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Lessons from Bank of Japan’s experience during the 
banking crises of the 1990s and the new dimension 
to LOLR stemming from the global financial crisis 

Remarks by Hiroshi Nakaso1 

Lessons from the Japanese banking crisis of the 1990s 

During the Japanese banking crisis of the 1990s, the Bank of Japan (BoJ) extensively 
exercised its lender of last resort (LOLR) function. Three main lessons emerge from 
this experience. First, “constructive ambiguity” can become counterproductive, or 
even destructive. Once a crisis erupts, we should be quite clear about the conditions 
on which LOLR support is extended. If ambiguity persists, depositors will run and 
interbank lenders will back away. Thus, ambiguity can fuel market disruptions. This 
is why the BoJ established principles that guide the provision of LOLR support. One 
set of principles aims at protecting the central bank as the provider of liquidity 
support, including the principle that that systemic risk must be imminent when such 
action is undertaken. Another set of principles reflects the idea that beneficiaries of 
liquidity support should be penalised in order to contain moral hazard. These latter 
principles include replacing the management of a failed bank; and wiping out the 
existing shareholders. The conditions set out in these principles are publicly known 
and still hold today. 

The second lesson is that distinguishing illiquid from insolvent institutions is 
not easy. Conventional wisdom says that only solvent but illiquid banks should 
obtain LOLR support However, in practice, most, if not all, bank failures start with 
liquidity problems that later develop into solvency problems. We have also learned 
that it is not only banks that can trigger a systemic crisis. Indeed, we were forced to 
recognise that non-bank financial institutions, such as security firms and insurers, 
can be the source of a market-induced systemic crisis.  

The third and related point is that the scope of the LOLR function depends on 
how wide the existing safety net in the financial system is. The safety net 
arrangements in Japan during the 1990s were underdeveloped and lacked 
mechanisms to deal with undercapitalised banks and with problematic non-bank 
systemic institutions. For this reason, the BoJ’s responsibility for financial system 
stability became that much larger and the scope of the LOLR function 
correspondingly wider. The BoJ provided some ailing banks with capital; it created a 
bridge-bank on its own; and it provided liquidity to a troubled non-bank security 
firm. We took these decisions because we judged they were necessary to maintain 
financial stability. However, the BoJ ended up by incurring credit losses in excess of 
200 billion yen (2 billion dollars). Since then, Japan’s financial safety net has been 

 
1  See also “Financial Crises and Central Banks’ Lender of Last Resort Function,” Remarks by Hiroshi 

Nakaso, Deputy Governor of the Bank of Japan at the Executive Forum Hosted by the World Bank, 
22 April 2013, www.boj.or.jp/en/announcements/press/koen_2013/data/ko130423a1.pdf.  
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reshaped by a series of legislative measures, so that today the scope of the BoJ’s 
LOLR function has become much narrower.  

The global financial crisis and LOLR 

Let me now move on to the new dimensions that the recent global financial crisis 
has added to the LOLR function. Let me focus on two aspects.  

The first is the role of what may be called the market-maker of last resort. 
During the crisis, it became clear that systemic risk can be magnified through 
mutually reinforcing declines in funding and market liquidity. A prime example is 
the developments in autumn 2008, when money markets become dysfunctional 
because of heightened concerns among market participants about counterparty 
credit risk. In response, central banks provided liquidity in key funding markets 
through various forms of open market operations. These included the Fed’s 
provision of liquidity to issuers of commercial paper (CP) and holders of asset-
backed securities (ABS), and the BoJ’s outright purchases of CPs and corporate 
bonds. In the same vein, at the height of the euro area sovereign debt crisis, the 
European Central Bank (ECB) conducted large-scale long-term refinancing 
operations (LTROs) on a full allotment basis to address market fragmentation. As 
these measures substituted for the intermediation function of markets, we can 
probably say that a central bank’s LOLR function has evolved to encompass the role 
of market-maker of last resort. 

The second dimension I would like to highlight is the role of what may be 
called the global lender of last resort. The global financial crisis demonstrated that 
systemic risk can spill over across national borders. Deepening financial 
globalisation has been associated with financial institutions broadening their 
intermediation activities into non-home currencies. During the recent financial crisis, 
US dollar liquidity shortage became an acute concern, especially among European 
banks. In response, the ECB and the Swiss National Bank each entered into swap 
arrangements with the Federal Reserve at the end of 2007 to obtain dollars for 
onward transmission to financial institutions operating in their respective markets. 
The BoJ, the Bank of England, and the Bank of Canada joined in after the collapse of 
Lehman Brothers. With the deepening of Europe’s sovereign debt problem, this 
arrangement was reinforced in 2011 into a network of bilateral swap arrangements 
that provides the six participating central banks with access to the major currencies 
other than the US dollar, should a liquidity crunch occur in these currencies. This is 
now an open-ended arrangement. I think one can say that this provision of non-
home currencies under central bank cooperation embodies the role of a global 
lender of last resort. 

Having lived through these eventful years, my observation is that, although the 
importance and the essential nature of a central bank’s LOLR function has remained 
the same, the ways in which this function is exercised have evolved. Bagehot’s 
principles may well have to be rewritten in the new context. I think the central 
banking community needs, perhaps more than ever, to work closely together in 
order to constantly refine their LOLR tools with a view to meeting the potential 
challenges arising particularly from globalisation and thus better withstanding 
future shocks. 


	Lessons from Bank of Japan’s experience during the banking crises of the 1990s and the new dimension to LOLR stemming from the global financial crisis
	Lessons from the Japanese banking crisis of the 1990s
	The global financial crisis and LOLR



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /PageByPage
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.6
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo false
  /PreserveCopyPage false
  /PreserveDICMYKValues true
  /PreserveEPSInfo false
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
    /SymbolMT
    /Wingdings-Regular
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 150
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.00000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 150
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.00000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 600
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.00000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<


    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e55464e1a65876863768467e5770b548c62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc666e901a554652d965874ef6768467e5770b548c52175370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200036002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>



    /HUN <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF adatti per visualizzare e stampare documenti aziendali in modo affidabile. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 6.0 e versioni successive.)
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020be44c988b2c8c2a40020bb38c11cb97c0020c548c815c801c73cb85c0020bcf4ace00020c778c1c4d558b2940020b3700020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200036002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken waarmee zakelijke documenten betrouwbaar kunnen worden weergegeven en afgedrukt. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 6.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>


    /SKY <>

    /SUO <>
    /SVE <>
    /TUR <>

    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 6.0 and later.)
  >>
>> setdistillerparams
<<
  /HWResolution [600 600]
  /PageSize [595.276 841.890]
>> setpagedevice


