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QUESTION 

 What caused the economic crisis in Japan? 

 Why does it persist? 



HISTORY 

 Pre WWII Japan was capitalistic 

 During WWII Japan had a war economy (Based On German economic model) 
 Temporary Funds Adjustment Law 1937 

 Banks under control of central bank and MoF 

 1942 BoJ under control of government and MoF 

 Controlling the Zaibatsu class. 

 After WWII Gen. MacArthur  goes to Japan Aug 30, 1945  

 In the late 1940’sUSA wanted to maintain the war economy for reconstruction 
effort 
 USA supports LDP to prevent communism 

 Land redistribution 

 Zaibatsu class further reduced. 

  1946 BoJ governor Ichimada – through USA approval 
 Window guidance 

 Ichimada presses for BoJ automony from MoF. 
 Ichimada in 1954 became minister of finance. 

 Lobbied BoJ automony 

 1998 enforcement of the new BOJ law. (automony) 
 Throughout 1960-1980s MoF and BoJ battled for control of currency and economy. 



BANK LENDING TO THE REAL ESTATE 

SECTOR AND LAND PRICES 

 Strong correlation that lending for real estate 

increases land prices. 



CREDIT CREATION USED FOR GDP 

TRANSACTIONS AND NOMINAL GDP IN JAPAN 

 Strong correlation with credit creation for GDP 

transactions nominal GDP growth. 



BANK OF JAPAN CREDIT CREATION 

 The liquidity index was stable from 1986 through 

1997, but was volatile from 1998 through 2002 

  BoJ had a stop-go-stop policy late in the dataset. 



YEN/USD RATE AND U.S.-JAPAN 

INTEREST DIFFERENTIAL 

 Theory holds that higher 
yielding countries receive 
capital inflows, whereas 
lower yielding countries 
experience capital 
outflows. 

 Not true from 1987 – 1989 
and 1991-1996 

 BoJ was intervening in the 
currency market while 
doing normal market 
operations with interest 
rates. 

 



RELATIVE CREDIT CREATION BY FED AND 

BOJ AND THE YEN/USD RATE 

 Strong correlation with relative credit creation 

and exchange rate.   

 Who was the driver, BoJ or Fed? 



CREDIT CREATION BY BOJ AND FED 

 Fed credit creation was range bound throughout 

dataset, but had an easing policy from1991 to 

1993. 

 BoJ from 1992 to 1995 anemic credit creation.  



BOJ WINDOW GUIDANCE AND ACTUAL 

BANK LENDING (3-MONTH LAG) 

 Very high correlation between window guidance 

and bank lending. 



JAPANESE REAL GDP GROWTH 

 A steady decline in real 

GDP growth from 1958 to 

1994. 

 Partly due to the “catching-

up” phenomena. 

 Partly due to orchestrated 

factors through window 

guidance. 

 Window guidance provided 

“miracle” for Japan in 1958 

through 1973. 



IMPORT SHARE OF MANUFACTURED GOODS 

 As Yen strengthened increased percentage of 

imported manufactured goods. 



THE MEDIA PRIMES THE PUMP FOR 

ECONOMIC REFORM 

 From 1992 increase usage in the media with 

terms like “deregulation.” 



JAPANESE BANKS’ “OTHER ASSETS” 

 Used to book derivative trades.  

 Signal that banks were accumulating assets to 

address bad loans from the bubble era. 

 “Other assets” were stable until 1997. 

 Reflecting on the issue that banks started to 

short the bond market to offset losses else where. 

 Non-productive GDP activity.  



ANSWERS 

 What caused the economic crisis in Japan? 

 Even though the war economy was beneficial in 

rebuilding Japan there was an internal struggle 

between the BoJ and MoF. 

 The BoJ required autonomy from the MoF and 

orchestrated an asset bubble to create a crisis  

 This crisis eventually pushed for reforms and the 

rewriting of the Japanese bank law, giving autonomy 

to the BoJ regarding all monetary control. 

 The BoJ used non-productive GDP credit creation to 

produce the crisis and blamed the war economy and 

the MoF for not being flexible enough to modern 

market realities. 

 



ANSWERS 

 Why does it persist? 
 Possibly that zero bound rates and secular stagnation 

prevents the BoJ from inflating the economy. 

 Possibly that there is still infighting with the BoJ and the 
politicians / MoF. 

 The curse of a safe haven currency, like CHF? 

  Is this a setup for a regional currency in Asia? 

 

 Conclusion 
 Zero bound economics rewrites standard economic theory. 

 We need to consider more financial instability, debt overhang, and 
deflation. 

 Will there be more regions in negative interest rates? 
 Could affect the money markets  

 We really have not been here before globally. 

 Will artificial intelligence radically change the dynamics of 
capital and labor leading to more deflation? 
 Most likely, but no empirical evidence to support this claim. 


