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Exhibit 1.  US Housing Prices Are Moving along the Japanese Experience  
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Sources: Bloomberg, Real Estate Economic Institute, Japan, S&P, S&P/Case-Shiller®  Home Price Indices, as of Oct. 28, 2011
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Exhibit 2.  Drastic Liquidity Injection  
Failed to Increase Money Supply (I): US 
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Exhibit 3.  Drastic Liquidity Injection  
Failed to Increase Money Supply (II): EU 
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Exhibit 4.  Drastic Liquidity Injection  
Failed to Increase Money Supply (III): UK 
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Exhibit 5.  Drastic Liquidity Injection Failed to  
Produce Drastic Increase in Money Supply (IV): Japan 

5 

60

80

100

120

140

160

180

200

220

240

260

Monetary Base

Money Supply (M2)

Bank Lending

Oct. 97

(Oct. 97 = 100, Seasonally Adjusted)

Quantitative
Easing

-3.0 
-2.0 
-1.0 
0.0 
1.0 
2.0 
3.0 

95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11

(y/y, %)
CPI Core

Down 
37%

Note: Bank lending are seasonally adjusted by Nomura Research Institute.
Source: Bank of  Japan

Earthquake



Exhibit 6.  Japan’s De-leveraging with Zero Interest Rates  
Lasted for 10 Years 
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Exhibit 7.  Japan’s GDP Grew in spite of Massive Loss of Wealth and 
Private Sector De-leveraging 
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Exhibit 8.  Japanese Government Borrowed and Spent  
the Unborrowed Savings of the Private Sector to Sustain GDP 
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Exhibit 9.  Premature Fiscal Reforms in 1997 and 2001 Weakened 
Economy, Reduced Tax Revenue and Increased Deficit 
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Exhibit 10. Monetary Easing No Substitute for Fiscal Stimulus (I):  
Japan’s Money Supply Has Been Kept Up by Government Borrowings 
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Exhibit 11. Monetary Easing No Substitute for Fiscal Stimulus (II): Post-1933 US 
Money Supply Growth Made Possible by Government Borrowings 
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Exhibit 12.  US in Balance Sheet Recession: US Private Sector 
Increased Savings Massively after the Bubble 
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Exhibit 13.  UK in Balance Sheet Recession: UK Private Sector  
Increased Savings Massively after the Bubble 
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Exhibit 14.  Global Bond Yields* Nearing Japanese Levels 
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Exhibit 15.  Euro-Zone Bond Yields Are Diverging Sharply 
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Exhibit 16.  Euro-zone in Balance Sheet Recession: Euro-zone Private Sector 
Increased Savings Massively after the Bubble 
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Exhibit 17.  Spain in Balance Sheet Recession: Spanish Private Sector 
Increased Savings Massively after the Bubble 
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Exhibit 18.  Ireland in Balance Sheet Recession: Irish Private Sector  
Increased Savings Massively after the Bubble 
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Exhibit 19.  Exit Problem (II): German Private Sector Refused to 
Borrow Money after 1999-2000 Telecom Bubble 
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Exhibit 20.  Recovery from Lehman Shock Is NOT Recovery from 
Balance Sheet Recession 
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Source: Richard Koo, The Holy Grail of Macroeconomics: Lessons from Japan’s Great Recession , John Wiley & Sons, Singapore, April 2008 p.160.

(1) Monetary policy is tightened, leading the bubble to collapse.

(5) Private sector phobia towards borrowing gradually disappears, 
and it takes a more bullish stance towards fund raising.

(8) With the economy healthy, 
the private sector regains its vigour, 

and confidence returns.

(9) Overconfident private sector triggers a bubble.

(7) Monetary policy becomes the main economic 
tool, while deficit reduction becomes the top 

fiscal priority.

(6) Private sector fund demand recovers, 
and monetary policy starts working again. 

Fiscal policy begins to crowd out private investment. 

(4) Eventually private sector finishes its debt repayments, 
ending the balance sheet recession. 

But it still has a phobia about borrowing which keeps 
interest rates low, and the economy less than fully vibrant.

Economy prone to mini-bubbles.

(3) With everybody paying down debt,
monetary policy stops working.

Fiscal policy becomes the main economic tool 
to maintain demand.

(2) Collapse in asset prices leaves private sector 
with excess liabilities, 

forcing it into debt minimization mode. 
The economy falls into a balance sheet recession.

BubbleYin (=Balance Sheet Recession) Yang (=Textbook Economy)

Exhibit 21.  Multi-Decade Cycle of Bubbles and Balance Sheet Recessions 
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Yang
= Profit maximization

Yin
= Debt minimization

Textbook economy Balance sheet recession

Assets > Liabilities Assets < Liabilities

Greatest good for greatest number Depression if left unattended

Effective Ineffective (liquidity trap)

Counterproductive (crowding-out) Effective

Inflationary Deflationary

Normal Very low

Virtue Vice (paradox of thrift)

a) Localized Quick NPL disposal
Pursue accountability

Normal NPL disposal
Pursue accountability

b) Systemic Slow NPL disposal
Fat spread

Slow NPL disposal
Capital injection by government

Source: Richard Koo, The Holy Grail of Macroeconomics: Lessons from Japan’s Great Recession ,
 John Wiley & Sons, Singapore, 2008 

1) Phenomenon

2) Private sector financial condition

3) Outcome

9) Remedy for
Banking Crisis

4) Monetary policy

5) Fiscal policy

6) Prices

7) Interest rates

8) Savings

Behavioral principle

Exhibit 22.  Euro-Zone Banks Need Low-Cost Unconditional Capital 
Injection to Avoid Credit Crunch  
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