the market in June, and wes foroed
seek a rescue merger.

Capital-adequacy requirements

Ore issue that complicated resolution of Japan's banking problems concermed stodk price
fluduations and the application of capital-adequacy requirements. Japan's banks commonly

hod stods of therr lerge coporate: customers wih which they have longterm aoss-
shareholding relationships inthe same enterprise groups. Since these stodks have ypicaly

shees Thebtertcapialopins( fukumi  Yhavebeenahugebufiernthecapialposiionamong
the Japanese banks that had been relatively undercapiaised.

In 1983, at the time of the adopiion of the Basie capiakadequiacy requiremens, the
Japanesemonetary aLiharity negoiisted sucoessiuly foritentcapial gainstobe couniedas
apattofnear-capial(Terllcapia)) ThswesexpededibmeketeasierorJepaneseberis
0 meet the Baske requirements and looked reasonable in 1988 and early 1989, before the



Pacific Economic Papers

bubble burst As stodk prices pummeted, banks suddenly faced ashortage of capital because
Bentcrieigas Hl sy icardy

Whenever the stock prices dedined sharply, banks became squeezed. This stode
marketinduced areditcrunchhappenedin1992,1995and 1997. Athoughthe decineinsiodk
picesh1992neskrgelyolfsetytssuingsLborineteddels( 1esL0ss)
autafier 1996
Deposit guarantees
Beforethesiartofiberaisationinthemid 1970s, Japan'sdepostguaranteesweresuppored
by anexensive set of constraints on poartolo dedisons. From he 1950s i the early 19705,
Japanisinancalsysemwasoneafthemostreguiaiedandadministraively conroledinthe
worid These conrosimied the abliy offinencalinstiuiionsipassumeandmanegerisk;
atthe same time, they left the depost-guarantee system uniested.

Japan has refied upon administrative guidance by the Bank of Japanand the Ministy
of Fnance 1 monior insiiuions, impase: reguisinty dscpine, nienere in fnencal
markets andforce mergers. Thisisan adivistapproach inimplementing depositguaraniee,
and the degree o which Japanese reguiainry authorties are wiing 1o reguiste finencial
Japeneseinencalreguiationheshisioricalybeenpredcaiedonainofalurepdicyandhes
nat refed on a depostinsurance flamework thet expidlly recogrises the posshlly of
fAre Asapatadthe nofalue poy, depost g araniess are nepreied broedly. s
ilustrative thet Sumitomo Bank'sannouncementin January 1995 thatitexpectedtobecome
the fist major Japanese bank to repart an annual loss in the postwar period wes regarded
asamgor attiudinal change on the part of private banks and the Ministy of Finance.

Unii recently, Japen's deposi-guaraniee sysiem has not been tesied for a variely of
reasons. s macroeconomic environment has been conducive to a smooth and gradual
evolution toward apen and competiive markets. Price stabity generated only a smal gap
between reguiated and unreguiated interest rates and thus provided few incentives
innovate. The absence of open money markets imited the means toinnovate; and regulation

The major part of Japarns depasi-guarantees is that offered by the Depost Insurance:
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cooperaives, which prokedts Up o 10 milon yen per person per bank. Honever, an explct
commitment by the govemment to protect all deposits untl 2001 was added  caim the
marketin1995. tindudedanctherdepostinsuranceforspeaalsed deposiory insiiutions,

moslly credit cooperatives and an expliat deposi-guarantee commiment  the Postal
Savings System.

The Deposit Insurance Corporation and the much smaller Savings Insurance Corpora-
tion have counterpartsinmany countries. However, the Postal Savings System—the largest
financal instiuiionintheworld—s aless undersipod finencialinemediary. The sysem,
esabishedin1874 hescomeiopayamejonaendapanispubdicsedoradiviies especaly
in the postwer period. It is regulated by the Ministy of Posts and Telecommunications,
placng the minsty among the three mejor finendial agendes in Japen (after the Ministy
aofFnanceandtheBankafJapan).n1992 thePasial Savings Systemevenbegantopubicise
the fact thet postal deposis were more secure then bark deposis.

The Postal Savings System has been a focal point of discussion during the past two
decades. Two issues seem particuardy importart in the coniext of the deterioration of the
frendd sysem in he 1990s A, a synicart pat of he ov dfiunds s key b ke
alocated on the besis of strong polical connedions rather then on the besis of econoic
aieria. Posial savings funds are esdly aoessbie © the Minsty of Fnence 0 bl ot
roubed fnendal instiLtions, espedaly the: housingloan companies. The Ministy of
Fnance in 1992 even drected the Ministty of Posts and Telecommunications to use funds
fiom post fie Insurance 1o suppart equily prices in the Tokyo stock exchange.

Seoond, the existence of the Posial Savings Systemin essence lows adual sysem of
compleiedeposiguaranieesandensuresthat Japanwinateeslybeabletosolvetheconfic
betweenlberalisation onthe one handand depositguarantees thatencourage riskiakingon
theather. The Posial Savings Systemthusstandsatoneendofthe depost-guarantee system.
Attheaherendareligedyandregonalbanksthatioralpradicalpuposesareregarded
astotybll

AtsomepontJapanwiineedindealexpictywihthe Postal Savings Systembecauise

i i oo i
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Lessons from the non-performing loans and jusen  problems

Inthe context of growing public anareness ofthe non-performing loans and fsn  problems,
as wel as intense intemational pressure, in December 1995 the Japanese govemment

nisied a series of refoms. Sk legistiive bils were inroduced and pessed by the Diet

Unfortunately, reform ofthe supenvisary frameworkwas omitted from thisround of reforms.

Some obsenvers question the efiediveness of any reform as long as the Ministy of Finance

— whose indedsion & pimary responstie for delayed response b the jsn  problem —
remains the primary finandial regulatory authority. Documents show thet the Ministry o

Fnance made the first onrsie examinations of jisen  companies in 1991-92 and found that

67 per cent of loans made 1o the largest 50 borowers were alieady nonHperforming. Jusen

companieswere, however, alovedto operate, because itwas assumed thatland priceswouid
riseinthe nearfuiure. Aslnd prices coninuedindedine, nonperforming loarsheldby the
fsen  companiesinaeased by 75 per centinthe nextfour years.

Moral hazard

Moral hazard—incentives to assume more risk becavise deposit guarantees remove depasitor
dstpine as a condtrait on risk ieking by deposiony instiLiions — i a sefious prodem
despteageneralunwiingnesshyJapanesereguiainryaihoriiestorecognizethatfact Two

aeck cooperalives sufiered flom a dessc case of mod hezad i ther st o years.
Depasis at bath insiiutions inaeased fiom ¥139 bilon in March 1992 o ¥244 blonin
Novermber 1994 (anannual rate of 32 per cent), whie lending increased from ¥1.37 biion o
¥225 hilon (an annual rate of 22 per cet). The majorty of the: new loans made during the

period were ulimately dassiied as norperforming. The tolal nonHperforming loans of the

0 aeck aooperaives inaeased flom ¥250 bilon (out of toial bbens of¥1,371 bion) in

Mearch 199210¥1,769 bilon (oLt of atoial loan 0f¥1,.990 bilon) n March 1994, Moreower,
unrecoverablelossesincreasedfiomy6shiioninMarch 199210¥1,118hblioninMarch 1994,

Nat only did the two credit unions aggressively expand deposits 1 make new, higherisk
loans during therr dedine inip solvency, tola nonHoerforming loans increased severfold and
unrecoverablelossesincreased sixteentiold between March 1992 and March 1994. Inaddition,
rapd increasses in deposits were made possbie by ofieing above-mearket deposi rates.
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Anathermoral hazardwas apparent afier 1995, Efforts by large banks owiee off non-

performing loans were not enough. Dividends were sl paid out, and management stayed.
No major consoldation and restruciLring took place untl the arisis of November 1997.
The big bang
The affermath of asset inflation hess revesled serious problems in Japarn's finencal sysiem
and strudure of reguiation. In many ways, Japan's reguiaiory authoriies appear o be
commiting the same polcy errars that US policymakers dd several years earfier. Japan's
depost guarantee sysem remains bimodel, makes litie efiot i impase disdpine on
deposiors or sharehoders, and refles on a passive reguiainly atiude. The Japanese
govemmentannounced thatanew regulatory regime would emerge by March 2001, whenthe
banketguaraniee fordeposiswlend Anewfinancial supenvisory authority, spunoffiom
the Minstry of Finenoe, wil be aresied.

Thebigbangpolcy,acomprehensivedereguiationaffinancalmarkets, wesannounced
in Novermber 1996. The first step was taken in Aprl 1998 by dereguiating the Foreign
Exchange Lawand regulation. As airesit, anyone cantrade and ransactforeign exchanges,
withoutbeingbrokered by authorised banks. Withdereguiation, Japanese residentscanapen
instituiions (Japanese and foreign) in Japan also became aggressive in pursuing the ¥1200
triion of household savings. Money management funds (MMF) and foreign bonds, which
offier higheryieldsthenyen deposis, became popuiar. Theexodus dfsaving s belevedobe:
paty resporstie forthe: yen depredistion affer Apd 1998

The currert deterioration of the financial sysiem may force the Bark of Japen o gve:
inaeasing consideration o prudential objedivesinformulaiing policy—andithose dbjedives
hesadficutieskinimpemeningastingentsiandard, and fodng berks oiake adions.
Concems with prudential polcy are always present. Honever, the wilingness o diredly
subsidise the banking secior on the basis of vague arguments of systemic fisk hass imposed
sefiouscostsontheeconomyatlarge. Withthe falures ofthe Hokkaido TakushokuBankand
Yamaichi Securiies, nobanks or securiies frms feel safe under market pressure. Combined
with a new regime of finandial supenvision, the Japanese fnandal sysem is undergoing
sgnicart chenges.
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Wihouta srengthened supenvisary regime, the big bang wi resuitin a big falure.

Paralels with other countries

It has been shown that a curency aisis and a banking aisis coour smukaneously in a

eiher by capial fight or being attaded by speauiaiors. A aurency devaluetion ofien puls

tries are no exoeption. Thaland had problems with the finance company industry (aform of
norHoank). Finance companies were idenical o isen  nJgoen inerms ofher funding,
invesimentandhowthey gatintotrouble. The Bangkokbubble (siodkricesandrealestaies)

burst in 1995-96. By the end of 1996, severd finance companies were beset wih nor-
perfomingloans problems, andshortinliquicity. TheBankof Thaiand supportedthemwith
emergency loans through the deposit insurance fund. However, eventually 16 finance
companies were suspended inlte June (st before the devaluation of 2 July 1997), and 42
moresuspendedinearly August 1997 (ustbeforetheIMF supportpackage). Thosewhichlent
tetato jsen .

InKorea, bankswereextendingloansto deetd  goplimsAs decs  expandedinto
industiies whichwere nat previoussly covered by their operations, banks were forced o lend
money © them. When the ‘dversiicaion strategy’ faled, benks were left wih non-
performing loans. Anather route of problems was through merchartbanks (non-banks). They
escaped banking reguistion, pproprietely stingert, and lent o real estate sedors.

Insummary, the banking prolemin Asais eiher atiigger ora.complicating factor of
winerabily 10 a aisis, and thet the equily and bond markets were underdeveloped.
However, for developing counties, human capiel inthe fnencal secors s imied, and it
sadiicutchaoewhetherbanking or secuniiesindusties should develop st The Asin
experience poses this question.

Inthecased Japan, tismorenexcusable. Astheeconomywasiniegratedinioagiobal
system, abetier poicy shoudhavebeendevised earfer. Onthe onehand, reguiationwes oo
much. Segmentation N banks, longdem aredit banks, trust banks, smaler financal
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should have been ended eatier. Basicaly, the Big Bang should have teken place enyears
duing the bukble years. On the aher hand, there wes 1oo e reguiation. Frencal
deregulation should have been accompanied by strengthened supenvision and a legal
framework Forexample, Japanshould have had aframework o fai banks. Thetis, the total
pn 5 €N yeas Be wh te beet o gt o & ks fe yeas Be wihot te berek
of hindst
Mayhe, Look East wil have a new meaning —do nat repeat the mistake of Japan.
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