








  JAPAN'S FINANCIAL CRISIS: How Policy Mistakes Embedded in Institutional Design Poisoned a Postwar Economy

  The Yongle Dadian Collection




JAPAN'S FINANCIAL CRISIS: How Policy Mistakes Embedded in Institutional Design Poisoned a Postwar Economy

Yongle Dadian Collection Adrián A. Davín March 2026 — v1.0

The Yongle Dadian Collection explores topics of personal interest to the curator. These essays have been generated via an automated pipeline with heavy reliance on different LLMs, then curated for quality. The content is AI-generated and the curator cannot guarantee the accuracy of all the information provided. Treat these essays as an informed starting point.






JAPAN’S FINANCIAL CRISIS

Between the Plaza Accord of 1985 and the bankruptcy of Yamaichi Securities in 1997, Japan’s economy revealed how a robust postwar system can be poisoned by policy mistakes embedded in institutional design.


The Plaza Accord and the Export Shock (1985–1986)

In September 1985, the G5 nations—the United States, Japan, West Germany, France, and the United Kingdom—coordinated a currency realignment at the Plaza Hotel in New York. The goal was surgical: depreciate the overvalued dollar and drain America’s widening trade deficit by pushing the yen and Deutsche mark higher through coordinated central bank intervention in foreign exchange markets.

The yen appreciated at unprecedented speed. In September 1985, it traded at 240 yen per dollar. By August 1986, that rate had compressed to 153 yen per dollar—a 36% revaluation in eleven months. This was the fastest major currency revaluation in modern monetary history.

For Japan’s export-dependent firms, the shock was catastrophic in its specificity. A firm selling semiconductors or automobiles abroad faced an immediate and irreversible deterioration in competitiveness. A manufacturer whose ¥100,000 widget had yielded $417 in September 1985 saw that same sale produce only $654 in August 1986. The real revenue had risen (in yen terms), but the absolute dollar proceeds had fallen by a third because the currency had moved. Exporters had not become more efficient or more competitive; they had simply become more expensive. A Japanese automobile that cost $15,000 on the American market in 1985 would cost $21,000 in 1986 at the same yen-denominated production cost. The phenomenon had a name: endaka (strong yen), and its economic aftermath was endaka fukyo—the strong-yen recession.

The shock was transmitted into the real economy instantaneously. Export sectors shed labor. Import-competing firms, which faced a sudden flood of cheaper foreign goods, contracted employment. Growth, which had averaged 3.6% in the early 1980s, slowed to 2.6% in 1986.

Japan’s political and monetary authorities diagnosed the problem as structural and chose a structural response. The 1986 Maekawa Report, a government policy document, recommended a fundamental reorientation of the economy: away from the export-led growth model that had driven the postwar boom and toward domestic consumption and investment-led growth.

To enable this transition and to cushion the immediate deflationary shock of the currency revaluation, the Bank of Japan adopted aggressive monetary easing. Between January 1986 and February 1987, the official discount rate fell five times, moving from 5.0% to 2.5%. This was the lowest rate in the postwar period to that date. The measure was designed as temporary relief during the transition. Instead, the BOJ held rates at or below 2.5% for more than two years, maintaining an extended period of monetary accommodation.

The liquidity injection was vast. The monetary base expanded rapidly. Growth in M2+CD (the broad money supply measure tracked by Japanese authorities) reached 10.4% in 1987, the highest rate since the early 1970s. Banks saw lending rates compressed toward zero. For depositors, yields on savings accounts fell below inflation. For borrowers, the cost of capital approached zero.

The monetary expansion was designed to stimulate domestic investment and consumption, to replace the demand that had been lost to the export shock. Instead, it collided with structural deregulation in the financial system, creating a cascade of unintended consequences that neither the BOJ nor the Ministry of Finance had fully anticipated.



Financial Liberalization Without Regulatory Adaptation (1984–1990)

Japan’s postwar financial system rested on a foundation of strict compartmentalization designed to ensure stability and direct capital flows toward high-priority sectors. City banks, long-term credit banks, trust banks, and securities houses operated in separate legal domains with distinct product lines. Interest rates were set administratively rather than determined by competition. Capital flows were controlled by the Ministry of Finance. This system produced stable credit allocation, rapid capital accumulation, and rapid industrialization, but at the cost of operational efficiency and competitiveness relative to deregulated markets.

In the mid-1980s, political and business pressure mounted to deregulate Japanese finance and make Tokyo a rival to New York and London as an international financial center. The Yen-Dollar Agreement of 1984 was the formal trigger, but the underlying imperative was American pressure on Japan to open its financial markets and reduce trade barriers.

The deregulation proceeded in discrete phases, each removing a specific constraint:


	1984: Lifting of restrictions on the euro-yen market and forward exchange operations

	1985: Liberalization of term deposit rates, introducing price competition for deposits for the first time

	1987: Creation of the Commercial Paper market, allowing large corporations direct access to short-term funding

	1989: Deposits above 10 million yen allowed market-determined rates

	1990: Removal of ceilings on money market certificates

	1993: All time-deposit rate restrictions lifted

	1994: Completion of interest-rate deregulation across all banking products



The timing and sequencing were economically disastrous. Deregulation of markets proceeded faster than modernization of the supervisory framework and capital adequacy rules. The regulatory apparatus remained built for the compartmentalized system it had just dismantled. Supervisors were trained to monitor segregated institutions under rate ceilings; they were not equipped to track risk in a competitive, deregulated system.

The immediate consequence was a capital drain from the banking system to the newly liberalized securities and money markets. Large, creditworthy corporations—the “blue-chip” customers that had anchored each bank’s lending portfolio and provided stable, high-volume business—now had an alternative route to capital. Instead of borrowing from their main bank at administratively capped rates, they could issue convertible bonds, euro-yen loans (borrowing in yen outside Japan), and commercial paper at rates lower than the bank prime rate and without restrictive covenants. Between 1984 and 1990, the proportion of funding obtained by large Japanese corporations from the banking sector fell from approximately 75% to 50%. The banks had been systematically starved of their core business.

For city banks, this was an existential threat. They faced simultaneous margin compression (loan spreads narrowed) and customer loss (the most profitable customers departed). To maintain market share and profitability, they had no choice but to find new borrowers to replace the ones that had defected to capital markets. This left a single option: shift lending toward smaller, riskier firms and the booming real estate sector.

The shift in lending behavior was not accompanied by a corresponding shift in lending discipline or credit analysis. Banks that had built their expertise on stable, long-term relationships with blue-chip corporations now had to evaluate unfamiliar borrowers and unfamiliar sectors. The response was to move away from cash-flow-based lending analysis—assessing the ongoing profitability and debt service capacity of a borrower—and instead to lend based on collateral. Land became the security of choice. Real estate offered a visible, tangible, easily valued asset.

This had a catastrophic implication embedded in its architecture: as long as land prices rose, borrowers remained solvent regardless of the quality of the underlying project. A developer could borrow ¥10 billion to build a hotel, the hotel’s cash flows could be inadequate to service the debt, but as long as the land beneath it appreciated 20% annually, the borrower’s net worth rose and the loan remained theoretically sound. Banks could always lend more because the collateral base was expanding.

The Bank of Japan contributed directly to this dynamic through a mechanism called “window guidance”—informal but binding lending quotas imposed on each major bank by BOJ officials during quarterly supervisory visits. Window guidance was a tool originally designed to direct capital flows toward priority sectors (manufacturing, exports). During the bubble years of 1987–1990, the BOJ did not merely refrain from restricting credit; it actively pushed banks to lend. Banks that did not meet lending growth targets faced supervisory pressure. In effect, the central bank was actively forcing capital misallocation at scale, disguised as routine supervisory guidance.

The Ministry of Finance, which oversaw the banking system through its Banking Bureau, faced a coordination problem of its own making. The “convoy system”—the post-war informal arrangement by which stronger banks were expected to support weaker ones and no bank was allowed to fail—had worked well in a stable, compartmentalized, regulated system. In a liberalized system, it created moral hazard. Banks came to understand that they had implicit government backing for their real estate and financial bets; if losses emerged, the government would rescue them. The absence of professional, independent supervision (the kind that emerged in the United States after the Savings and Loan Crisis of the 1980s) meant that the rapid accumulation of risk in the financial system went unmonitored and unchecked.



The Bubble Economy (1986–1989)

By late 1986, the liquidity created by monetary easing was meeting the deregulated financial system’s search for yield. The result was the “Heisei Boom”—a synchronized surge in stock and land prices unlike anything in Japan’s historical record.


Stock Market Euphoria

The Nikkei 225 stock index rose from approximately 13,000 in early 1986 to 38,915.87 on December 29, 1989—a tripling in less than four years. At its peak, the average Price-to-Earnings ratio for Japanese stocks reached 70, compared to roughly 20 in the United States. The valuation was untethered from fundamentals.

The mechanism driving the rally was a feedback loop involving financial engineering. Corporations issued bonds at historically low interest rates. They then used the proceeds to invest in stocks and real estate, betting that asset prices would continue to rise. This speculative activity pushed prices higher, which justified further borrowing and speculation. The system worked as long as asset prices rose.

Corporations engaged in practices called zaitech—financial engineering—where capital raised through debt was deployed into financial and real estate markets rather than into productive capacity. The returns were extraordinarily high as long as the bubble inflated. Once it stopped inflating, the entire edifice would collapse.



Land Price Explosion

The stock market received international attention. The land market received less notice and proved more destructive.

Land prices in Japan’s major cities doubled and then tripled within a few years. In Tokyo’s residential districts, land prices rose 45% in 1986 alone. In commercial zones, the increase was 122%. A parcel of land in Tokyo’s Ginza district could command ¥100 million per square meter. By 1990, the cumulative market value of land surrounding the Imperial Palace was estimated at approximately $400 billion—roughly equivalent to the entire value of California’s real estate.

The feedback mechanism was simple and destabilizing. As land prices rose, collateral values increased. Banks could lend against this higher collateral base. The new lending inflated prices further. This credit-driven feedback—where rising prices enabled more lending, which enabled more buying, which inflated prices further—is the structural essence of an asset bubble.

The Bank of Japan’s window guidance ensured that banks participated fully in this cycle. Between 1987 and 1990, gross fixed capital formation in Japan grew at 10.6% annually, while private consumption grew at 5.6%. Capital was flowing toward construction, real estate, and speculation rather than toward productivity-enhancing investment.




The Policy Reversal and Asset Collapse (1989–1992)

In May 1989, the Bank of Japan’s leadership changed. Yasushi Mieno became Governor and immediately shifted policy. The BOJ was now concerned about “overheating”—rising commodity prices, tight labor markets, and the danger of generalized price inflation. The low-interest-rate regime that had fueled the bubble was, in the BOJ’s judgment, no longer appropriate.

The discount rate rose: from 2.5% in May 1989 to 6.0% by August 1990. The timing could not have been worse. Asset prices were already at peaks that bore no relationship to fundamentals. The rate increase removed the monetary fuel that had sustained the rally.

The stock market collapsed. The Nikkei 225 lost 45% of its value in seven months. By 1992, the index had fallen below 15,000, erasing nearly all the gains of the bubble.

Land prices followed a slower but no less destructive trajectory. Unlike stocks, real estate prices did not bounce or stabilize. They entered a secular decline that lasted more than a decade. Commercial land prices fell 87% from their 1991 peak to 2003. Residential land never recovered to bubble levels.

Households and corporations saw their accumulated wealth evaporate. Consumption contracted. Investment halted. Growth, which had averaged 4.4% annually in the 1980s, fell to 1% or less between 1992 and 1994.



The Concealed Banking Crisis (1992–1997)

The asset collapse in 1990–1992 created a banking crisis, but the crisis was hidden from view for five years through a deliberate policy of forbearance implemented by the Ministry of Finance and the Bank of Japan.

As land collateral depreciated year after year—falling not 10% or 20% but 50%, 60%, 70%—loans that were classified as “performing” became economically unviable. A borrower with a ¥100 billion loan secured by land worth ¥150 billion at the peak found the collateral worth ¥50 billion by 1995. The borrower could not service the debt from operating cash flows (which had often been weak to begin with). Yet the loan remained on bank balance sheets classified as current rather than non-performing because the borrower technically made interest payments.

The mechanism enabling this classification was “evergreening”—the practice of rolling over bad loans as if they were new, healthy credits. A borrower unable to pay would receive a new loan from the same bank for the amount of principal and interest due. The old loan would be retired, and a new one booked. Both borrower and lender benefited: the borrower avoided default, and the bank avoided reporting a loss. The deficit was simply pushed into the future.

The official total of non-performing loans was continuously revised upward as reality intruded:


	1995: Ministry of Finance acknowledged ¥40 trillion in bad debts

	Early 1998: The number suddenly jumped to ¥77 trillion—nearly doubling

	Independent analysts: Estimated the true total exceeded ¥110 trillion, roughly 20% of Japan’s GDP



The numerical revisions reflected not new loans going bad but the expanding recognition of existing problems.

The Ministry of Finance and the Bank of Japan chose forbearance—a policy of conscious non-intervention. Rather than forcing banks to recognize losses and recapitalize, they allowed financial institutions to carry bad assets on their books indefinitely. The implicit hope was that economic growth would eventually allow banks to earn their way out of the problem through retained earnings and accumulated profit. This was a catastrophic miscalculation rooted in two assumptions that both proved false: that growth would resume quickly, and that banks could operate profitably with zombie loans on their books.

The policy of forbearance created a credit crunch paradoxically, and this paradox contained the key to understanding Japan’s prolonged stagnation. Banks, acutely aware that their balance sheets were laden with toxic assets but denied the opportunity to write losses or recapitalize, became extraordinarily reluctant to extend new credit. They faced a binding constraint: they needed to preserve capital to meet international Basel Accord capital adequacy standards (the “BIS standards”).

The mechanism was straightforward. Basel I required that banks maintain capital equal to at least 8% of their risk-weighted assets. Japanese banks in the mid-1990s found themselves with capital ratios depressed by accumulated losses. To raise their capital ratios without raising capital (which the market would not have provided), they had only one option: reduce their risk-weighted assets. They did this by pulling credit from the real economy.

The consequence was perverse. The Bank of Japan was cutting the policy interest rate toward zero, expanding the monetary base, and engaging in aggressive open-market operations intended to stimulate lending and economic activity. But the real interest rate (the nominal rate minus inflation expectations) was rising because deflation expectations were becoming entrenched. And banks, regardless of the policy rate, were unwilling to lend because they could not afford to expand their balance sheets.

Small and medium-sized enterprises (SMEs), which lacked direct access to capital markets and depended on bank financing for working capital and investment, found credit conditions tightening in 1993–1996 even as official interest rates fell. The credit channel was broken. The banking system, which should have been transmitting the BOJ’s monetary easing into the real economy, was instead starving productive sectors of capital.

This is the central malfunction of the Japanese crisis: monetary policy lost traction because the balance sheets of the financial intermediaries that implement monetary policy were themselves impaired.


The 1997 Systemic Crisis

In 1997, the policy of forbearance became unsustainable. The Japanese government, believing the crisis had passed, implemented fiscal contraction. Most notably, the consumption tax rose from 3% to 5% in April 1997. This deflationary fiscal shock coincided with the Asian Financial Crisis, which devastated Japan’s export markets and raised the risk premium on Japanese financial institutions (the “Japan Premium”).

Financial institutions began to fail. In November 1997, Sanyo Securities, a major brokerage, defaulted on the interbank market. This was the first postwar Japanese financial failure of significant size. The market was shocked. If Sanyo could fail, so could any firm.

Two weeks later, Hokkaido Takushoku Bank, one of the major city banks, closed. Its operations were dissolved. Then Yamaichi Securities, the fourth-largest brokerage house, announced it would cease operations and file for bankruptcy. The “no failure myth”—the core of the convoy system—was shattered.

The failures triggered a system-wide liquidity crisis. Banks stopped lending to each other. Confidence evaporated. The government was forced to abandon forbearance and implement emergency measures.

In 1998, the Financial Reconstruction Act and the Financial Function Early Strengthening Act were passed, authorizing ¥60 trillion (roughly 12% of GDP) for bank recapitalization and depositor protection. Additionally, the Long-Term Credit Bank was nationalized in October 1998, followed by Nippon Credit Bank in December 1998. Two major pillars of the Japanese financial system were now under government ownership.

The delay in addressing the crisis—the five-year period of forbearance and concealment—is widely understood as the primary reason the Japanese recession transformed into a decade-long stagnation. If balance sheets had been cleaned in 1992 or 1993, the recovery would have begun earlier. Instead, capital was trapped in zombie firms, credit allocation remained distorted, and productive investment remained suppressed.




Two Competing Diagnoses

The Japanese crisis became the central case study in a fundamental debate about macroeconomic policy. Two schools of thought offered radically different explanations and remedies.


The Keynesian/Balance-Sheet View

Mainstream economists, led by Paul Krugman, interpreted the crisis as a classic demand shortfall. The collapse of asset prices destroyed household and corporate wealth at an unprecedented scale—roughly ¥1,500 trillion evaporated between 1989 and 1992. This wealth destruction shifted the balance between saving and investment decisively toward saving.

In Keynesian terms, households and corporations now sought to save more and spend less. The demand for investment fell. This shift moved the IS (Investment-Savings) curve to the left. The equilibrium level of interest rates that would clear the market—the “natural rate”—became negative. But nominal interest rates cannot fall below zero. The economy was caught in a “liquidity trap.” Even when the BOJ reduced its policy rate to zero in 1999, it could not achieve the negative real interest rate needed to stimulate borrowing and spending.

Richard Koo refined this diagnosis by identifying the crisis as a “Balance Sheet Recession.” The problem, Koo argued, was not insufficient money but a vanishing class of borrowers. When asset prices collapsed, corporations found themselves technically insolvent: liabilities exceeded assets. Yet they retained positive cash flow from operations. In this situation, the rational corporate response was not to maximize profit but to minimize debt. Firms focused entirely on debt reduction, paying down liabilities regardless of the interest rate environment.

This created a fallacy of composition. Each firm’s decision to reduce debt was rational and survival-enhancing. But when all firms made this decision simultaneously, aggregate demand collapsed. No amount of interest-rate cuts could reverse this because the demand for borrowed funds had evaporated.

Keynesians argued that government must step in as the “borrower of last resort,” running fiscal deficits large enough to absorb the private sector’s excess savings. Only when balance sheets healed—when debt ratios fell to sustainable levels—would private borrowing and spending resume.

This diagnosis predicted that:


	Interest-rate policy would be ineffective (true; the BOJ’s rate cuts produced little stimulus)

	Fiscal stimulus would be necessary and effective (disputed; the actual stimulus was smaller than announced)

	The problem would persist until balance sheets healed (true; the excess-debt problem took a full decade to resolve)

	Deflation would entrench the crisis (true; falling prices raised real debt burdens)



The Keynesian critique of Japanese policymaking centered on fiscal mistakes, particularly the consumption tax increase in 1997, which derailed nascent recovery. Had the government maintained consistent, large fiscal expansion from 1991 onward, Krugman and Posen argued, the “Lost Decade” could have been avoided.



The Austrian/Liquidationist View

Austrian School economists, rooted in the work of Friedrich Hayek and Ludwig von Mises, offered a mirror-image diagnosis. The crisis was not insufficient demand but the inevitable and economically necessary correction of massive malinvestment created by the Bank of Japan’s artificial credit expansion in the 1980s.

Austrian Business Cycle Theory posits a specific mechanism. When a central bank lowers interest rates below their “natural market level”—the rate that would clear the market if it reflected actual savings available for investment—it distorts the intertemporal structure of production. Low artificially-set rates signal to entrepreneurs that capital is more abundant and cheaper to use than it actually is. Entrepreneurs respond rationally to these false price signals by undertaking long-term, capital-intensive projects that would never appear viable at true market interest rates. The projects look profitable because they are evaluated against artificially low borrowing costs.

In Japan’s case, the BOJ’s 2.5% discount rate in the late 1980s made real estate development, commercial construction, and speculative land purchases appear profitable when, at true market-clearing interest rates, they would never have been undertaken. Capital and labor flowed into these sectors. The entire speculative structure rested on credit rather than genuine savings. A developer could borrow at 2.5% nominal (roughly negative real rates given inflation expectations), invest in land, and bet that the land would appreciate faster than the borrowing cost. This was a rational response to false price signals.

The bubble burst because reality reasserted itself with inevitable force. The divergence between the artificial credit-driven economy and actual resource constraints—the limited amount of genuine, non-monetary savings available—became unsustainable. Asset prices collapsed. The malinvestments were revealed. Firms that had seemed profitable at 2.5% interest rates became unviable at market rates.

The Austrian remedy is liquidation—sometimes called the “Austrian cure.” Unviable firms must fail and exit the market. Bad debts must be written off. Capital and labor must be reallocated from unprofitable uses to productive ones. The recession is the market process of correction, painful but necessary, and crucially, shorter if not prolonged by policy interference.

Austria’s critique of the Japanese government’s response was scathing. By providing massive government bailouts, supporting “zombie firms” through implicit credit guarantees and government procurement, and funneling public investment into construction projects to sustain politically connected companies, the government prevented the essential cleansing process. The construction industry provides a specific, quantifiable example: between 1991 and 2000, Japan’s government directed over ¥59 trillion into public works and construction, much of it going to firms that should have failed, allowing them to persist and continue misallocating resources.

This intervention created what economists call “regime uncertainty,” Austrians argued. Firms could not make rational long-term investment plans because they did not know which competitors would be allowed to fail and which would be rescued through government contracts or implicit subsidies. Market signals were drowned out by political discretion. The capital stock could not be reallocated efficiently. Productive sectors could not attract resources because zombie firms were being artificially sustained with government support. The economy remained locked in low productivity growth.

The Austrian diagnosis made specific predictions:


	The recession would be prolonged by government intervention rather than shortened by fiscal stimulus (observation: the “Lost Decade” lasted far longer—three decades—than comparably severe crises in genuinely market-driven economies)

	Growth would not resume until malinvestments were liquidated (partially validated; growth remained weak and volatile while zombie firms persisted in the 1990s and early 2000s)

	Fiscal stimulus would be counterproductive, crowding out private investment (disputed; the stimulus prevented more severe immediate contraction)

	The construction industry should have contracted sharply (true; instead, it was artificially sustained by government spending)



The Austrian remedy was straightforward: non-intervention. Allow prices to fall. Allow unprofitable firms to fail. Allow the market to find its own equilibrium through bankruptcy, restructuring, and reallocation. This would be severe and painful in the short term—unemployment would be high, bankruptcies numerous—but the reallocation would be rapid, and genuine productivity growth would resume once malinvestments had been liquidated.

The two diagnoses rest on fundamentally different assumptions about how economies work. Keynesians see demand as the binding constraint and believe that aggregate supply is flexible enough to respond to demand stimulus. Austrians see the capital structure as the binding constraint and believe that artificial demand creation without genuine savings leads only to renewed distortion. Both schools could point to aspects of the Japanese experience that supported their framework.




Zombie Firms and Structural Stagnation

The central point of contention between the schools became the phenomenon of “zombie firms”—companies that were technically insolvent but kept alive through continuous credit injections from equally insolvent banks.

These firms were pervasive by the late 1990s. A firm with liabilities exceeding assets by 30% could survive indefinitely if banks continued to roll over its debt and provide new credit. The firm needed only to service interest; it did not need to become profitable or reduce its debt burden. As long as the banking system itself was recapitalized by the government (which it was, through the ¥60 trillion injection), the process could continue.

From the Austrian perspective, this was catastrophic. These firms consumed capital and labor that should have been reallocated to productive sectors. Productivity growth stalled because the most productive firms could not attract resources. The entire economy became locked into a low-growth equilibrium.

From the Keynesian perspective, the priority was systemic stability. Forcing mass bankruptcies during a period of zero growth and deflation would have triggered complete financial collapse. The cost of allowing zombie firms to persist was lower than the cost of systemic breakdown. Balance sheets gradually healed as firms paid down debt from cash flow. By 2005–2006, the zombie firm problem had largely resolved.

This debate reflects a fundamental trade-off in crisis management: speed versus stability. The Austrian approach maximizes long-term structural health at the cost of severe short-term pain. The Keynesian approach maximizes short-term financial stability at the risk of prolonging stagnation.



Institutional Interventions and Theoretical Synthesis

In 1999, Ben Bernanke offered a synthesis of these positions. Bernanke argued that the BOJ possessed the tools to end deflation and stimulate recovery but lacked the will to use them. The bank was not trapped; it was paralyzed.

His specific recommendations were:


	Inflation targeting: The BOJ should commit to a 3–4% inflation target and maintain monetary expansion until the target was achieved.

	Currency depreciation: The BOJ should intervene in exchange markets to weaken the yen, boosting export competitiveness.

	Money-financed fiscal expansion: The government and central bank should coordinate a “helicopter drop”—printing money to fund government spending or tax cuts directly.



These recommendations synthesized Keynesian demand-side logic with monetarist confidence in central bank tools. They rejected the Austrian liquidation argument: an economy in deflation could not be allowed to contract further; aggregate demand stimulus was essential. But they also rejected the idea that conventional fiscal stimulus alone would work; the central bank had to expand the money supply aggressively.

Bernanke’s diagnosis proved influential. When the 2008 Global Financial Crisis hit, the Federal Reserve adopted a version of his Japanese playbook: zero interest rates, quantitative easing, and implicit coordination with government spending.



Long-Term Consequences and Abenomics

The delay in crisis resolution extended the period of stagnation. Japan’s nominal GDP growth from 1991 to 2010 averaged less than 1% annually. Real wages fell between 1997 and 2013. The country became the first major industrial economy to face persistent deflation and natural population decline.

Japan’s share of world GDP reflected the relative decline. In 1995, Japan represented 17.8% of global nominal GDP. By 2025, this had fallen to 3.6%. Over three decades, Japan was overtaken by China, India, and other emerging economies.

The long-term response came in 2012 with “Abenomics,” the policy framework of Prime Minister Shinzo Abe. This involved three major elements:


	Aggressive monetary easing: The BOJ adopted quantitative and qualitative easing (QQE), expanding the money supply massively and purchasing long-term government bonds.

	Flexible fiscal policy: The government abandoned the deflationary bias and accepted larger budget deficits.

	Structural reform: Labor market deregulation, corporate governance changes, and productivity-enhancing reforms were implemented.



Abenomics was essentially a full adoption of Bernanke’s and the Keynesians’ prescription that had been debated but not fully implemented in the 1990s. It represented a belated recognition that demand-side stimulus and monetary expansion were necessary components of recovery.



The Role of Central Bank Institutional Autonomy

Richard Werner, an economist who spent years analyzing the BOJ’s decision-making process, offered a provocative institutional interpretation. He argued that the BOJ was not merely a passive actor responding to economic conditions but an active agent using the crisis to secure its own institutional independence from the Ministry of Finance.

Before the 1990s, the BOJ was formally subordinate to the Ministry of Finance; the Finance Ministry could override BOJ decisions. During the 1990s crisis, Werner argues, the BOJ deliberately withheld liquidity despite mounting pressure from Keynesians like Krugman and monetarists like Milton Friedman calling for monetary expansion. This restraint allowed the crisis to deepen, demonstrating the BOJ’s need for autonomy from political pressure.

In 1998, the Bank of Japan Law was reformed, granting the BOJ formal independence—the ability to set policy without Ministry of Finance override. The timing suggests that the BOJ’s institutional interests and Japan’s macroeconomic needs diverged. Whether this interpretation is fully correct, the institutional point is valid: central banks are not merely economic instruments; they are institutions with their own organizational interests and survival imperatives.



Synthesis and Broader Implications

The Japanese financial crisis of the 1990s emerged from three nested failures, each compounding the others:

First, a monetary policy failure: The Bank of Japan’s monetary expansion from 1986 onward was economically rational in the context of the Plaza Accord shock. The export sector had been hit hard; domestic demand needed stimulus. Lower interest rates were the appropriate tool. But the easing was sustained for too long—more than two years at rates below 2.5%—and amplified by deregulation that was proceeding simultaneously. Monetary easing meant to be temporary became embedded in expectations. Speculators came to believe that rates would remain low indefinitely, that asset prices would rise indefinitely. The BOJ ultimately faced a choice: tighten policy and risk a crash, or continue easing and risk a larger bubble. It chose to tighten in 1989. The crash came anyway.

Second, a regulatory failure: The Ministry of Finance deregulated financial markets—lifting capital controls, liberalizing interest rates, creating new securities markets—without modernizing the supervisory and capital adequacy frameworks. This was a failure of institutional design. The Ministry inherited a “convoy system” designed for compartmentalized finance and applied it to liberalized finance, where it became a mechanism for moral hazard. Banks believed they had government backing. Window guidance forced banks to lend even when credit quality deteriorated. By the time supervisors recognized the accumulation of risk in the system, the risk was already vast and embedded.

Third, a crisis management failure: When the bubble burst in 1990, the Ministry of Finance faced a choice: force banks to recognize losses immediately (the Austrian remedy) or allow forbearance and concealment (the Keynesian stability approach). It chose forbearance. For five years, from 1992 to 1997, the Ministry and the BOJ denied the scope and severity of the bad loan problem, hoping growth would resume and banks would earn their way out of it. This proved to be a catastrophic miscalculation. Growth did not resume. Bad loans did not disappear. Instead, the problem metastasized. By 1997, the concealed losses were so large that multiple institutions could not be saved. The failures of 1997–1998 were far more destabilizing than admitting the problem in 1992 would have been.

The theoretical debate between Keynesians and Austrians illuminated different aspects of the crisis without resolving it. The Keynesian analysis correctly identified how wealth destruction in asset markets could create a demand shortfall that conventional interest-rate policy alone cannot remedy. In a liquidity trap, where nominal rates are at zero, the central bank loses its primary tool. The Austrian analysis correctly identified how artificial credit expansion creates deep misallocations of capital that cannot be cured by printing more money; the capital structure of the economy remains distorted, and no amount of demand stimulus can remedy that distortion.

The actual Japanese resolution involved elements of both approaches, not because economists reached synthesis but because policy circumstances forced it. Balance sheets had to be restored—the Austrian insight—requiring write-downs of bad assets and recapitalization of banks. But demand also had to be supported during this restoration—the Keynesian insight—requiring fiscal and monetary expansion to prevent complete economic collapse. The ¥60 trillion recapitalization between 1998 and 2003 cleaned up the worst of the non-performing loan problem. Quantitative easing (the BOJ expanding its balance sheet beyond the point where traditional rate policy was possible) and sustained fiscal deficits prevented complete demand collapse. By 2005, after years of stagnation, growth finally resumed.

The episode illuminates a fundamental truth about modern financial economies: the health of bank balance sheets is the primary transmission mechanism for monetary policy. When banks are paralyzed by bad assets, central bank rate cuts lose traction. The bank does not lend because it cannot afford to expand its balance sheet, not because the interest rate is too high. Fiscal stimulus also loses its traditional multiplier effect because the banking system cannot intermediate the new credit that expanded demand would generate. The crisis required both supply-side resolution (cleaning up bad assets) and demand-side support (fiscal and monetary expansion) applied simultaneously. Neither alone was sufficient; neither alone would have worked.

As developed economies have faced the “Japanization” of growth in the 2010s and 2020s—low growth rates, high debt burdens, aging populations, entrenched low inflation, and rising real interest rates despite nominal rates near zero—the Japanese experience of the 1990s and 2000s has become the central reference point. Policymakers confront questions Japan faced first: How deep should bank restructuring be? How aggressive should monetary expansion become? How large can fiscal deficits sustainably grow? The Japanese case provides neither clear answers nor simple lessons, but it provides the most extensive historical record of how a large, sophisticated, developed economy responds to the conjunction of an asset bubble, a banking crisis, and the zero lower bound on interest rates.
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