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The issue of depositor insurance has great immediacy and saliency in Japan today. After March 31, 2002 the
government's unlimited guarantee of all deposits is scheduled to revert to 10 million yen (about $95,000) per
depositor in each bank. Three major concerns will accompany this transition. First, a number of weaker
banks will fail as the bad loan problems are gradually resolved. Second, if deposit insurance is limited, then
weak hanks will be made even weaker by depositor withdrawals in favor of deposits in stronger banks, or
other financial assets, and hence are even more likely to fail. Third, until March 31, 2002 government financial aid to assist the merger of weak financial institutions can be greater than the amount of formal deposit
insurance coverage.

On March 23, 2000, the Center on Japanese Economy and Business and the Mitsui

USA Foundation, co-sponsored a symposium to discuss whether Japan should develop and maintain market
discipline on banks to reduce moral hazard, or to provide additional deposit insurance coverage, or other
forms ofguarantees for depositors and even banks. The symposium featured Professor Mitsuhiro Fukao ofKeio
University and Curtis Milhaupt, Fuyo Professor of Law and Director of the Center for Japanese Legal Studies
at Columbia Law School. Frederick Mishkin, Alfred Lerner Professor of Banking and Financial Institutions,
Columbia University, and David Weinstein, Carl S. Shoup Professor of the Japanese Economy served as commentators. The symposium was moderated by Professor Hugh Patrick. Excerpts of their presentations are presented below along with highlights of the intrapanel discussion.
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However, this is not a true eco-

adopted a gradual approach, and

nomic cost. The issue of distri-

one of the major problems of

bution versus real economic cost
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transparency may not operate as

sectors and there was a general
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well in Japan. This is why I feel

unraveling of the financial sys-

culture really matters when deal-

tem. One answer as to why the

ing with these kinds of issues.
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think it can be estimated by

method is that it was afraid of
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as a result of the moral hazard

that it exists, but that premiums

eralizing Japan's financial mar-

and a measure of the price dif-
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ferential of what those assets are

risk. If one could appropriately

tem liberalize and how does one

worth today compared to before

assess how much risk a banking
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the crisis. My guess is that it

institution was taking and could

think there are very good
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appropriately charge for it, then

answers to these questions.

but a much larger number if

Theoretically, the problem
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There are three lessons to
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learn from Japan's experience.
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diation that has occurred as a
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tem did not have neatly the
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same level of regulation or
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adjusted for risk. Unfortunately,
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the costs associated with finan-
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prior to World War II. From my

cial disintermediation. How

premiums for deposit insurance

perspective, it is interesting how

should one design a rescue pack-

is very hard to achieve.
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policy to bail out financial insti-

should not be too afraid of sys-

tutions is that it be politically

tems with less insurance.

implemented quickly. Speed is a

One of the things that have led
to the current financial crisis
was the question of how the
Japanese government was going
to liberalize its financial market.
The dilemma was whether the
government would follow a
rapid liberalization policy or a

With respect to the costs for

The real cost of a financial

very important factor. The real

deposit insurance, one question

cost of the current crisis may in

is whether the costs of deposit

fact be the immense time it took

insurance are as high as some

for the Japanese government to

suggest, or are they less and,

act. It is crucial to design poli-

what is the optimal way to con-

cies that are likely to politically

trol these costs? Some of the

generate fast resolutions even if
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those resolutions are not effi-

cient in terms of dead weight

have a strong banking system so

their own vested interests. The

nities. Japan has had a GDP gap

loss triangles.

a safety net is unnecessary. This

vested interests of the politicians

on the order of 30 percent of

was implied when the Japanese

in the smaller areas is to protect

GDP because of this. Part of the

Postal Savings System. If one

said they needed to get rid of

the smaller institutions.

issue is that a quick resolution is

believes that financial disinter-

the weak banks. Indeed, that

Consequently, there is a terrible

needed. In the U.S. we put a

mediation is a major problem in

was the purpose of the prompt

political and policy dilemma,

large amount of assets into the

Japanese financial markets today,

corrective action approach,

which is why it is important to

resolutions trust corporation

the one thing that is striking in

which was designed to provide

have transparency in Japan.

and there was a lot of criticism

postal savings is the enormous

objective criteria. For example,

I am a harsh critic of the

increase in lending by govern-

when the net worth of a bank

ment financial institutions.

falls below two percent, then the

There is a lot of money flowing

bank must replenish its capital

into the system and a large

or face being closed down. In

amount of lending coming out

principle, the approach exists,

of the system which may in fact

but it has not yet been applied

be alleviating some of the disin-

in practice. This leads to a very

termediation that is occurring in

important political reality as

the private sector. I do not think

Professor Fukao mentioned.

that this is a good long-run

There are a number of small,

strategy, but it is a partial solu-

very weak institutions that are

tion to some of the problems in

small in terms of their share of

the market.

total deposits, but very strong in
terms of their geographic distribution and political power. A
formal guidance approach without actually tackling the prob-

PATRICK: It seems to me that

lem is an appeal that pits those

there are two ways to protect

who would like to liberalize and

depositors. One is to have a

strengthen the economy against

safety net and the other is to

those who are trying to protect

when they were selling off the
FUKAO: In order to have 100
percent coverage through
prompt collective action banks
need four percent capital. The
reason is that Japanese banks do
not own enough profit margins.
Low profitability is a core problem and banks have not implemented an internal control
mechanism to create enough of
a profit margin to cover potential future loses from bad loans.
Second, compared to the regulated banking system the postal
savings system is better. The private sector has not proven to be
competitive against the postal
savings system. With respect to
transparency for systemic exception, I hope it works. The new
policy board of the Bank of
Japan has been issuing fairly
detailed minutes. If the government intervenes it will obvious
from the outside. In that sense
Japan is moving toward a more
transparent system, particularly
in the decision making process.
MISHKIN: I also agree that the
real key costs in Japan arc not
the transfers of money, but the
fact that the financial crisis
stopped the financial system
from doing its job which is getting funds to people who have
productive investment opportu-

assets quickly because many
people ended up with good bargains. However, the answer is
that those assets are much better
off being put in new hands and
put into productive use rather
than just deteriorating.
I think one mistake made in
Japan is that no one has been
punished during the bailouts.
The public needs to know that
people are not getting away with
fraud. One of the characteristics
of the Japanese system for the
last decade is that everyone was
being bailed out, including the
depositors, large creditors and
even the stockholders. This is
actually characteristic of many
other countries where bailouts
occur. In the U.S. there has
been an attempt to punish people who engaged in fraudulent
type activity.
I think part of the lesson
moving forward is to keep the
political process in mind. Japan
needs to bite the bullet, re-capitalize their banking sector and
get the political support to do it.
This means going after some
people and making a cultural
change. The inherent strengths
of Japan's economy are extraordinary, but it needs to be tapped.
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