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[1]	 Following	the	liberalization	of	interest	rates	in	1994,	the	policy	rate	was	changed	from	the	official	discount	rate	to	the	
uncollateralized call rate (i.e. the interest rate on short-term (one year or less) loans made by financial institutions in the 
call	market).	To	reflect	this	change,	from	2006	the	term	“official	discount	rate”	was	replaced	with	“basic	discount	rate”	and	
“basic	loan	rate”	in	official	statistics	(see	Addendum 1: Notes on the Money Stock and Monetary Policy). For the sake of 
consistency,	however,	this	case	study	uses	the	term	“official	discount	rate.”
[2]	 The	period	of	the	high-yen	recession	was	determined	by	the	Cabinet	Office’s	working	group	of	indexes	of	business	conditions.
[3]	 If	the	dollar	is	expected	to	fall,	the	value	in	yen	of	U.S.	stocks	(which	are	denominated	in	dollars)	will	be	expected	to	drop.	
West	Germany,	on	the	other	hand,	had	moved	to	tighten	credit	one	year	earlier	than	Japan,	in	the	middle	of	1988.	See	the	“Annual	
World	Economic	Report”	(1990,	country	profiles	section)	from	the	Economic	Planning	Agency.
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[4]	 One	reason	that	the	consumer	price	index	increased	by	just	under	two	percentage	points	in	1997	was	that	the	consumption	
tax	was	raised	from	three	percent	to	five	percent	in	April	1997.
[5] When convertible bonds are converted into shares, they do not need to be repaid because the bond component is cancelled. In 
the case of bonds with stock purchase warrants, however, the bonds will not be cancelled before maturity even if the warrants are 
used to purchase new shares.
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[6] See Kaishasai Geppou [Monthly Corporate Bond Bulletin] from the Bond Underwriters Association of Japan. In 1985 the 
balance	of	outstanding	bonds	was	around	five	trillion	yen.
[7]	 “Futures”	represents	a	promise	now	to	trade	an	asset	at	a	fixed	price	at	a	certain	point	in	the	future.
[8]	 The	sale	of	stock	index	futures	for	arbitrage	purposes	became	possible	in	1988	for	both	the	Nikkei	Stock	Average	and	the	
Tokyo	Stock	Price	Index	(TOPIX).	However,	selling	futures	on	the	Nikkei	Stock	Average	was	more	convenient.	The	Nikkei	
Stock Average is just a number, so it cannot be traded directly. However, the purchase of all the issues comprising the Nikkei 
Stock Average allows a portfolio that is closely linked with it (the Nikkei Stock Average is calculated by converting the issues 
comprising it to a par value of 50 yen and dividing the total by a divisor). What is important here is that this technique involves 
the	issues	comprising	the	index	being	purchased	in	equal	quantities,	so	the	prices	of	thinly	traded	issues,	i.e.	issues	for	which	
few shares are outstanding, will rise by a large margin. Such spikes played a major role in pushing up the value of the Nikkei 
Stock Average as a whole.
[9] Gross domestic product (GDP) is the total market value of all goods and services produced in a country during 
a certain period of time.
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[10]	 	For	example,	the	rate	of	return	on	land	can	be	calculated	by	dividing	the	rent	per	unit	of	area	by	the	value	of	the	
land. During the mid-1980s, the rate of return on commercial land was around 8 percent, but it had declined to 4 percent 
when	land	values	peaked	in	1991	(see	the	Annual	report	on	the	Japanese	economy	and	public	finance,	Fiscal	Year	2003).	
The same argument can be applied to dividend yields (i.e. the dividend divided by the share price). See Kenichi Tatsumi 
and	Makoto	Maeda	(1994),	“Haitou Rimawari to Kabushiki Fukumieki – Anomari Bunseki”	[Analysis	of	Anomalies	with	
Dividend	Yields	and	Unrealized	Profits	on	Stocks],	Ministry	of	Finance	Institute	of	Fiscal	and	Monetary	Policy,	Financial 
Review, January 1994.
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[11]	 Market-value	accounting	was	introduced	in	fiscal	year	ending	March	2001.
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[12] Further changes to the reporting standards were also made after that.
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[13]	 The	law	was	repealed	in	October	1998	following	the	passage	of	the	laws	to	revitalize	the	financial	functions.
[14]	 See	“Kinyuu Kinou Anteika Hou ni Motozuku Shihon Zoukyou Jisseki Ichiran”	[List	of	Capital	Injection	Performed	
Pursuant	to	the	Law	concerning	Emergency	Measures	for	Financial	Function	Stabilization]	Deposit	Insurance	Corporation	
of Japan.
[15]	 A	number	of	other	laws	were	also	enacted	and	implemented	to	get	the	financial	system	functioning	normally	again.
[16]	 See	“Souki Kenzenka Hou ni Motozuku Shihon Zoukyou Jisseki Ichiran”	[List	of	Capital	Injection	Performed	Pursuant	
to	the	Law	concerning	Emergency	Measures	for	Early	Strengthening	of	Financial	Functions]	Deposit	Insurance	Corporation	
of Japan.
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[17]	 The	wealth	effect	refers	to	the	way	consumption	is	boosted	when	the	value	of	people’s	assets	rises	due	to	increases	
in the value of holdings of land, shares, etc. A negative wealth effect occurs when asset prices fall, negatively impacting 
consumer behavior.
[18]	 The	official	term	is	“International	Convergence	of	Capital	Measurement	and	Capital	Standards,”	and	the	rules	were	
fully	applied	to	Japanese	banks	from	the	end	of	1992.	See	Financial	Services	Agency,	“Basel	II	(Atarashii Jiko Shihon Hiritsu 
Kisoku)	[New	Rules	Concerning	Capital	Adequacy	Requirements]”.	Since	the	end	of	March	2007,	new	BIS	rules	(Basel	II)	have	
been in effect in Japan. Under these new rules, operational risk (administrative errors, systems failures, etc.) were added to the 
denominator. More detailed methods for calculating credit risk were also established. The credit risk for loans to individuals and 
small and medium companies was reduced, but banks became required to disclose a breakdown of their capital ratio, the amount 
of each type of risk, and the calculation methods they used.
[19] Includes capital, legal reserves, retained earnings, etc.
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[20] Weights are also determined for other lending.
[21]	 See	Financial	Services	Agency	(2001),	“BIS	Kisei Minaoshi”	[New	BIS	Rules].
[22]	 See	the	Annual	report	on	the	Japanese	economy	and	public	finance	(Fiscal	Year	2009).	During	the	high-growth	period	of	
the	1950s-60s	financial	institutions	were	the	engine	of	growth,	smoothly	supplying	the	funds	that	served	as	the	source	of	energy.
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[23] For data on the uncollateralized call rate (for overnight loans) since 1995, see the following page on the Tokyo Tanshi 
website:	http://www.tokyotanshi.co.jp/past/index2.shtml	(in	Japanese,	accessed	in	January	2011).
[24] Financial liberalization was completed in 1994, ending the direct relationship between the official discount rate and 
interest rates on bank deposits. Since the liberalization, the various different interest rates have been determined in the relevant 
financial markets. The levels of the various interest rates are also affected by the level of the uncollateralized call rate (for 
overnight	loans)	in	the	call	market,	which	is	used	by	financial	institutions	to	lend/borrow	money	for	periods	of	one	year	or	less.	
The	uncollateralized	call	rate	is	used	as	a	target	by	the	BoJ	when	attempting	to	adjust	financial	markets.	In	other	words,	the	
uncollateralized	call	rate	is	the	BoJ’s	policy	interest	rate	at	present.	The	official	discount	rate	represents	the	upper	limit	to	the	
uncollateralized call rate (for overnight loans).
[25] Even if short-term interest rates reach their lower limit, medium- to long-term rates are higher, so quantitative easing 
through selling operations enables medium- to long-term rates to be reduced.
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[26]	 See	the	Annual	report	on	the	Japanese	economy	and	public	finance	(Fiscal	Year	2004,	Chapter	1,	Section	4).	A	financial	
institution lends its funds to a company and the company deposits a part of the funds at another bank, which then lends funds to 
another	company.	This	process	is	referred	to	as	“credit	creation	by	financial	institutions.”	The	money	multiplier	shrank	from	the	
first	half	of	the	1990s.	Until	1998,	the	major	reason	for	this	decline	was	that	households	and	companies	came	to	hold	more	cash	
than	bank	deposits.	From	1999,	however,	the	decline	was	mainly	due	to	private-sector	financial	institutions	being	cautious	about	
lending and increasing their current account balances with the Bank of Japan (BoJ) (see Addendum 1: Notes on the Money 
Stock and Monetary Policy).
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[27]	 Cabinet	Office’s	working	group	of	indexes	of	business	conditions.
[28]	 See	Cabinet	Office	(2009),	“Nihon Keizai 2009-2010”	[The	Japanese	Economy	2009-2010].
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[29]	 “Monet	stock”	used	to	be	called	the	“money	supply.”	However,	in	2008,	when	changes	were	made	to	the	way	money	supply	
statistics were compiled, the name was changed to that used in the West.
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[30] M = C+D, B = C+R gives M / B = (C+D) / (C+R), and dividing both the numerator and denominator by D yields the 
formula above.
[31] Differentiating m by C / D gives a negative value.
[32] See Economic and Fiscal White Paper (Fiscal 2004, Chapter 1, Section 4).
[33]	 This	is	the	interest	rate	in	the	call	market,	where	financial	institutions	lend/borrow	money	for	periods	of	one	year	or	less.
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[34] The minimum reserve ratio is 1.2 percent for time deposits which total over 2.5 trillion yen.
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[35] In the case of domestic operations, unrealized gains on securities are not included.
[36] If revaluation gains on land are included in capital, only 45 percent of the unrealized gains can be included in 
supplementary capital.
[37]	 Weights	are	also	determined	for	other	lending.
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