Selected Issuesin Mature Financial Systems:
EMU, Banking System Performance, and
Supervision and Regulation

his chapter examines three issues related to devel-

opments in mature markets. As January 1999 ap-
proaches, the broader framework for financial surveil-
lance and supervision, for ensuring financial stability,
and for crisis management within the European Eco-
nomic and Monetary Union (EMU) is still evolving.
Against the background of implementation of the new
pan-European payments system, and the likely chal-
lenges in the development of pan-European money
markets and European banking systems, the first sec-
tion of this chapter examines remaining challenges in
setting up the EMU framework for ensuring financial
stability and crisis management.

The second section discusses the performance of
the Group of Seven banking systems, where the most
serious challenges and risks are in Japan. Seven years
after the bursting of the asset price bubble, Japan’s fi-
nancia system problems have still not been resolved.
While asset quality has continued to deteriorate, new
problems have emerged, associated with Japanese
bank exposures to crises countries in Asia, worsening
financial conditions in Japan’s nonfinancial corporate
sector, and emerging problems in the nonbank sector.
The authorities have adopted a new strategy to resolve
problems in the financial system, including the com-
mitment of public fundsto recapitalize and restructure
banks, a new supervisory framework, and a timetable
for deregulating the financial sector. While these mea-
sures and blueprints are promising, the first-round im-
plementation of bank recapitalization raised concerns
in international markets about the authorities com-
mitment to its new approach. Moreover, details about
the new supervisory agency left markets and the inter-
national community with doubts about the ability of
the new agency to achieve what is required over the
near term. This section aso reviews the relatively
good performances of the banking systemsin Canada,
the United States, and the United Kingdom, where the
main risk is that some of them (the United States and
the United Kingdom) appear to be at or near the top of
acredit cycle, which is when banks tend to take on in-
creasingly risky concentrations of loansin an effort to
maintain high profitability. In Germany, relatively
good performance has been tarnished somewhat by
exposures to Asian countries in crisis, and in France
and ltaly, challenges remain for improving perfor-
mance and asset quality.

104

The third section of the chapter discussesinitiatives
and remaining challenges of Group of Ten financial
supervisors and regulators in their ongoing efforts to
further improve financial infrastructures, encourage
good private risk management and controls, improve
capital adequacy requirements, and build stronger in-
ternational coordination mechanisms.

European Monetary Union

Implementation of TARGET

One of the main objectives of the TARGET pay-
ments system—a central feature of the financial infra-
structure of EMU—is to help safeguard the prospec-
tive pan-European financial markets and financial
institutions from systemic events.1 The system is com-
posed of as many real-time gross settlement (RTGS)
national payments systems as there are EMU mem-
bers, linked to each other through a communications
network. Cross-border payments are settled through
the accounts of national central banks. Until a few
years ago, most European payments systems were in-
stead some combination of end-of-day settlement
and/or netting systems, some with several settlement
periods. In non-RTGS systems, financial institutions
accumulate very large open positions against counter-
parties and run the risk of losses due to settlement fail-
ures. The advantage of RTGS systems is that each
payment is made final as it occurs, so that large out-
standing positions are not accumulated. This was a
key reason why the EU made the decision to have na-
tional authoritiesincur the considerable costs to estab-
lish TARGET as a network of RTGS systems.

The 1997 Capital Markets report noted that TAR-
GET might face competition for providing payments
settlement services from other RTGS systems in Eu-
rope and private netting schemes. There is the impres-
sion in Europe that the officia perception that a signif-
icant share of high-value payments—the kind of
payments with systemic risk components—would be
sent through TARGET might turn out to be erroneous.

lnternational Monetary Fund (1997), pp. 170-74, describes the
main features of the TARGET structure.
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Large-value transactions useintraday credit, and the re-
quirement of collateral for obtaining intraday credit
within TARGET meansthat institutions will haveto ac-
quire and maintain collateral. Because maintaining col-
lateral is costly, institutions might choose to use alter-
native netting systems, such as Euro Clearing System
(ECS) and Euro Access Frankfurt 2 (EAF2),2 (which
are settled at regular intervals3), for the bulk of their
high-value transactions and might use TARGET only
for “time critical” payments that need intraday credit.

The cost of collateral isdifficult to assess because it
depends on the trading opportunities lost on the un-
derlying assets. Although some market participants
consider this cost asamajor hurdlein using TARGET
for high-value payments, there are factors that can off-
set some of the cost. Both systems envisaged in EMU
for depositing collateral (“pooling” and “earmarking™)
may allow institutions to substitute the underlying as-
sets on a daily basis and therefore to trade them as
long as they have other eligible assets to replace them
in deposit as collateral .4

Cost per transaction will be another determinant of
the volume of transactions sent through TARGET. The
TARGET price structure is the following: 1.75 euros
for each of the first 100 transactions a month, 1 euro
for each of the next 900 transactions amonth, and 0.80
euro for each subsequent transaction in excess of 1,000
a month. This cost is considerably lower than earlier
estimates by the European Monetary Institute (EMI),
but remains high in relation to competing netting
schemes. ECS and EAF2 have announced they will
charge a price close to 0.25 euro for each payment.>

On July 8, 1998, the European Central Bank (ECB)
announced the conditions under which London-based
institutions and other non-euro credit institutions are
permitted to access TARGET.® The conditions are im-

2ECS is the privately owned net clearing system of the European
Bankers' Association (EBA). EAF2 isanet clearing system based in
Germany but allowing remote membership.

3In ECS, settlement is at the end of the day, whereas in EAF2 bi-
lateral and muiltilateral settlement clearings alternate continuously
during the day.

4ln a pooling system counterparties may substitute underlying as-
sets on a daily basis by definition because individual assets in the
pool are not linked to specific credit operations with the European
System of Central Banks (ESCB). In an earmarking system, specific
identifiable assets are linked to each credit operation but national
central banks adopting this system may still permit their substitution
(see European Monetary Institute (1997), p. 43).

5See Bank of England (1998), p. 19.

6The conditions are as follows: (1) credit institutions can receive
collateralized intraday credit from their national central bank up to
aceiling of 1 billion euro; (2) after 5 p.m. credit institutions can only
make payments out of positive balances; (3) a penalty rate of 5 per-
centage points over the marginal lending rate is imposed for
spillovers; (4) balances with the national central bank will be remu-
nerated at rates to be set between O percent and the rate of the
ESCB’s deposit facility; and (5) collateral is to be of the same qual-
ity asthe ESCB €ligible assets, and collateral could be introduced in
the Tier 2 list of all national central banks with the risk to be borne
by non-euro national central banks.
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posed to assure that “non-euro credit institutions will
always be in a position to reimburse intraday credit in
due time, thus avoiding any need for overnight central
bank credit in euro.” “ Safeguards will be based on the
intraday credit being capped, on an early liquidity
deadline and on a system of penaltiesin the event of a
failure to reimburse the intraday credit.”” To avoid
these conditions, London-based institutions might ac-
cess TARGET via subsidiaries or branches based in
EMU, and these institutions will need to acquire and
maintain a pool of eligible euro assets if they want to
receive intraday credit.8 Using a subsidiary or a
branch in an EMU country would imply more stepsin
the transaction and entail additional costs and risks.

The above cost and logistical considerations sug-
gest that the TARGET payments system may not real -
ize all of the systemic risk reductions envisioned when
the system was designed, because the overwhelming
majority of high-value transactions might be chan-
neled through private and quasi-public netting sys-
tems. Although some of these systems (such as EAF2)
would avoid accumulating large net exposures by in-
troducing intraday settlement and al of them would
have to satisfy the Lamfalussy standards for clearing
houses,® this is a potential problem, because some of
these netting settlement systems would be considered
too largeto fail and would have to be underwritten and
guaranteed by their respective governments. A less
costly alternative for managing these risks would be to
encourage the use of TARGET by abandoning the pol-
icy of full cost recovery and by reducing the need for
using collateral for obtaining intraday credit, perhaps
by charging fees instead asin U.S. Fedwire.X0 Having
the bulk of high-value payments settled in real time
across TARGET could minimize the potential for
problems in one European bank or banking system
cascading through the euro zone.

Financial Stability and Crisis M anagement

Ensuring financial stability within EMU will be
particularly challenging in the early years, when there
might be several tendencies for systemic risks to in-
crease temporarily. First, as already noted, there isthe
possibility that TARGET will not yield the expected

7July 8, 1998 press release from the ECB, “ Conditions for the par-
ticipation of non-Euro area EU national central banks and credit in-
stitutions in TARGET,” website: www.ech.int.

8Unless some national central banks include—after approval by the
ECB—sterling-denominated assets in their list of Tier 2 collateral.

9The Lamfalussy standards provide minimum standards for the
design and operation of cross-border and multicurrency netting and
settlement schemes (see Bank for International Settlements (1990)).

10Another possibility is to try to make TARGET more attractive
while satisfying the cost-recovery principle. This result could per-
haps be obtained not by lowering the price but by taking advantage
of the unique features of TARGET that would allow it to offer addi-
tional services.
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reductions in systemic risk. Second, as new pan-Euro-
pean markets emerge, the growth of cross-border un-
secured interbank lending could result in a higher risk
of contagion, at least until the creation of an EMU-
wide repo market, and the widespread use of secured
(collateralized) interbank credit lines. Third, the euro
is expected to accel erate the restructuring of European
banking systemsin an environment in which it may be
difficult to close banks and to reduce costs through
downsizing. In such an environment, inefficient and
unprofitable institutions may continue to operate en-
gaging in increasingly risky activities.

These tendencies to raise systemic risk may not be
felt immediately, because market integration and bank
restructuring may not occur quickly. Thiswould delay
the creation of pan-European markets and a pan-Euro-
pean banking system—and the considerable benefits
for investors and consumers—but it would also pro-
vide time for adjustment. In any event, current limited
cross-border mergers among European banks, gradu-
aly increasing competitive pressures in the retail sec-
tor, widespread public ownership, and still underde-
veloped capital markets may provide some EMU
countrieswith more time for the restructuring of bank-
ing systems, and the ability to continue to rely on de-
centralized arrangements for market surveillance and
crisis management, based on home country supervi-
sion, for example. Through time, the introduction of
the euro is expected to encourage the creation of a set
of pan-European markets and institutions, which may
require the centralization of financia surveillance,
systemic risk management, and crisis resolution. Insti-
tutional arrangements in other advanced countries, in-
cluding those in EMU, indicate that the central bank
may be a natural place to centralize some of these
functions. By drawing briefly on advanced country
practices and experiences, and academic and policy
literatures, the remaining parts of this section provide
some perspective on these issues.l! Boxes 5.1 and 5.2
provide details about the relatively complicated sepa-
ration of responsibilities between the ECB, the na-
tional central banks, national supervisors, and trea-
suries mandated by the Maastricht Treaty and EU
legidlation (including financial directives).

Against this background, the thinking and planning
about crisis management is still evolving. Whereas
some understanding is likely to be reached before the
start of EMU, important decisions have yet to be made
that will influence the way in which EMU countries
would resolve a bank liquidity crisis that occurs, for
example, at the fine line between monetary policy op-
erations and liquidity support for systemically impor-
tant private financial institutions. The possible need
for further decisions, despite already detailed imple-
mentation of other aspects of EMU, reflects the “nar-

UThese points are covered in detail in Prati and Schinasi (1998).
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row” concept of central banking envisioned in the
Maastricht Treaty. The ECB has been given the man-
date to focus almost exclusively on monetary policy,
and has been given only a limited, peripheral role in
banking supervision and no responsibility for provid-
ing liquidity support to individual financia institu-
tions.12 In order to implement the vision of the treaty,
the EMI has organized its work to maintain a clear
separation between monetary policy operations and
the provision of liquidity for other reasons. The LOLR
responsibility has not been assigned to any institution
in EMU; consequently, there is no central provider or
coordinator of emergency liquidity in the event of a
crisis.

It is unclear how a bank crisis would be handled
under the current institutional framework (see Box
5.1), especidly if it is a pan-European bank for which
supervisory and regulatory responsibilities would be
shared to some extent. The main issueiswhether there
are effective mechanisms and understandings in place
for the ESCB and/or the national central banksif it be-
comes apparent that a particular financia institution is
having difficulties in financing some of its payments
instructions sent either across TARGET for real-time
settlement or across one of the alternative netting pay-
ments systems within Europe. For such situations,
there is no conceptual framework that is uniformly
seen as appropriate by practitioners and academics,
and EMU policymakers will have to decide on a clear
framework, which does not seem to be in place yet.
However, it has been suggested by some European au-
thorities that understandings have been reached by all
EU supervisors through memoranda of understanding
about how to deal with cross-border crises, and that
discussions about the LOLR function are under way.

Some have argued that to avoid mora hazard, cen-
tral banks should use only open market operations to
deal with aliquidity crisis.13 By contrast, others have
argued that if there is a systemic event in which there
islittle, or no, doubt about solvency—as with the 1985
Bank of New York computer failure—then the central
bank should have the possibility of discounting assets
other than eligible collateral .14 Similarly, there is a di-
versity of experience and practice among the major
central banks. In both the United States and the United
Kingdom (and in some other advanced countries), for
example, central banks have considerable discretion to
decide what kind of collateral to accept in exceptiona
circumstances to provide liquidity to the banking sys-
tem. By contrast, in Germany, the Bundesbank has al-
most no discretion about what kind of collateral it can

12By contrast, a“broad” concept of central banking would include
other financial policy functions such as a mandate for ensuring fi-
nancial stability and for providing liquidity support to financial in-
stitutions, at times through a lender-of-last-resort (LOLR) mandate.

13See, for example, Goodfriend and King (1988).

14See, for example, Folkerts-Landau and Garber (1994).
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Box 5.1. ESCB Rolein Prudential Supervision and Financial Stability

The ESCB Statute (Art. 25(1)) and the Maastricht
Treaty (Art. 105(4, 5, 6)) assign to the ESCB some func-
tionsrelated to prudential supervision and the stability of
the financial system. In addition, they give the ESCB an
explicit role in promoting the smooth functioning of the
payment system (Art. 22 of the Statute and Art. 105(2) of
the Treaty). The 1997 Annual Report of the EMI (pp.
61-63) indicates how the EMI and the Banking Supervi-
sory Sub-Committee expect these provisions to be im-
plemented in EMU. Article 25(1) of the ESCB Statute
envisions a specific advisory function for the ECB in the
field of Community legislation relating to the prudential
supervision of credit institutions and the stability of the
financial system. The EMI report specifies that this func-
tion refers to the scope and implementation of Commu-
nity legislation in these fields and that it should be con-
sidered “optional,” offering the ECB an instrument by
which it would be able to contribute to EU legislation.
Article 105(4) of the Treaty (which applies to all EU
countries with the exception of the United Kingdom)
contemplates a somewhat stronger role for the ECB by
stipulating that it must be consulted on draft Community
and national legislation falling within its field of compe-
tence. A draft Council Decision proposed by the Euro-
pean Commission in February 1998 and not yet approved
identifies the precise scope of this provision indicating
that the ECB should be consulted on rules regarding fi-
nancial institutions insofar as they materially influence
the stability of financial institutions and markets.

Article 105(5) of the Treaty stipulates that “the ESCB
shall contribute to the smooth conduct of policies pur-
sued by the competent authorities relating to the pruden-
tial supervision of credit institutions and the stability of
the financial system.” The EMI report indicates that the
main objective of this provision is to ensure an effective
interaction between the ESCB and the nationa supervi-
sory authorities. It has been agreed that this interaction
will take two forms. First, the ESCB, and in particular the
ECB, will promote cooperation among the EU national
supervisory authorities (all of them, regardless of the fact
that Art. 105(5) applies only to countries participating in
EMU) with a view to achieving “a common understand-

ing on relevant supervisory policy issues.” This ECB
function will be performed with the assistance of a spe-
cific committee, composed of national supervisors and
national central banks representatives, and is expected
“to supplement” the current framework for multilateral
cooperation within the EU and “to interact smoothly”
with the cooperation promoted by other supervisory fo-
rums (the Banking Advisory Committee and the Groupe
de Contact at the EU level and the Basle Committee at
the Group of Ten level). Second, and more important, the
EMI report indicates what common understanding has
been reached among banking supervisors on the basic
features of the flow of information to the ESCB, in light
of the relevant provisions of the Bank of Credit and
Commerce International Directive. The ESCB is not
going to receive supervisory information on a systematic
basis, so that it cannot use it for internal risk manage-
ment,1 but banking supervisors “will be prepared to con-
sider” requests from the ESCB in this area and, in the
event of a banking crisis with systemic implications, to
inform the ESCB on a case-by-case basis. A similar ear-
lier agreement reached in 1994 between the Banking Su-
pervisory Sub-Committee and the Payments System Sub-
Committee disciplined the flow of information between
supervisory authorities and national central banks as
overseers of national payments systems in the event of a
payment system crisis. This agreement did not mention
the ECB and will need to be updated in this respect.

Article 105(6) of the Treaty contemplates the possibil-
ity that, upon initiative of the European Commission, the
EU Council of Ministers acting “unanimously” may as-
sign “specific tasks’ to the ECB in the area of prudential
supervision. In this regard, the EMI report (page 62)
states that “at this stage, it is felt that it would be prema-
ture to envisage any transfer of supervisory powers from
national authorities to the ECB.”

IThis is aready the general agreement regulating relation-
ships between central banks and supervisors in most EMU
countries.

accept, and there has been no instance in which uncol-
lateralized intervention was necessary.

The German system is an important benchmark for
examining how crisis management might take place
within EMU, because the ESCB statute is similar to
that of the Bundesbank in many respects. In Germany,
the Bundesbank—Ilike the ECB—has no explicit re-
sponsibility for safeguarding the stability of the finan-
cial system and it does not have amandate asaLOLR.
Indeed, the German framework for dealing with crises
seems to be constructed so as to avoid arole for the
Bundesbank in providing funds in rescue operations.
The system, in effect, has three lines of defense:
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(1) supervision and regulation by an independent body;
(2) short-term liquidity assistance from the Liquidity
Consortium Bank combined with brokered market so-
lutions; (3) deposit insurance and, if necessary, public
funds. In practice, the Liquidity Consortium Bank—in
which the Bundesbank has a stakel>—has been able to

15The Liquidity Consortium Bank is a specialized institution with
the objective of ensuring the due settlement of domestic and exter-
nal payments among banks. It grants short-term liquidity assistance
in the event of temporary illiquidity faced by sound financial insti-
tutions. The Bundesbank holds 30 percent of the bank’s capital; all
categories of banks hold the residual amount.
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Box 5.2. Remaining Scope for Lender-of-Last-Resort Operationsin EMU

To evauate the remaining scope for lender-of-last-
resort (LOLR) operationsin EMU, it is necessary to dis-
tinguish between the case of a local liquidity crisis af-
fecting alargeinstitution located in an EMU country and
the case of a general liquidity crisis affecting the entire
EMU. In case of alocal liquidity crisis, the key issue is
whether national central banks can provide liquidity sup-
port to troubled institutions without ECB authorization.
Thisturns on whether the ECB’s Governing Council will
prohibit national central banks from purchasing noneligi-
ble collateral (commercial paper or loans) from illiquid
institutions, which they might purchase under an article
in the ESCB statute that allows these banks to engage in
activities “performed on the responsibility and liability
of national central banks’ (Art. 14.4).1 National central
banks have scope for such operations, unless the ECB’s
Governing Council prohibits them by a qualified major-
ity vote because the operation “interferes with the objec-
tives and tasks of the ESCB” (Art. 14.4) or with guide-
lines and instructions issued according to articles 12.1
and 14.3 of the Statute.2 Whether the Governing Council

1Art. 14.4 of the ESCB Statute. This article was probably
meant to give some leeway to national central banks in perform-
ing functions with limited liquidity impact at the EMU level, like
payment of employees’ salaries or purchases of shares and real
estate for the pension fund of national central banks, but the issue
is whether it can be given a more extensive interpretation.

2Art. 12.1 stipulates, “The Governing Council shall adopt the
guidelines and take the decisions necessary to ensure the per-
formance of the tasks entrusted to the ESCB under this Treaty
and this Statute.” Art. 14.3 stipulates, “The national central
banks are integral part of the ESCB and shall act in accordance
with the guidelines and instructions of the ECB. The Governing

of the ECB will clarify this issue or maintain ambiguity
remains to be seen.

National central banks may also consider indirect
ways of assisting a bank experiencing severe liquidity
problems. One possibility would be to swap some of the
bank’silliquid assetsfor liquid assets in the bal ance sheet
of the national central bank with the latter effectively tak-
ing up the credit risk on the illiquid assets. Another pos-
sibility would be for the national central bank to guaran-
tee the institution in trouble (or undertake other similar
off-balance-sheet activities), as the Bank of England did
during the 1991-93 recession when severa clearing
banks withdrew wholesale funds from small banks and
building societies.3 The Governing Council of the ECB,

Council shall take the necessary steps to ensure compliance
with the guidelines and instructions of the ECB, and shall re-
quire that any necessary information be given to it.” Art. 18.1
does not prohibit these operations even though it requires that
lending should be based on “adequate collateral”; this article
refers to the ESCB, and not national central banks and is part of
the chapter, “Monetary functions and operations of the ESCB.”
Schoenmaker (1995, pp. 8-9) discusses this ambiguity.

3After the clearing banks pulled wholesale funds from
smaller banks, some medium-sized banks also began to have
funding pressures. The Bank of England provided indirect lig-
uidity support in the form of guarantees without which clearing
banks would have not funded the troubled banks. When liquid-
ity problems in some institutions became solvency problems,
the Bank of England made provisions against the losses associ-
ated with the guarantees. Knowledge of bank balance sheets
(some of the banks in trouble had capital ratios in the 12-15
percent range) allowed the Bank of England to identify 40
banksto which it provided guarantees. Neither the Bank of Eng-
land nor the clearing banks made the guarantees public until the
need for provisions was announced.

identify solvent institutions to which short-term li-
quidity assistance should be provided thanks to the
close cooperation between this bank, the independent
supervisory authority, and the Bundesbank. This close
cooperation has also allowed the Bundesbank to be
involved in resolving problems by encouraging strong
banks with ample liquidity to purchase illiquid, but
sound, assets from troubled institutions in need of li-
quidity. Deposit insurance and public funds have been
used to deal with insolvent institutions.

There are a number of reasons why such a frame-
work (three lines of defense, with no central bank
funds) might not be immediately applicable in the
event of a crisis within EMU. First, there is no ana-
logue of the Liquidity Consortium Bank in other EMU
countries nor is one planned at the EMU level. Sec-
ond, even if such institutions existed in each EMU
country, they would seem inadequate in relation to the
size and the cross-border systemic implications of a
liquidity crisisinvolving a major pan-European bank-
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ing group, unless such institutions were endowed with
considerable resources and had a much larger access
to supervisory information than what national super-
visors are likely to provide to the ECB. Third, the cur-
rent agreement about sharing information between the
ECB and the national supervisors—which can be
summarized by the formula “no real obligation, no
real obstacle, and some understanding” (see Box
5.1)—would probably not give the ECB the same au-
thority as the Bundesbank in brokering a solution to a
banking crisis at the EMU level. The ECB could play
thisrole only if it were perceived to have the same ac-
cess to supervisory information at the EMU level that
the Bundesbank has at the German level or if it had an
independent authority to inspect counterparties in
order to assess creditworthiness. Fourth, the German
system worked well in an environment with relatively
underdeveloped capital markets and a large share of
public ownership in the banking system, which im-
plied that any crisis would take place “in slow mo-
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however, may argue on the basis of Art. 14.4 that, al-
though such operations do not necessarily have an impact
on bank liquidity at the EMU level, they “interfere with
the objectives and tasks of the ESCB.” Asaconsequence,
the Council may issue guidelines prohibiting similar on-
and off-balance-sheet operations of the national central
banks or specifying that its prior authorization is re-
quired. Once more, it remains to be seen whether the
Council will clarify the issue or prefer to maintain some
ambiguity.4

If the guidelines are going to be strict enough to pre-
vent national central banks from providing any form of
direct or indirect liquidity assistance to abank in trouble,
there may be remaining leeway for national central banks
through the definition of eligible Tier 2 collateral.> Be-
cause eligible collateral must be accepted by all national
central banks, the ECB Governing Council would have
to approve such a proposal. It is unknown how this ap-
proval process would work in practice in the midst of a

4The occasion for clarifying thisissue may be the issuance of
the guidelines for the management of domestic assets and
liabilities of national central banks expected by end-1998,
athough they may not be made public. The original purpose
of these guidelines, which are still being drafted by the EMI, is
to discipline not the provision of emergency liquidity assis-
tance but only those operations of national central banks that
do not reflect monetary policy decisions of the ESCB (for
example, changes in each national central bank’s own bond
portfolio).

STier 2 assets will be accepted EMU-wide as collateral, but,
whereas losses on Tier 1 collateral would be shared across the
ESCB, losseson Tier 2 collateral would be borne by the national
central bank that proposes it.

crisis, but cases can be imagined in which it would be
costly, and pose systemic risks, to wait for such an ap-
proval process. Some have suggested that such crisis sit-
uations would be dealt with on an ad hoc, case-by-case
basis, in order to avoid allowing national central banks to
propose, and the Council to approve, the inclusion on a
permanent basis of additional assets in the list of Tier 2
eligible collateral.

In case of a genera liquidity crisis, reflecting, for ex-
ample, gridlock in an EMU payments system or TAR-
GET, the ECB may need to provide liquidity to avert a
systemwide crisis. In some instances, collateralized in-
traday credit and extraordinary open market operations
may be sufficient to inject the necessary funds. In other
instances, these operations may not suffice because of
lack of eligible collateral. The latter situation may arise,
for example, because of a sudden increase in the volume
of payments in RTGS systems like the one that took
place in CHAPS, the U.K. large-value payment system,
during the pound crisis of September 1992, which caused
foreign exchange transactions to double.® If banks do not
have enough eligible collateral to obtain intraday credit,
the probability of a systemic event could rise signifi-
cantly and force the ESCB to accept noneligible paper as
collateral for payments system overdrafts or open market
operations. The 1987 stock market crash is another ex-
ample of general liquidity crisis in which the U.S. Fed-
eral Reserve made clear that banks would have unre-
stricted access to the discount window so that they could
keep their credit lines to brokers and securities houses
open.

6Schoenmaker (1995, p.7).

tion” in relation to what could happen with EMU-
wide capital markets and banking systems. Finally, in
an integrated EMU banking system with severa
EMU-wide institutions, the use of deposit insurance
schemes and treasury funds would take time to deter-
mine how the financial responsibilities would be
shared among national authorities, and could delay the
resolution of a problem bank.

In the current institutional framework—composed
of the Maastricht Treaty, the Statute of the ESCB, and
the regulations and guidelines issued by the EMI—
considerable uncertainty remains about the scope that
national central banks might have in providing emer-
gency liquidity assistance to troubled banks (see Box
5.2). In all relevant cases, however, the ECB appears
to have either to inject extra funds into the system in
the event of a genera liquidity crisis or to make a de-
cision about whether national central banks should be
allowed to intervenein alocal liquidity crisis. Thisre-
quires access to intimate knowledge of counterparty
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institutions. Supervisory information would be neces-
sary to assess the credit risk that such operations
would involve in the event that noneligible collateral
needed to be accepted. Moreover, the ECB would cer-
tainly be unable to rely on market assessments to dis-
tinguish between a liquidity and a solvency crisis.16
Even if the ECB is going to be minimally involved
in the management of liquidity crises—possibly only
to authorize or deny LOLR operations of national cen-
tral banks—the current arrangements between na-
tional supervisors and the ECB about the exchange of
supervisory information seem inadequate during a
fast-breaking crisis. An arrangement in which the
ECB does not have independent access to supervisory
information on a systematic basis and in which bank-

16ln most liquidity crises—an exception was the Bank of New

York case in 1985—the solvency of the institution in difficulty was
suspect in the market, otherwise it would have been able to borrow
from the money market to meet its liquidity needs.
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ing supervisors “will be prepared to inform the ESCB
on a case-by-case basis should a banking crisis arise”
is making the ECB entirely dependent on national su-
pervisory authorities for the information needed to
make relevant decisions. In addition, the new frame-
work isnot clear about the understandings of the ECB,
the 11 nationa central banks, the 11 supervisory au-
thorities, and possibly the 11 treasuriesin EMU. In the
event of acrisisinvolving a European banking group,
clarity and transparency about the sharing of informa-
tion would greatly facilitate coordination and manage-
ment during the early stages of afinancial problem or
crisis.

In EMU, the limited agreement on information
sharing probably reflects the fact that no clear LOLR
function has been attributed to the ESCB and that, at
present, there does not seem to be a fully worked-out
framework for crisis management in EMU. Current
understandings seem to imply that crises would be
managed through ad hoc arrangements to do whatever
is necessary to avert systemic problems. The idea may
be that in the event of acrisis, a national central bank
or a national authority would find a way to provide
liquidity support, and then central banks and supervi-
sors would quietly pursue longer lasting solutions,
including finding buyers.1” Whereas this lack of trans-
parency may be interpreted as “constructive ambigu-
ity”18 aimed at reducing moral hazard, the current un-
derstandings and arrangements within EMU would
need to develop further significantly before they could
be workable in an environment in which speed is in-
creasingly becoming a critical factor in the handling
of financial and systemic crises. It isbelieved by some
European authorities that, once established, such
arrangements may well not be disclosed to the general
public because to do so would increase moral hazard.

The current decentralized approach leaves neither
national central banks nor national governments
clearly responsible for supervision of pan-European
banks or for ensuring EMU-wide financial market sta-
bility. As European banking groups emerge, the ques-

17The role that treasuries would play in crisis management in
EMU is another open question. Whereas treasuries may be the ulti-
mate providers of funds for bank rescues, it is unlikely that they
could be the immediate source of liquidity. This also reflects the
Maastricht Treaty limits to the monetary financing of the public sec-
tor, which imply that any pool of liquidity set aside by the treasuries
to deal with banking crises would need to be created ex ante.

18For an alternative, see Box 5.9 on the memorandum of under-
standing between the Bank of England and the new supervisory au-
thority. Although untested, this arrangement unambiguously assigns
responsibilities but maintains “constructive ambiguity” about the
means that will be employed in dealing with an emergency situation
(“The form of the response would depend on the nature of the event
and would be determined at the time,” paragraph 12) and on whether
support will be granted (“the Bank and the FSA would need to work
together very closely and they would immediately inform the Trea-
sury, in order to give the Chancellor of the Exchequer the option of
refusing support action,” paragraph 13).
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tions of whether national central banks could ade-
quately assess the risks of contagion and whether the
home country central bank of each bank could be eas-
ily identified will become increasingly relevant. In
addition, decentralized LOLR policies may create an
uneven playing field and introduce different levels of
moral hazard across EMU. At the same time, the ECB
will be at the center of European financial markets
without the tools necessary for independently assessing
creditworthiness of counterparties or the tools to pro-
vide direct support to solvent but illiquid institutions.
Thisis not likely to be sustainable, and the ECB may
soon be forced to assume a leading and coordinating
role in crisis management and banking supervision.

Developmentsin Group of Seven Country
Banking Systems

Resolving Japan’s Financial System Problems

This subsection discusses the main issues in resolv-
ing Japan’s financial system problems, and the mea-
sures taken by the authorities to address them. It re-
views developments in Japan’s banking system since
the 1997 Capital Markets report, followed by an analy-
sis of the size of the asset quality problem, based on
official figures and market estimates. Next, it presents
market views on why it has taken so long to address
these problems, and describes the “new approach” re-
cently adopted by the authorities to resolve banking
system problems and plans for implementing Big
Bang financial sector reforms. The section concludes
with an examination of the remaining challenges and
risks in implementing this bold new approach.

Recent Devel opments

During FY 1997, the Japanese financial system ex-
perienced three waves of financial turbulence. First, in
April 1997, Nissan Mutual was declared insolvent
(the first failure of an insurance company in the
post—World War Il period) and 2 of the major 20 banks
announced major restructuring plans. The national
“city” bank Hokkaido-Takushoku (HTB) announced a
plan to merge with aregional bank, and Nippon Credit
Bank (NCB) announced debt charge-offs that reduced
its BIS capital ratio to less than 3 percent.l® HTB's
plans to merge soon stalled over the quality of its as-
sets and were postponed sine die in September 1997.

The second wave came on November 3, 1997, when
Sanyo Securities became the first Japanese securities

19NCB underwent a major restructuring that reduced equity capi-
tal by 70 percent, including private recapitalization, liquidation of
three nonbank financial affiliates, and withdrawal from overseas ac-
tivities. As the restructuring proceeded, NCB entered into a small
cross-shareholding with Bankers Trust, but problems remained.
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The Japanese interbank market has experienced
episodes of considerable turbulence in the recent period.
The turbulence originated in the first week of November
1997, when Sanyo Securities, a second-tier brokerage,
filed for the commencement of reorganization proceed-
ings. Market concerns were heightened when the reorga-
nization of Sanyo resulted in the first-ever default on the
overnight call money market. Subsequently, in the wake
of this turbulence, Hokkaido Takushoko Bank (then one
of the top 20 banks) failed on November 17 and Ya-
maichi Securities (then the fourth-largest brokerage) an-
nounced on November 24 that it would close. Observers
have disagreed, however, on the extent to which the tur-
bulence caused, or merely exposed, the weaknesses of
these ingtitutions. It is clear, though, that the turbulence
was marked by dramatic shifts in interbank market rates.

Interbank market rates quickly rose to reflect the in-
creased level of market concerns. The Japan premium—
the premium over LIBOR that Japanese banks pay com-
pared with other international banks—for three-month
U.S. dollars shot up from under 10 basis points in the
first week of November to about 110 basis points in the
first week of December (about double the previous
record high). The TIBOR (Tokyo interbank offered rate)
also increased sharply, with the rate on one-month funds
rising from around 50 basis points in the first week of
November to around 110 basis points in the first week of
December (see Figure 5.1).

The TIBOR, which is atrimmed average (disposing of
the two highest and two lowest quotes), does not fully
show the extent to which the interbank market also seg-
mented in this period. That is, the interbank market
began to demand high rates from institutions viewed as
weak counterparties, similar to what happened in a num-
ber of other Asian markets during the emerging markets
crisis. For example, the TIBOR spread between Sakura
Bank (then rumored to be experiencing difficulties) and
Bank of Tokyo-Mitsubishi (viewed as among the
stronger Japanese banks) widened from virtually zero in
early November 1997 to about 20 basis points in early
December, and peaked at 3540 basis points in January
1998; the LIBOR spread between the two banks widened
considerably as well. This “tiering” occurred as the nor-
mal process of liquidity flow reportedly broke down.
Market participants have suggested that major interbank
players held large amounts of liquidity for themselves
rather than passing it through to smaller institutions as

Box 5.3. Turbulencein the Japanese | nterbank Market

they had in the past. These developments left a number
of institutions short of liquidity, which according to some
market participants may have increased the risk of asys-
temic collapse.

The market for term liquidity was reportedly espe-
cialy tight, reflecting concerns that funds would not be
available in the run-up to the end of the fiscal year in
March 1998 and that smaller counterparties would not
survive until then. This may account for the widening in
the spread between six-month and one-month TIBOR
rates early in January 1998, as the spread rose from vir-
tually zero (and even negative in late December 1997) to
about 25 basis points in the second week of January,
where it generally traded until a sharp increase in the
one-month rate brought the spread down abruptly toward
the end of February.

Following interventions by the Bank of Japan (see
Box 5.4), and in response to the announced ¥30 trillion
package of emergency financial measures, the Japan pre-
mium and Tokyo interbank rates eased. The Japan pre-
mium declined from over 60 basis points to about 20
basis points between end-February and mid-March 1998,
and the one-month TIBOR dropped from about 130 basis
points to about 50 basis points over the same period. In
the event, the end of the fiscal year was rather unevent-
ful in the Tokyo market, owing, inter alia, to the injection
of public funds and changes in accounting rules regard-
ing the valuation of equity holdings.

While market concerns have eased significantly since
the turbulence, and the Bank of Japan’s assets have de-
clined from their recent peaks, concerns persisted after
the end of the fiscal year. In April 1998, TIBOR re-
mained somewhat above that attained at the same point
in the previous year, with the one-month rate at about 61
basis points compared with about 57 basis points in April
1997, and the three-month rate at 68 basis pointsin April
1998 compared with 58 basis points in April 1997. The
Japan premium remained at levels well above that at-
tained at the same point in previous years, with the three-
month U.S. dollar premium at 26 basis points, compared
with 9 basis points in April 1997. The premium eased
somewhat thereafter, but rose again in June 1998, after
concerns surfaced about the financial condition of Long-
Term Credit Bank. These developments likely reflected
ongoing unease about the final resolution of the current
situation and unresolved questions about the solvency of
key institutions.

house since World War 11 to file for protection against
its creditors.20 Sanyo Securities had become a source

20Sanyo Securities applied for a reorganization, one of the six cir-
cumstances in which a Japanese company failing to repay debts and
thus unable to continue their business activities can be broadly consid-
ered bankrupt. The most typical case occurs when banks suspend credit;
other cases correspond to the three options for a company to file for re-
organization (i.e., under the Reorganization and Rehabilitation Act, the
Commercial Law, and the Composition Act), those in which the filing
is done by stockholders or creditors, and filings for liquidation.
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of apprehension in the previous months, after severa
insurance companies had been reluctant to roll over
subordinated loans, reflecting concern that the bro-
ker—crippled by losses from loans to affiliates—
would not survive the liberalization of brokerage fees
in early 1998. The failure of Sanyo Securities entailed
the default of some of its obligations, notably inter-
bank liabilities. These defaults heightened concerns
among market participants about the ability of Japan-
ese financial institutions to honor their obligations and
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Figure5.1.
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1Premium paid over London interbank offered rate by Japanese banks for three-month U.S. dollars.

led to a major drop in liquidity in the interbank mar-
kets and a substantial rise in the Japan premium (see
Box 5.3). On November 17, as a result of these pres-
sures, HTB was unable to raise funds in the market
and applied, with the support of its supervisors, to
transfer problem loans to the Deposit Insurance Cor-
poration (DIC) and normal assets and liabilities to
Hokuyo Bank, a second-tier regional bank also based
in Hokkaido.2t

A third wave of turbulence began on November 24,
when the 100-year-old Yamaichi Securities, the fourth
largest securities house in Japan, announced its inten-
tion to cease all business because of growing liquidity
problems. The closure reflected the recognition of past
losses from tobashi (that is, stock-trade losses made
on behalf of preferred customers), which had been
hidden and reshuffled for six years, mainly in foreign
accounts. Yamaichi’s decision surprised the markets,
because despite recent losses due to sanctions in con-
nection with its involvement with a sokaiya group,?2

21An inspection by the Ministry of Finance after HTB’s collapse
indicated that the bank had ¥940 billion in bad loans and ¥1.35 tril-
lion in questionable loans, with liabilities exceeding assets by ¥840
billion, before accounting for ¥200 billion in bad loans to affiliates.
(Financial statements filed later disclosed ¥1.14 trillion in nonper-
forming loans.) The resolution of HTB involves Hokuyo Bank and
Chuo Trust Bank as receiving banks for good assetsin the Hokkaido
region and Honshu, respectively, and the Resolution and Collection
Bank (RCB) taking over the doubtful and uncollectible loans. Trans-
fers of substandard loans have been delayed over the value of loans.
Chuo Bank planned to apply for DIC funds, to support the stock of
good loans received from HTB.

22In 1997, the government investigated, prosecuted, and charged
several companies in connection with similar crimes. According to
accounts, sokaiya racketeers extort money from companies using
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the company had long-held ties with the large Fuyo
keiretsu (industrial group to which Fuji Bank is con-
nected) and was considered solvent.

Prompt intervention by the Bank of Japan after the
collapse of HTB and Yamaichi (Box 5.4) avoided the
repetition of the financial disruptionsthat followed the
collapse of Sanyo Securities, but overall market con-
ditions continued to deteriorate in December. Chang-
ing market sentiment about the likelihood of bank clo-
sures was reflected in large deposit withdrawals from
weak banks, and contributed to the decision by credit
rating agencies to consider downgrades for severa
banks. Market discipline led to atiering in stock mar-
kets, with marked declines in stock prices of weaker
banks (Figure 5.2). This divergence was intensified by
a spate of bad economic news in early December,
which sent Japan’s stock market to a six-year low, and
raised pressures on banks whose capital bases were
most vulnerable to changes in stock prices.23 The im-
minent implementation of the new supervisory frame-
work, which requires supervisors to take prompt cor-
rective action whenever banks' capital-to-risky-asset
ratio fall below a certain level, created additional con-
straints on banks, and was deemed partly responsible
for the contraction in credit observed at that time.

the threat of disrupting shareholders meetings by asking manage-
ment embarrassing questions. These threats have a large negative
impact on minorities' shareholder rights. Most of the more than
3,000 listed companies schedule annual meetings at the exact same
time just to avoid these risks.

23For most of the 1990s, banks have revalued their stockholdings,
thereby reducing their hidden reserves to offset weak profits or op-
erational losses. Most recently, the reduction in reserves (from ¥8
trillion in March 1997 to ¥2 trillion in March 1998) has resulted
mainly from reductions in equity prices.
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Figure5.2. Japan: Performance of Selected Bank Stocks, January 6, 1997-July 13, 1998
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In late December, the Liberal Democratic Party
agreed to take emergency measures to stabilize finan-
cial markets and improve depositors confidence.
These measures—which improved the ability of the
authorities to deal with the problems of the financial
system—were preceded by the announcement that the
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size of banks impaired loans amounted to ¥76.7 tril-
lion or 15.4 percent of GDP. The announced measures
(discussed in more detail below) centered on strength-
ening the financia condition of the DIC and were ac-
companied by several regulatory changes that assisted
the major banks in observing those prudentia ratios,
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Box 5.4. The Expansion of the Bank of Japan’s Balance Sheet

Starting in late 1997, the Japanese interbank market
has experienced periods of significant turbulence. In that
year normal mechanisms in the interbank market for dis-
tributing liquidity reportedly broke down amid the con-
cerns raised by the failures of several financial institu-
tions. In this environment, interbank lending rates rose
sharply. To address these difficulties, the Bank of Japan
stepped aggressively into the interbank, commercial
paper, and repo markets at various points, providing large
amounts of funds.

In addition to providing liquidity to the market in the
immediate aftermath of the collapse of Hokkaido-
Takushoku Bank (HTB) and Yamaichi Securities, the
Bank of Japan’'s balance sheet continued to expand in
early 1998 (see table). The Bank of Japan usually pro-
vides extra liquidity ahead of the end of the fiscal year,
but the amount provided in late FY 1997 was about five
times as much as provided by end-FY 1996, resulting in a
50 percent expansion of the Bank of Japan’s balance sheet
between end-October 1997 and end-March 1998. In-
creases in interventions by the Bank of Japan in the period
often responded to market concerns reflected in interbank
rates. Concerns peaked around the end of November, then
eased somewhat in December as the Bank of Japan ex-
panded its assets by ¥6.4 trillion, though rates remained at

Bank of Japan’s Selected Accounts
(In billions of yen; end of period)

high levels. Pressures began to build again in early 1998,
and the Japan premium climbed from about 50 basis
points in mid-January to about 65—70 basis points in Feb-
ruary. In response, the Bank of Japan aggressively in-
jected more funds into the markets. The Bank of Japan’s
assets rose by about ¥9 trillion during February. The ex-
pansion of the Bank of Japan’s assets accelerated in the
run-up to the end of the fiscal year, as its assets rose by
another ¥15 trillion in the period between March 10 and
March 31, 1998. In late June, it resumed large injections
of liquidity, after lenders became restive on rumors con-
cerning troubled Long-Term Credit Bank (LTCB) and
money market interest rates rose again.

The Bank of Japan used a variety of mechanismsto in-
tervene in financial markets, including repo operations
(introduced at end-November 1997), commercia paper
transactions, and Article 38 and Article 33 lending (these
operations, known by the articles defining them in the
Bank of Japan Law, are described in footnote 30 below).
First, the Bank of Japan engaged in so called “twist op-
erations,” in which it provided about ¥6 trillion through
repo operations with maturities usually stretching be-
yond the end of the fiscal year. These operations were
targeted to satisfy a strong excess demand for longer ma-
turities, which was widely reported in the markets to

Cash
Loans Deposits Collateral in

Total Bills JGBsin to the with Exchange Other Bills Sold

Assets  Purchased Loans Custody JGBs DIC Agencies for JGBs Accountst  (Liabilities)
3/31/97 62,426 5,400 1,087 46,448 532 3,950 1,497 5,690
10/31/97 58,143 3,882 836 48,106 292 359 797 3,402
12/31/97 71,458 9,501 4,634 2,313 47,366 293 0 3,493 5,155
3/31/98 91,500 10,599 5,242 6,127 52,841 1,777 3,393 6,854 20,300
6/20/98 70,471 3,662 3,298 3,190 49,126 2,061 394 3,632 10,705
6/30/98 75,396 3,573 3,122 2,400 55,631 1,980 947 2,722 13,061

Source: Bank of Japan.

1Reflected as of March 31 among cash collateral in exchange for Japanese Government Bonds (JGBS).

most notably the permission to value securities at cost
instead of the minimum of cost and market prices, and
a first round of capital injections with public funds
(Table 5.1). Although the shares of the weaker institu-
tions surged, shares of stronger banks experienced
only a moderate price increase, on the perception of a
resurfacing of the “convoy system.”

The package constituted the first time public funds
were made available on a massive scale, and calmed
markets and tided banks over to the end of the year.
Virtually all major banks and three regional banks re-
ceived capital injections, which were of similar mag-
nitude. The injections complemented banks' attempts
to improve capital ratios by reducing risk-weighted
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assets, including through the sale or securitization of
about ¥4 trillion in assets, the use of credit derivatives,
and the issuance of nonvoting preferred stock in inter-
national markets (at a significant premium over U.S.
treasury bonds).24

The mgjor banks took up the room provided by ac-
cess to public funds and changes in accounting meth-

24Firms, on their part, also turned to capital markets, boosting the
issuance of corporate bonds and commercial paper by 55 percent
and 12 percent, respectively. The government also adopted mea-
sures aimed at expanding the role of public institutions in financial
intermediation, inter alia, by making available guarantees to ¥12
trillion in new loans during FY 1997—FY 1998.
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have resulted from the reluctance of liquid banks to lend
to weak banks—the way the interbank market would nor-
mally operate—at those maturities, in fear that borrowers
would become insolvent by then. Second, Bank of Japan
loans to financial institutions rose from ¥0.8 trillion in
October 1997 to ¥5.2 trillion at the end of March 1998.
More than half of this increase originated from the pro-
vision of funds for the unwinding of HTB’s operations
under Article 38 (these loans peaked at ¥3.8 trillion in
November 1997, and stood at ¥3.2 trillion at end-March
1998), with collateralized lending to institutions that
were weak but deemed solvent (Article 33 lending) ac-
counting for most of the balance, which increased five-
fold in the run-up to FY 1998.

Third, the Bank of Japan engaged in operations to as-
sist institutions in liquidating commercial paper when
this market dried up. After the turbulence in November
1997, some institutions were unable to sell high-grade
commercial paper in the commercial paper market in
order to raise liquidity. In response to this situation, the
Bank of Japan reactivated this market by buying eligible
commercial paper, through prescreened auctions with in-
stitutions it normally conducts monetary policy opera-
tionswith, including all of the top 19 banks. The Bank of
Japan also increased its holdings of other commercial
bills, with the combined stock of commercial paper and
other bills as of end-March 1998 standing at ¥10.3 tril-
lion, twice the level observed at the end of FY 1996 (the
average of this stock over the six months before the No-
vember 1997 turbulence was about ¥3 trillion). About
half of that stock corresponded to holdings of commer-
cial paper. Some market participants have suggested that
the Bank of Japan exercised some discretion in deposit-
ing funds in individual financial institutions.

On March 31, 1998, the year-over-year increase in the
Bank of Japan’s balance sheet was about ¥30 trillion, a
growth rate of 45 percent. About ¥6 trillion of this ex-
pansion was accounted for by double-counting of Bank
of Japan repos, owing to tax considerations that favor the
booking of these operations as securities lending with
cash collateral. The Bank of Japan also attributed a sig-
nificant part of another ¥6 trillion increase in its assets to

the rise in its holdings of Japanese Government Bonds
(JGBs) linked to fiscal factors stemming from the is-
suance of financing bills to cover a fiscal gap between
the beginning of the fiscal year and the approval of the
budget (which occurred on April 8, 1998). On balance,
the large provision of liquidity underpinning the expan-
sion of the Bank of Japan’s assets (more than 30 percent,
after taking into account the two items above) was trans-
lated into only a modest increase in high-powered
money. Despite the significant liquidity needs faced by
some financia institutions and sectors after November
1997, which resulted in the provision in the period from
mid-December to mid-March of about ¥20 trillion in
funds maturing after the end of fiscal year, alarge part of
the liquidity injected by the Bank of Japan in the period
was absorbed by ¥15 trillion in sales of Bank of Japan
bills (monetary management paper). Examination of
banks' balance sheets indicate a flight of customers’ de-
posits from banks perceived as weaker to those perceived
as strong, which was not reflected in any immediate sig-
nificant rebalancing of the corresponding loan books.

The Bank of Japan’s assets declined over subsequent
months, but remained above precrisis levels. On June 20,
1998, its assets stood at about ¥70 trillion, about ¥7 tril-
lion above the level at end-October 1997 (adjusted for
double-counting of repos). Of this increase, more than
half is due to commitments on behalf of failed institutions
under Article 38 lending and loans to the DIC (both are
guaranteed by the government). The decrease in Bank of
Japan'’s assets between end-March and the third week of
June reflected a decline in outstanding repos, and more
markedly of “bills purchased” with the unwinding of the
“twist” operations after the closure of banks and firms'
books, aswell as of JGB holdings after the passage of the
budget. In the last week of June, developments regarding
the Long-Term Credit Bank put new pressures on money
markets, especially for maturities over three months (that
is, stretching beyond the semiannual closure of books on
September 30), and were followed by significant injec-
tions of liquidity. Surpluses on money markets of more
than ¥1 trillion became common and were reflected in an
increase in Bank of Japan’s holdings of JGBs.

ods to increase their provisions and write-offs (Table
5.2), while succeeding in most cases to boost their re-
ported prudential capital ratio. The strongest banks
among the 19 core banksincreased their |oan loss pro-
visions and charge offs by a factor of threeto five vis-
avis the previous fiscal year. Provisions and write-
offs for the core group as a whole doubled to ¥10.6
trillion. Because banks' net operating profits (gyomu-
juneki) contracted sharply, especially among trust
banks whose funding costsincreased, the boost in pro-
visions was translated into large negative pretax prof-
its (keijo rieki) for most major banks, including al city
banks. Typically, gross operating revenues declined,
while general and administrative expenses were in
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most cases stable or dightly higher. Despite the in-
crease in provisions, several major banks continued to
be downgraded by rating agencies, on concerns about
profitability and asset quality. As a step to improve
market confidence, the Governor of the Bank of Japan
has in recent months encouraged banks to disclose
their self-assessments (Box 5.5). More recently, one of
the long-term credit banks announced the intention to
merge with atrust bank.

Size of the Bad Loan Problem

The official release of the aggregate result of banks
preliminary self-assessments is a welcome acknowl-
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Table 5.1. Japan: Regulatory Changesin the
Computation of Prudential Capitalization of Banks

Option to value stockholdings at purchase price instead of
minimum between purchase and market price. Under the cost
valuation method, latent losses need not to be subtracted from
Tier 1 capital, and latent gains do not contribute to Tier 2
capital; under the minimum price method up to 45 percent of
latent gains could be counted among Tier 2 capital. At the end
of FY 1997, 7 of the largest 19 banks carried unrealized |osses
on stockholdings, which added up to ¥1 trillion.

Option to revalue real estate holdings, assigning the revaluation
excess to areserve, 45 percent of which could be counted as
Tier 2 capital (the estimated value of this reserve for major
banks adds to ¥1.2 trillion).

Reduction of the risk weighting of loans with a guarantee from
apublic credit guarantee association to 10 percent (estimated to
reduce risk-weighted assets by ¥6 trillion, freeing some ¥0.4
trillion in banks' capital).

Postponement by one year of the 4 percent minimum capital to
risk-weighted asset ratio requirement for those banks without
oversess operations that had drawn up restructuring plans with a
view to strengthening their capitalization in the period (of the
80 international banksin early 1997, around 35 have withdrawn
from international operations, thus obtaining the grace period
and halving their eventual capital adequacy requirement in
relation to the 8 percent ratio required from other banks).

In addition, these regulatory changes were made following the
amendment to the Basle Capital Accord:

Option to fully account the formerly mandatory reserves for
losses on trading account securities and the “ Government Bond
Price Fluctuation Reserves” in Tier 1 capital (contribution to
Tier 1 capital of ¥0.1 trillion).

Netting of compatible loans to and deposits from the same
borrower.

Reduction of capital requirement for securitized loans in which
banks hold less than 8 percent of the subordinated portion to the
amount of the residual risk (the measure also for the first time
recognized this type of asset).

Reduction of the weight of loans to securities houses (from 100
percent to 20 percent).

edgment that the size of problem loans is larger than
has been indicated in the past (Box 5.5 describes the
prudential classification used in the process, which is
only partially reflected in nonperforming loan figures
disclosed in banks' financia statements).2> However,
developments since these trial self-assessments were
conducted suggest that Japan’s debt overhang is larger
than the figures announced in January. Market partic-
ipants have formulated several estimates of the risks
in Asian and corporate exposures and of potentia
problems in nonbanks, such as credit cooperatives and
insurance companies.

25The expression “bad loans” is used hereafter in a generic sense.
“Problem loans” is mostly used in reference to figures from banks
financia statements and correspond to nonperforming loans plus re-
structured loans and loans in support of customers. “ Questionable”
or “impaired” refers in general to the aggregate figure of loans in
classes I, 111, and 1V under banks' self-assessment classification.
The denominations of “substandard,” “doubtful,” and “loss” mirror
those adopted by the Bank of Japan (see Table 5.3).
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Size of Problem Loans in the Banking Sector. In
May 1998, the 19 largest banks disclosed a total of
¥22 trillion in problem loans (a 20 percent increase
vis-avisMarch 1997). Thisincrease reflected new ac-
counting rules, which accounted for 40 percent of the
increase in disclosed problem loans (Table 5.4). Pro-
visions were translated into a ¥5 trillion increase in
specific provisions, but this did not correspond to a
major reduction in banks' vulnerability. The aggregate
ratio of provisioned problem loansto equity increased,
especially when adjusted for reductionsin the value of
hidden reserves related to reductions in equity prices.
Because of these adjustments, the ratio exceeded 100
percent for one city bank, and two of the seven trust
banks.

As noted earlier, banks self-assessments of im-
paired loans (net of reserves) were announced in Jan-
uary 1998 and totaled ¥76.7 trillion. According to
banks' self-assessments, the core Japanese banks held
¥54 trillion in impaired loans, of which ¥45 trillion
were classified as substandard, which correspondsto a
ratio of impaired loans net of provisions to total loans
of approximately 12 percent. The ratio of unprovi-
sioned disclosed problem loans to total loans was 2
percent.

Banks were required to take a forward-looking ap-
proach to assessing asset quality. Compliance with
this requirement has not been evaluated by supervi-
sors, and the impact on asset quality of changes in
economic conditions since September 1997 was
largely unforeseen. There is no evidence that banks
self-assessments anticipated the further deterioration
in asset quality. As a result, market participants have
estimated the impact on the original self-assessment
figures of the following considerations.

(1) According to BIS statistics, as of mid-1997,
Japanese banks had atotal of $276 billion (about ¥36
trillion) in loans outstanding to entities in Asia out-
side Japan. According to the Bank of Japan, up to
one-third of these loans were to foreign affiliates of
Japanese companies, and there has been debate about
whether parent companies in Japan would make good
on the obligations of affiliates. However, self-assess-
ment rules require that any foreign loan rescheduled
due to a country’s exchange rate problems should be
classified, including loans to Japanese firms. Accord-
ing to markets, a conservative assumption is that the
proportion of these exposures that might be impaired
would equal the ratio of domestic impaired loans to
total loans, which would add ¥5 trillion to the self-
assessment figures.

(2) A potentially greater increase in problem loans
originates in the deterioration in the financial condi-
tion of the nonfinancial corporate sector in Japan.
Japanese firms are highly leveraged, with leverage ra-
tios (liabilities relative to replaceable assets adjusted
for land values) three times those of U.S. nonfinancial
companies and corporate loans amounting to ¥550
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Table 5.2, Japan: Profit and L oss Accounts of the Major Banksin FY 19971

(In billions of Japanese yen unless otherwise stated)

Net Interest
Net Revenue/ Fees/Total Profits on
Interest Interest Total Revenue  Revenue  Gyomu-  Securities LoanlLoss Keijo
Revenue Margins (Inpercent)  (Inpercent) Juneki2 Holdings Provisions Rieki3

City banks

Bank of Tokyo-Mitsubishi 623.6 15 66.2 10.3 3429 197.4 1,549.1 —917.5

Dai-Ichi Kangyo Bank 554.7 1.6 77.9 10.3 3231 292.7 752.9 -154.9

Sakura Bank 589.0 1.7 86.7 10.0 293.8 533.0 1,181.0 —417.2

Sumitomo Bank 585.7 1.6 83.0 9.8 308.1 136.8 1,072.9 —-617.4

Fuji Bank 503.0 1.6 73.8 9.5 3204 209.6 951.6 -576.3

Sanwa Bank 554.6 1.7 85.8 10.2 351.9 208.3 945.1 —413.4

Tokai Bank 303.5 15 721 10.1 173.0 155.1 391.5 —44.4

Asahi Bank 350.9 1.7 86.6 8.7 156.4 149.2 477.4 -189.8

Daiwa Bank 209.7 1.9 74.6 9.4 96.5 148.3 385.2 -151.2
Long-term credit banks

Industrial Bank of Japan 277.3 1.2 70.5 19.4 230.7 68.0 647.3 —357.7

Long-Term Credit Bank of Japan 178.0 1.1 89.2 17.5 164.7 158.8 589.4 -320.0

Nippon Credit Bank 117.3 15 78.9 11.7 130.1 43.1 133.4 16.4
Trust banks

Mitsubishi Trust 310.9 25 89.0 8.1 2232 68.8 287.1 5.7

Sumitomo Trust 227.3 21 74.0 9.1 131.4 89.9 333.0 —-935

Mitsui Trust 177.2 1.9 97.1 10.5 121.2 183.0 2389 4.4

Yasuda Trust 161.1 25 90.0 13.7 924 30.8 261.1 -151.3

Toyo Trust 126.5 1.6 79.1 19.1 49.1 353 122.4 16.1

Chuo Trust 814 2.2 716 17.9 58.4 40.7 88.8 9.1

Nippon Trust 27.3 0.2 80.5 19.8 22 54 156.0 —200.7

Total 5,959.0 1.7 80.4 12.4 3,569.5 2,754.2 10,564.1 —4,553.6

Source: Fitch IBCA Ltd.
1Fiscal year ended March 31.

2Net operating profits before specific loan loss charges and gains on the investment portfolio (source indicates that due to adjustments, this

measure cannot be precisely calculated from public data).

3Pretax, pre-special-item current profits that include those from securities holdings.

trillion. Further, even though Japanese lending rates
have been at a historical low, interest coverage ratios
(interest costs relative to operating surpluses) are
higher than in other industrial countries and are
expected to deteriorate (Table 5.5). Moreover, market
analysts estimate that corporate profits will decline
by 1020 percent in FY 1998. Finally, because 60 per-
cent of banks loans are to small and medium-sized
enterprises, the recent increase in bankruptcies have a
large bearing in their portfolios. The nonfinancial cor-
porate sector in Japan had in FY 1997 its worst year
since World War 11 in terms of bankruptcies. The
number of companies going bankrupt rose by 17 per-
cent, and new bankruptcy-related debts increased by
64 percent.

Markets consider it unlikely that many of the bank-
ruptcies in late 1997 were accounted for in self-
assessments, even among the substandard loans, or
that bankruptcies that occurred, or are likely to occur,
in 1998 were anticipated. Thisis because prospectsfor
corporate profitability (captured for instance by the
consensus forecast) started to decline only during the
last quarter of 1997. A conservative assumption would
be that between 3 percent and 5 percent of corporate
borrowing from banks are, or will become, impaired
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in one way or another. This would add roughly an-
other ¥20 trillion to the total potential debt overhang.

(3) About ¥10 trillion should be deducted from
banks' self-assessments to reflect provisions made by
banks in FY 1997 (for most banks, those figures did
not reflect provisions on September 30, 1997). On the
other hand, according to market sources, problem
loans to affiliated companies were underrecorded by
¥5 trillion.26

Potential Problems in Nonbank Financial Sector.
Among nonbank financial institutions, cooperatives
(which account for about one-sixth of total loans in
Japan) and insurance companies also face problems.
Markets estimate that ¥18 trillion in cooperative |loans
are impaired (of which half constitute disclosed prob-
lem loans). In recent months, more than 30 coopera-

26Market estimates of banks' questionable loans, gross of re-
serves in banks' balance sheets and loans transferred to the Coop-
erative Credit Purchase Corporation (CCPC) (see below) would
amount to between ¥100 trillion and ¥130 trillion. In late July, new
self-assessment figures were rel eased, indicating amarginal change
in impaired loans gross of provisions. These figures are being ex-
amined by inspectors with a view of checking, inter alia, the accu-
racy with which they have reflected the quality of domestic and
Asian loans.
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Box 5.5. Banks Self-Assessments and the PCA Framewor k

The new classification system groups loans into four
categories: “pass’ or class |, “substandard” or class Il,
“doubtful” or classlll, and “loss’ or class 1V (Table 5.3).
Guidelines prepared by the Ministry of Finance establish
that the classification of any loan should take into ac-
count the quality of the borrower and of collateral, which
provide aforward-looking character to the classification,
and help in assessing the potential magnitude of |osses to
be provisioned. The attempt to assess the potential mag-
nitude of losses wasimplicit in another feature of the sys-
tem: the split of loans for the purpose of classification.
Under this arrangement, fractions of each loan would be
reported in different classes, taking different risks into
account. For instance, the fraction covered by collateral
or guarantees might be recorded in classes | or I, de-
pending on the quality and specificity of these enhance-
ments. In the same vein, the part of a questionable loan
already provisioned for would be deducted from the fig-
ure reported, and recorded in class |.

Banks became responsible for the amount of specific
provisions set aside for individual loans, following
guidelines prepared by the Japanese A ssociation of Audi-
tors. These guidelines suggested that provisions for loans
in classes | and Il should reflect the historical losses for
these classes (the bad-debt result ratios), while write-offs
and provisions for class |11 loans should take the amount
appropriate for each debtor, and write-offs and provi-
sions for class IV loans should be taken for the full
amount of loss (in February 1998, the Bank of Japan
published a study presenting historical transition ratesfor
a sample of banks that could help in gauging adequate
provision ratios). Although the ministerial guidelines put
great emphasis on marking collateral values to market,
they made few references to specific methods to account

for the multitude of liens that are usually attached to an
important type of collateral—real estate. The approach
also did not emphasize the cost of the time it may take to
take control of such collateral, although, according to
some sources, banks have traditionally attempted to ac-
count for this cost by discounting the market value of
collateral. External auditors will be responsible for veri-
fying the methodology used by banksfor carrying out the
self-assessments and certify the results. The profession,
which comprises about 10,000 practitioners plus some
foreign nationals (the comparable number in the United
States is about 300,000), is expected to respond to the
new requirements by expanding the number and improv-
ing the training of certified public accountants.

The new PCA framework in Japan broadly parallels
the approach used in the United States, but has some key
differences (see International Monetary Fund, 1997).
First, trigger points for most actions are lower in Japan
than in the United States. Second, while supervisors in
the United States can use discretion only to strengthen
their actions, in Japan, discretion is reserved to weaken
the supervisors' actions. Third, the system in Japan intro-
duces a distinction between banks with and without in-
ternational activities, further lowering the trigger points
for the latter (broadly, the capital ratio that triggers ac-
tionsis 4 percent of risk-weighted assets for banks with-
out international activities, compared with 8 percent for
banks with international activities). Finally, while U.S.
supervisors can order a bank into receivership or conser-
vatorship in 90 days after the bank capital ratio has fallen
below 2 percent, in Japan orders to suspend the whole or
a part of a bank’s business can be issued only after all
capital is wiped out, or after the net value of assets is
clearly expected to become negative.

tives have applied for resolution with support from the
DIC, including 3 large ones.

The difficulties the life insurance industry is experi-
encing stem from two sources. First, asset quality
broadly parallels that of the banking sector, although
market participants generally believe that the average
quality of borrowers from insurance companies is
lower than that from banks. Second, insurersface a se-
rious imbalance between the return on their assets and
the cost of their liabilities (alarge fraction of the stock
of insurance policies still carries guaranteed returns
around 5 percent). Although life insurance policies
generate a surplus in current revenues (inter alia be-
cause actual mortality is lower than assumed mortal -
ity), the “negative spread” on the stock of older poli-
cies is eating into the industry’s pool of capital (the
nominal capitalization of the industry, that is, the dif-
ference between assets and reserves, amounted to ¥2.5
trillion in mid-1997). Moreover, market perceptions
have been that many insurers started to hold unreal-
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ized losses when the Nikkei index fell below 16,000.
The sector has a ¥70 trillion loan portfolio (some of it
to banks). Accounting for the relatively lower quality
of borrowers, an estimate of ¥20 trillion in impaired
loans would be reasonable. Problems in the insurance
sector could translate into downward pressure in stock
markets and specific problems for banks, because in-
surance companies are major holders of subordinated
bank debt.

Market Views on Why It Has Taken So Long to Deal
with the Problem

For most of the 1990s, the authorities’ and banks
reactions to these problems have been slow. Although
three agencies were created to help deal with the dis-
position of bad real estate assets, their scope was lim-
ited and they have achieved very little (Box 5.6). De-
posit-taking institutions have set aside almost ¥40
trillion in provisions, but most problem loans are still
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Table 5.3. Japan: Self-Assessments of Loan Classifications

Classification by
Borrowerl

Definition

Bankrupt

De facto bankrupt

Close to bankruptcy

Marked

Sound

Failed borrowers that are in bankruptcy or are in the process of liquidation,
corporate adjustment and reorganization, or composition; or whose banking
transactions have been suspended.

Borrowers with no legal or formal announcement of failure, but in serious
financial difficulties. Firms without any prospect of reorganization.

Borrowers in financial difficulties with a high possibility of failure in the
future. Firms that are not in failure at present, but whose progress in
formulating a management reform scheme has been slow and satisfactory.

Borrowers that are in any of the following doubtful situations: (1) problems
with lending terms such as restructuring or suspension of interest payments,
(2) the possibility of default as seen in delayed repayment of principal or
interest; (3) sluggish or unstable business performance; and (4) deteriorating
financial condition.

Borrowers with good business performance and in sound financia condition.

Classification of Loans?

Definition

Loss (L) (1V)

Doubtful (D) (111)

Substandard (S) (I1)

Nonclassified (1)

Uncollectible loans or those of no value. Includes the portion of loans to
“bankrupt” or “de facto bankrupt” category of borrowers that are not secured
by collateral or guarantees.

Loans with concern over final collection or final value. Includes the
unsecured loans to borrowers classified as “close to bankruptcy” and loans to
“bankrupt” and “de facto bankrupt” borrowers of which collection through
collateral and guarantees is uncertain.

L oans requiring attention when collecting. Includes loans to “ marked”
borrowers (excluding those secured by prime collateral) and loans to
borrowers classified under “bankrupt,” “de facto bankrupt,” and “close to
bankruptcy,” that can be collected through collateral and guarantees.

L oans other than those included in the above three classifications.

Relationship Between Categories of Borrowers and Loans

Classification by Loan

Loss (L) Doubtful (D) Substandard (S) Nonclassified
Bankrupt Applicable  Applicable Applicable Applicable
De facto bankrupt Applicable  Applicable Applicable Applicable
Classification Close to bankruptcy Applicable Applicable Applicable
by Borrower  Marked L Applicable Applicable
Sound A Applicable

Source: Bank of Japan.
1The process of the changein the asset quality and the resultant loan loss ratio for each category aretraced.
2(1) to (1V) refer to the categories used in the Ministry of Finance's inspection.

being carried on bank balance sheets, many of them
with little provisioning. Market participants have
identified at least five reasons why Japan’s financia
sector problems have not yet been resolved:

(1) Japanese banks and officials had for along time
believed that there was time to use current earnings to
build provisions and to increase earnings power. As of
April 1998, market participants were indicating that
the authorities and the banks were “in a state of de-
nial” about the size of the financia system problems
and the efforts it would take to resolve them.

(2) Western investment banks operating in Japan
have indicated that the Japanese financial system does
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not yet have the legal infrastructure for dealing with
debt restructuring in expeditious ways. The usua
practice is thus to stretch out the maturity and carry
the loan indefinitely.

(3) Japanese bank managers are perceived to have
little if any incentive to alter their business practices.
In particular, owing to the web of relationships be-
tween core shareholders and main customers, there are
few incentives for them to improve banks' profitabil-
ity, inter alia, by aggressively pursuing collection ef-
forts on bad loans.

(4) Although about ¥1 trillion in bad loans have
been sold since March 1997, there are reasons why
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Table 5.5. Japan: Selected Corporate Financial Indicators

Selected Financial Ratios

(In percent)
FY 1994 FY 1995 FY 1996 FY 1997 FY 1998t
Financial expenses to sales 2.00 1.82 1.52 141 ce
Current profitsto sales 2.01 2.58 2.78 2.66 2.64
Financial expenses to profits 99.5 70.5 54.7 53.0 ce
Cash and deposits to borrowing
All industries 28.0 25.7 24.9 235
Nonmanufacturing 17.6 15.8 15.0 135 cen
Year-on-year change in sales -0.6 11 5.1 0.6 -04
Year-on-year change in profits 125 22.1 12.8 4.3 -1.2
Implicit Corporate Debt-Service Coverage
1995 1996 Nov. 1996 Apr. 1997 Nov. 1997 Apr. 1998
Major industries
Average interest rate (in percent) 2.8 25 2.6 25 24 24
Stock of corporate loans (in trillions of yen)2 484.5 488.7 478.6 480.7 477.9 476.6
Industrial shipments (1995 = 100) 100.0 102.7 107.5 103.8 103.7 95.8
Wholesale price index (1995 = 100) 100.0 101.6 101.0 103.1 101.5 100.3
Revenues? 100.0 104.3 108.5 107.0 105.3 96.1
Interest payments/revenues (1995 = 100) 100.0 88.0 85.0 83.0 80.0 87.0

Source: Bank of Japan.
1March 1998 (Tankan) projection.

2] oans from domestic licensed banks (April 1998 column shows March 1998 stock).

3Industrial shipments inflated by wholesale price index.

both suppliers and demanders of collateralized prop-
erties move slowly. Most suppliers—either the banks
holding the bad paper, or the construction companies
that borrowed—have little incentive to liquidate the
questionable parts of their loan portfolios. Most bad
“asset bubble’ loans are seen by banks as zero cost,
out-of-the-money “options’ on the properties that lost
value when the asset price bubble was deflated; that is,
banks would receive little value by selling the loans,
while low interest rates have reduced the costs of car-
rying them. Demand has been dampened by the mul-
tiplicity of liens on properties, problems of dealing
with the ultimate borrowers, and other hurdles faced
by potential buyers.

(5) In order for the government to force banks to re-
structure balance sheets (dispose of the loans), the
construction industry would have to mark its assets to
market, as tax regulations do not favor banks' unilat-
eral actions (as arule, provisions and debt forgiveness
are not automatically tax deductible). In the process,
many firms in the construction- and property-related
sector would likely be declared insolvent. Because the
sector hires more than 10 percent of Japan’'s labor
force, there has been reluctance in forcing these com-
panies to take this road unaided.

New Approach to Resolving Banking System Problems

In the last three years, the authorities have on three
occasions introduced measures to address aspects of
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financial system problems. The first such occasion
was in early 1996, when the decision was taken to re-
form the supervisory framework, after the large public
outcry associated with the collapse and bailout of
banks housing loan companies (jusen). The second
was the announcement in late 1996 of Big Bang re-
forms, a blueprint to phase in free and open competi-
tion and permit market incentives to allocate capital
within Japan. The third occasion was the passage of
emergency measures in early 1998 in which the deci-
sion was taken to make available public funds to the
DIC to enable it to guarantee all bank deposits until
2001 and to permit the recapitalization and restructur-
ing of banks. These measures taken together constitute
a bold new approach to resolving Japan's financia
system problems, including the promotion and cre-
ation of efficient and effective financial and capital
markets in Japan. The bulk of these initiatives have
been tranglated into law, and are scheduled to be im-
plemented by 2001. More recently, anew impetus was
given to initiatives for resolving real-estate-backed
loans.

Use of Public Fundsto Protect Deposits and to Re-
capitalize, Restructure, and Consolidate Banks. In
December 1997, the authorities decided to provide
¥30 trillion in public funds for the purpose of
strengthening the DIC and to create a financial crisis
management fund. In contrast to the vocal public op-
position against providing public funds to resolve
problems with the jusen, this most recent initiative re-
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Box 5.6. Resolution Agenciesin Japan

The Cooperative Credit Purchase Company
(CCPC) was created in 1993. The CCPC provided a
mechanism to allow banks to transfer loans at a dis-
count, thus satisfying requirements in the tax law,
while avoiding bankruptcy of debtors (loan loss pro-
visions are automatically tax deductible only when
they follow the foreclosure of collateral or the sale of
the loan at aloss). Banks remain responsible for cov-
ering the difference between the transfer price to
CCPC and the final disposal price, and generally for
managing the loan. Under its main mandate, the
CCPC does not actively seek to resolve the assets
under its care, and at its current pace, it will take an-
other five to eight years to dispose of its inventory.
Collections on an original portfolio of ¥15 trillion
(purchased at a price of ¥5.7 trillion) have amounted
to ¥1.1 trillion. Sales, which are most often arranged
by debtors themselves, picked up in 1997, but are still
low; moreover the disposal of the asset does not au-
tomatically entail areduction in the debtor’s liability,
which occurs only after the three parties have re-
ceived an agreement from the courts.

The Housing Loans Administration Corporation
(HLAC) was created in 1996 to resolve within a 10-
year period some 300,000 loans left by the seven
failed housing financing companies affiliated with
banks (the jusen), and received an endowment of ¥0.6
trillion for this purpose. The 1,100-strong HLAC has
liguidated about one-fifth of its original ¥4.6 trillion
portfolio, but claims that banks have knowingly
transferred to jusen their worst assets, and that as
much as 10 percent of the ¥1 trillion corporate loan
book it built up may be tied up to criminal (yakusa)
concerns—circumstances that have hampered a
speedy sale of assets.

The Resolution and Collection Bank (RCB) was,
until recently, in charge of the assets of failed credit
cooperatives only. RCB is the successor of the Tokyo
Kyoudou Bank created in 1995 to deal with assets left
by the failure of credit unions in the Tokyo region. As
of end-FY 1997, the RCB had received loans with a
face value of ¥1.5 trillion, at an average discount of
about 70 percent. Although it is a bona fide resolution
bank, the RCB has also been slow in selling assets.
Despite the relatively high discount at which it re-
ceived most of its assets (70-80 percent), the RCB had
sold only 19 percent of its inventory by end-FY 1997.
In particular, by April 1998, it had sold only 18 per-
cent of the assets received in the first half of 1997.

flected the recognition that the resources of the DIC
were inadequate.2?

The Deposit Insurance Act was amended to provide
adequate financial resources to ensure the full protec-

27The projected income for the DIC in FY 1996—FY 2000 (includ-
ing the surtax to protect deposits over ¥100 million) was ¥2.7 tril-
lion, of which about ¥1.3 trillion was already committed by thetime
HTB failed. HTB’s net liabilities amounted to ¥1.1 trillion.
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tion of banks' deposits and most credits?® until March
2001 and the efficient management of assets received
from failed banks. It also provided a mechanism for
the DIC to play arolein the consolidation of the bank-
ing sector. Three specific measures were taken for
these purposes:

¢ The DIC was to receive ¥7 trillion in the form of

government bonds, plus authority to borrow, with
government guarantees up to ¥10 trillion, through
the issuance of bonds or through lending from fi-
nancial institutions or the Bank of Japan, if re-
quired, to meet liquidity needs in purchasing as-
sets from failed institutions.

¢ The RCB had its authority expanded to permit it

to take over assets from financia institutions
other than credit cooperatives, and had its collec-
tion ability expanded. Also, the investigative
powers of the DIC were expanded to cover the ac-
tivities of the RCB.

¢ Under the new scheme, in addition to protecting

depositors, the DIC was alowed to purchase
doubtful and other nonperforming loans from
failling institutions to facilitate mergers with
healthy institutions or to create a new institution
by combining two or more failing institutions.

The terms under which the DIC will purchase prob-
lem loans are still unknown, and no comprehensive
valuation methods (for example, analysis of future
cash flows under generally applied assumptions and
specific parameters of individual loans) have been
adopted. In the first operation using the new frame-
work (announced in May 1998) these prices were not
disclosed, but the recapitalization effort required from
the original shareholders was small in proportion to
the stock of substandard loans to be bought by the
DIC. A related issue is that of the price paid by re-
ceiving banks for substandard loans. In the past, banks
have received these loans at face value. As the quality
of these assets deteriorated, the receiving bank faced
growing problems. In extreme cases, such as that of
Midori Bank, the government felt compelled to recap-
italize the receiving bank without penalizing its share-
holders. In light of this experience, the authorities
have recognized the need for transferring substandard
loans at a discount.

The objective of the financial management crisis ac-
count is to permit the DIC to increase the capital base
of banks for any of the following purposes: (1) to sup-
port the merger of a failed bank (the receiving bank
may need additional capital to support the received as-
sets, independent of the quality or transfer price of
these assets); (2) to avert systemic risks; and (3) to pro-
tect aregion from the consequence of aliquidity crisis.
Banks can apply to use this facility on a voluntary

28Senior debts were fully protected. Subordinated debt was not
explicitly protected, and these creditors (often financial institutions)
may be required to support some losses.
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Table 5.6. Japan: Planned Personnel and Other Expenses Included on the Application for

the First-Round Capital Injection

(In percent)
Reduction in Reduction in Reduction in Reduction in
Personnel Payments and Number of Number of Reduction in
Expenses Bonuses to Directors Employees Directors Other Expenses
FY1998 FY2001 FY1998 FY2001 FY1998 FY2001 FY1998 FY2001 FY1998 FYZ2001
Versus - versus versus versus Versus  versus - versus versus versus - versus
FY1997 FY1998 FY1997 FY1998 FY1997 FY1998 FY1997 FY1998 FY1997 FY1998
City banks
Bank of Tokyo-Mitsubishi -16 -7.3 -0.6 -31.3 4.2 -8.1 -6.8 420290 -17 -8.38
Dai-lchi Kangyo Bank 2.5 -8.1 -235 -9.8 -25 -11.7 -18.6 0.0 14 7.3
Sakura Bank —4.6 -11.7 22 -28.8 -6.6 -114 -34 -28.6 16 9.2
Sumitomo Bank -0.4 -5.3 0.4 —26.9 -1.4 55 4.4 —20.0 2.0 -5.2
Fuji Bank 0.2 —7.0 6.4 -19.1 -35 -5.8 25 -7.3 0.7 6.8
Sanwa Bank 1.2 —7.4 3.2 -10.2 -1.7 —-9.6 0.0 -30.2/-9.3 24 11
Tokai Bank -0.7 -85 9.1 —47.8 -1.3 —7.4 2.7 —-61.1 -3.4 -1.7
Asahi Bank 0.2 -9.0 -3.0 -32.6 25 -5.9 0.0 —21.7 0.8 2.4
Daiwa Bank -39 -10.7 10.3 -28.4 —7.4 -10.1 0.0 -18.2 1.7 -85
Long-term credit banks
Industrial Bank of Japan 2.3 -35 6.7 -27.1 3.1 4.3 0.0 -20.0 5.1 2.4
Long-Term Credit
Bank of Japan -1.8 -30.7 24 —67.0 53 -19.9 -8.6 -53.1 -1.0 179
Nippon Credit Bank —22.7 -1.5 —46.5 -359 -17.7 -11.0 —24.0 —47.7 6.6 -0.5
Trust banks
Mitsubishi Trust 7.6 —4.4 0.0 -18.0/~102 -34 —2.6 0.0 -18.9/-10.8 8.0 -1.2
Sumitomo Trust 31 -197 -1.3 -14.0 -9  -107 -9.1 -3.3 1.7 158
Mitsui Trust 0.2 8.2 —2.6 —29.3 —2.9 —9.6 0.0 —-33.3 2.8 -8.0
Yasuda Trust 24 271 -2.3 —27.2 53  -314 6.1 —19.4 -13  -217
Toyo Trust 4.8 —6.2 7.7 —9.8 —2.1 5.3 3.3 -9.77-65 10.6 —6.1
Chuo Trust 0.7 325 0.0 11.1 1.7 344 37 10.7 3.6 41.3
Regional banks
Yokohama Bank -35 -10.5 -16.1 —-20.7 -3.2 -16.1 -10.3 -26.9-19.2 -14 —-9.6
Hokuriku Bank -0.1 -11.7 -31 —28.2 -1.6 -10.7 0.0 9.1 -5.5 -5.8
Ashikaga Bank -0.7 -10.4 -95 -15.6 -3.2 6.7 -8.7 -4.8 -05 8.9

Source: Deposit Insurance Corporation (Japan).
1Fiscal year ending March 31 of the year shown.

basis, and purchases are to be approved by a high-level
committee, based on the submission of a program for
improving banks' operations and management and cri-
teria supporting the requirement in the law that the ap-
plying financia institutions are solvent. The facility
entailed the establishment of a new account at the DIC
to be used for the purchase of preferred stocks and sub-
ordinated loans or bonds issued by financial institu-
tions until March 2001. The law required these pur-
chases to be made under conditions that would not
make future sales of these instruments difficult, but did
not establish an obligation of or atime for proceeding
with such sales. The facility is funded with ¥3 trillion
in government bonds to be transferred to the DIC, and
the DIC is authorized to issue up to ¥10 trillion in gov-
ernment-guaranteed bonds.

All major banks (except for Nippon Trust, which
had been taken over by Bank of Tokyo-Mitsubishi)
and three regional banks qualified for afirst round of
recapitalization in March 1998 on the grounds of
averting the systemic risks, and after submitting plans
to improve their operations. These plans were built
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around a reduction in personnel expenses, the closure
of branches, and a decrease in the number of directors
(Table 5.6). The contribution of these measures to the
actual restructuring of banks was expected to be lim-
ited, because major Japanese banks are not generaly
overstaffed, and their low profitability has most often
been associated with the narrowness of interest mar-
gins received (even abstracting from any operational
costs, margins are deemed too narrow to permit banks
to adequately remunerate their equity, or their total
capital basis when the cost of subordinate debt is ap-
propriately accounted for). Although most banks re-
ceived about ¥100 billion irrespective of their needs,
the terms at which the funds were provided varied
among banks (Table 5.7), reflecting the committee's
judgment about the soundness of individual banks.
According to the DIC, the distribution of these terms
was based on the examination of banks' self-assess-
ments and other documents provided by banks to the
committee and the Ministry of Finance. It broadly par-
aleled the tiering in the stock price of individua
banks during the second half of 1997.
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In July 1998 these mechanisms were supplemented
with a“bridge bank” scheme. Under the new scheme,
the objective of a bridge bank is to ensure the contin-
uation of relationships between borrowers and banks
that are declared to be insolvent, while the failed in-
stitution is being resolved. While the bridging concept
could be useful, it might reduce the pressure to intro-
duce valuation mechanisms to determine the appropri-
ate discount to be granted to banks receiving impaired
loans from failed institutions. The bridge bank mech-
anism will work in two stages. First, the Financial Su-
pervisory Agency (FSA) will appoint a financial ad-
ministrator to manage the assets of the failed bank.
The administrator will be responsible for approving
loan renewals to sound borrowers, while paying due
consideration to maintaining asset quality. Adminis-
trators will attempt to transfer assets to private re-
ceiver banks as soon as possible. In cases where these
attempts fail, the second stage would introduce a pub-
lic bridge bank, which would receive the loans of
“sound borrowers in good faith,” including substan-
dard loans. A centralized DIC committee will classify
(in accordance with standards still to be defined) as-
sets of each failed bank that will be transferred either
to a public bridge bank or the RCB. Resources for re-
financing these loans or disposing of them will be fi-
nanced from the remaining ¥11 trillion (of the origi-
naly allocated ¥13 trillion) from the financia
management account. The ¥17 trillion made available
to the DIC will guarantee the losses of the RCB.2°
Public bridge banks will be established as subsidiaries
of a bank holding company owned by the DIC. They
will have an initial life of up to two years, renewable
for three additional one-year periods (similar time
limits were adopted in the United States when bridge
banks were used to receive assets from failed savings
and loans institutions). Their operations will be subor-
dinated to the board in charge of the financial crisis
management facility. Bridge banks will continue to
use staff and facilities from the failed banks, although
key personnel will be recruited elsewhere by the DIC.

Reform of the Supervisory Framework. The reform
is based on three components: (1) making bank man-
agers bear the main responsibility for assessing asset
quality and provisioning accordingly; (2) introducing a
framework for Prompt Corrective Action (PCA); and
(3) establishing a Financial Supervisory Agency sepa-
rate from the Ministry of Finance. The first component
calls for banks to periodicaly carry out a self-assess-
ment of their portfolios (see Box 5.5). These exercises
are to be verified by external auditors, and a summary
of their results submitted to the supervisors, who will
focus chiefly on verifying the soundness of banks' in-
ternal control mechanisms underpinning those results.

29The resources mentioned in footnote 24, including from public
institutions, will also be available.
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The second component establishes a set of structured
early intervention and resolution rules to be applied in
response to the results of banks' self-assessments, as
well as of on-site inspections (see International Mone-
tary Fund, 1997). The third element is the consolida-
tion in one agency of the supervisory responsibilities
previously scattered around several bureaus in the
Ministry of Finance. The self-assessments and prompt
corrective actions were implemented in April 1998.
The FSA started its operations in June 1998.

The FSA is subordinated to the Prime Minister, who
formally delegates the supervisory functions to the
agency, athough remaining responsible for granting
and revoking banks' licenses. This delegation will per-
mit the agency to establish its autonomy regarding the
supervision and sanctioning of financial institutions,
and retain sole discretion regarding the closure of these
institutions. In case the agency believes a closure will
raise systemic issues, it may consult with the Ministry
of Finance on measures or legislation required to main-
tain the stability of the financial system, but whether or
not the agency should issue the sanction is not a sub-
ject of consultation. The Ministry of Finance, on its
part, will be responsible for “planning” and “formulat-
ing” policiesfor the financial system in general, while
continuing to coordinate international financial affairs,
most notably those related to the exchange rate. The
FSA is supposed to participate in the preparation of
ministerial ordinances and other regulations affecting
financial institutions, but the exact sharing of responsi-
bilities between the Ministry of Finance and the FSA is
still unclear, and the authorities expect it to evolve over
time. Both ingtitutions will be responsible for running
the DIC, with the FSA focusing on approving funds to
individual institutions, and the Ministry of Finance on
setting the overall policies and funding. They will also
coordinate with the Bank of Japan at the time of inter-
vening in financial institutions, to guarantee the provi-
sion of liquidity until the resolution of the failed bank
is completed. The repayment of funds lent by the Bank
of Japan in this capacity (except liquidity support)
would be covered by the DIC funds.30

30The Bank of Japan will retain itsright to examine banks—a priv-
ilege based on a different set of considerations from those empower-
ing the FSA. The new Bank of Japan Law (effective April 1998) es-
tablishes among the objectives of the Bank of Japan those of ensuring
the smooth settlements of accounts and the maintenance of an or-
derly financial system, listing several instruments to guarantee them.
Among these are the granting of temporary loans and other support
actions in favor of ingtitutions facing liquidity problems (Articles 33
and 37-39). Upon a request from the Minister of Finance these ac-
tions can be extended to any institution, when they are deemed nec-
essary to guarantee the order of the financial system (Article 38). For
the purpose of being able to use these instruments appropriately, the
Bank of Japan requires financia institutions to enter into a contract
regarding onsite examinations (conducted after prior consent from
the ingtitution to be visited). The Bank of Japan can issue recom-
mendations to banks and, if needed, close the account of any offend-
ing ingtitutions, but it cannot sanction them (a privilege of the FSA).
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Under current plans, the FSA will have a staff of
403, with a substantial number of employees on sec-
ondment from the Ministry of Finance (about 80 per-
cent of the initial staff will be transferred from the
ministry). Being an administrative agency, its re-
sources will be decided by the Budget Bureau at the
Ministry of Finance. The Supervision Department at
the agency will be limited to 68 persons, who will be
responsible for the supervision of the 175 domestic
banks, 93 foreign banks, 76 insurance companies, and
226 securities companies.3! Currently, on-site inspec-
tion cycles for banks have stretched over four—five
years. Consideration has been given to reduce certain
cycles by concentrating inspections on institutions
that are deemed weaker than the average.

Big Bang. Big Bang reforms aim at creating a free,
fair, and global market. They can be broadly divided
into four groups (Table 5.8): liberalization of products
and transactions, new organizational forms for finan-
cia ingtitutions and a reduction in entry barriers,
changes in the microstructure of markets, and im-
provements in consumer protection and fair trade.

Several measures have already been implemented,
including the liberalization of foreign exchange trans-
actions, of trading of some equity derivatives, and of
sales of investment trust funds at banks' branches. By
early June, the Diet had approved a 2,000-page leg-
islative package amending several laws (ancillary reg-
ulation is scheduled to be introduced before the end of
calendar year 1998, but its details are still largely un-
known). Among the key provisions in that package
were the introduction of new capital requirements for
securities houses and insurance companies, together
with the creation of investors' insurance schemes for
these sectors. Most of the changes contemplated in
that legislation, including the lowering of barriers to
entry into the asset management business, will be-
come effective in December 1998. The implementa-
tion of provisions regarding the reciprocal entry of
banks into the insurance sector will span the period
19992001 (banks and insurers are already alowed to
have subsidiaries engaged in asset-management ser-
vices and the distribution of investment trusts, and
will soon be completely free to use their own network
to distribute this class of product). Although taxes still
do not favor it, the new organizational forms may fa-
cilitate the consolidation of major banks (most city
banks are linked to a trust bank). In particular, the
holding structure could minimize the inconveniences

31The number of supervisorsin the United States is around 8,000,
with the Federal Deposit Insurance Corporation (FDIC) accounting
for 1,800 inspectors. It is expected that the new U.K. supervisory
authority will have about 2,700 employees. The FSA will delegate
some tasks to the 1,000-odd Ministry of Finance staff in local of-
fices, but the responsibilities of these offices will be limited to the
supervision of the ailmost 4,000 local cooperatives and regional and
secondary regional banks, whose surveillance is shared with the re-
spective ministries.
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of a merger, while opening ways to a less expensive
use of prudential capital (depending on the treatment
of consolidated risks), especially following changesin
the profile of the liabilities of financial institutions
that are afforded by the financial instruments allowed
by the new legislation.

The sequencing of these reforms has been such that
the creation of industry-financed insurance schemes
preceded the implementation of PCA in the case of the
securities and life insurance sectors. Similarly, new
products were introduced or marketed in new venues
before the new supervisory and consumer protection
framework had been put in place. Some market par-
ticipants have also expressed discomfort that the an-
nounced arrangements have not yet effectively ad-
dressed the need to redress consumer’s general lack of
confidence in the Japanese financial markets, asillus-
trated by the very high proportion of household assets
held in cash, and the persistent lack of interest for mu-
tual funds.

Recent I nitiatives to Help the Workout of Real Es-
tate Bad Loans. Three sets of measures are in prepa-
ration that can help the workout of real estate loans:
the regulation of asset-backed securities and special-
purpose corporations (SPCs) to issue them, the use of
public money to buy and consolidate odd plots of land
and foster changes in the zoning of certain areas (¥2.3
trillion were set aside for this purpose in May 1998),
and the creation of arbitration panels to mediate the
resolution of bad loans.

In March 1997, the government announced its in-
terest in stimulating the securitization of assets, in
particular bad loans. A law for this purpose has re-
cently passed by the Diet. The law will regulate trust
certificates representing an interest in a pool of cor-
porate loans collateralized by real estate. It will also
facilitate the creation of SPCs with the ability to se-
cure claims on specific assets backed by a system for
registering interest in specified financial assets. In
this connection, favorable tax treatment will be
granted to these entities and the related transactions,
reducing the cost of setting them on shore. Under the
new regulations, the original borrowerswill no longer
need to be informed about the sale of their loans,
while a register would provide information on the
current ownership or secured interest in the securi-
tized assets, “perfecting” rights.32 Although the basic
framework for the establishment of the SPCs is well
advanced, measures are still being formulated to ad-
dress the key issue of ensuring full disclosure of the
quality of the assets to be securitized (which was pre-
viously side-stepped by allowing issuers to wrap the
securities with enhancements from insurers). Also,

32Such a system is similar to that provided in the U.S. Uniform
Commercial Code. Since 1993 the Ministry of Finance has dis-
pensed with the need to inform debtors prior to securitizing car loan
and lease receipts.
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Table 5.8. Japan: Schedule for Reforming the Securities Market and for Big Bang
Financial Reform

Fiscal Years
Measures 1997 1998 1999 2000 2001

Liberalization of Products and Transactions
Recognition of the following instruments as “ securities’ protected
by the Securities and Exchanges Law:

1. Depository receipts

2. Covered warrants written against indexes

3. Asset-backed securities issued by special-purpose corporations
4. Shares in mutual funds

Regulation of the issuance of:
1. Perpetual corporate bonds u
2. Equity-index-linked bonds °
3. Asset-backed securities, including the introduction of
mechanisms to “perfect” investors' rights .

Introduction of:
1. Options on individual stocks L
2. Over-the-counter (OTC) securities derivatives .

Recognition of OTC derivatives trade as a business outside the
scope of antigambling laws .

Permission to:
1. Securities houses to trade in unlisted and unregistered shares n
2. Banks to engage in equity-linked derivative transactions
(when not requiring actual delivery of equities) n

Regulation of Investment Trusts, with the introduction of:
1. Cash Management Accounts (CMA)1 n .
2. Company-type investment trusts (U.S.-style mutual funds,
in contrast to contracted trusts funds)? .
3. Privately placed investment trusts .

Deregulation of Financial Intermediaries
Permission for establishing financial holding companies n

Liberalization of activities permitted to banks' securities-dealing
and trust-banking subsidiaries:
1. Permission for these subsidiaries to engage in all trading
with securities, except equity trading n
2. Full liberalization . A
3. Review of banks' capital adequacy ratios on a consolidated
basis A

Elimination of entry barriers against:
1. Banks into the sale of investment trusts3 = .
2. Securities companies into asset-management business
(including “wrap accounts” )45
3. Securities companies into the custody business and other

ancillary activities® .
4. Insurance companies into banking and securities business? O A
5. Securities companies into insurance business O A
6. Banks into insurance business O A

Relaxation of licensing requirements for nonbank institutions,

by moving:
1. Securities houses from alicensing system to a registering

systems .
2. Trust companies from a licensing system to an authorization

system o
3. Investment advisory companies into securities investment

trust or brokerage by registration® .
4. Discretionary investment management companies into trust

management by approval .
5. Discretionary investment management companies into

brokerage by permission .

Permission to subcontracting of financial advisors to manage
assets (outside consignments) .
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Table 5.8 (continued)

Fiscal Years
Measures 1997 1998 1999 2000 2001

Diversification of funding by financial institutions, by allowing:10
1. Nonbank financial institutions to issue bonds and
commercial paper .
2. Banks to issue bonds A

Permission to investment trusts to invest in unlisted and
unregistered equities u

Liberalization of brokerage commissions:
1. Trades above ¥50 million
2. All trades o A

Deregulation of the nonlife insurance sector:
1. Formal liberalization of nonlife insurance rates [
2. Selective opening of subsectors to competition in connection

with international agreements a
3. Marking-to-market of trading portfolio

Changesin the Microstructure of Markets
Liberalization of foreign exchange markets and foreign investment:
1. Transactions freed from requirement of prior approval from
or prior notification to the Ministry of Finance u
2. Ten percent ceiling on foreign ownership of listed companies
eliminated n
3. Prohibition of ownership by foreigners of shares of Japanese
unlisted companies eliminated u
4. Restrictions on medium- and long-term foreign loans to
Japanese companies eliminated u
5. Purchase of Japanese debentures through private placements
permitted to foreigners u

Review of rules governing securities exchanges and off-exchange
trading on securities:
1. Elimination of requirement of consolidation of order-flow
for trade on listed securities .
2. Regulation of off-exchange trading of listed equities
(reporting requirements and price limits) °
3. Introduction of trade on options on individual shares at the
Tokyo and Osaka stocks exchanges u
4. Introduction of trading on deposit-receipts of listed foreign
equities u
5. Elimination of the 30 percent margin on margin trading
6. Review of laws regulating the creation and consolidation
of exchanges °
7. Regulation of proprietary trading systems (including
approval by supervisors) °

Improvement of custody and settlement systems:
1. Expansion of record-transmission duties of custodians to
ensure payments to investorsi! .
2. Regulation of close-out netting contracts .
3. Introduction of same-day cash delivery n
4. Introduction of real-time gross settlements system by the
Bank of Japan A

Easing of listing and initial public offering requirements:
1. Introduction of book-building method n
2. Switch to ex-post notification of equity listings °
3. Simplification of disclosure rules for small public offerings .
4. Elimination of the subordinated status of OTC markets,
enhancing it as a venue for public offerings .

Introduction of Additional Consumer Protection and Fair
Trade Measures
Review of disclosure rules:
1. Review of accounting standards for nonlisted securities
and derivatives!2 O
2. New disclosure requirements for securities and insurance
industries (e.g., solvency margins)13 .
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Table 5.8 (continued)

Fiscal Years
Measures 1997 1998 1999 2000 2001
3. Review of disclosure rules of trust funds!4 .
4. Switch of corporate financial statementsto a
consolidated basis O A
Review of supervisory, resolution, and sectoral investors
insurance schemes regulations: °
1. Review of capital requirements for securities houses O A
2. Introduction of Prompt Corrective Action (PCA) for the
securities and insurance sectors O A
3. Enforcement of separation of client assets from institutions’
assets as protection in case of failurel® .
4. Establishment of industry-funded protection funds for the
securities and insurance sectors!® .
5. Review of procedures to speed up the liquidation and
reorganization of securities companiest’ .
Review of regulations against conflict of interest on the part of
asset managers:
1. Upgrade of the Conduct Regulations of Securities Companies
(Article 50 and following) .
2. Refinement of provisions covering sales representatives of
securities companies °
3. Upgrade of the Securities Investment Trust Law (Article 17) .
4. Upgrade of the Securities Investment Advisory Business Law .
5. Comprehensive firewalls between securities, insurance, and
banking activities of a company18 A

Strengthening of regulations against unfair trade:
1. Confiscation of gains made through spreading of rumors,

insider trading, and price manipulation n
2. Extension of restrictions on short-sales to cover transactions
involving borrowed securities!® n

Source: Japan, Ministry of Finance.
Note: Codes for the timing of implementation of measures:
m = Already implemented.
e =Legislated and to be implemented in FY 1998.
[ = Legislated and to be implemented after FY 1998.
A = Data of implementation of legislated or announced changes taking effect after FY 1998.

1CMAs, which complement money management funds allowed in 1992, can hold a wide variety of as-
sets, such as certificates of deposits, call loans, and close-to-maturity public and corporate bonds, but no
derivatives; CMAs were enhanced by the permission of automatic deposit of wages and pensions on these
accounts, and of withdrawals for payment of bills etc., which converted them into a broad support for cash
management services.

2Traditional Japanese investment trusts operate through a contract between the investor (who purchases
beneficiary interests) and the trust (which is not incorporated). Upon their transfer to a custodian (trust
bank), funds are invested and administered by one of the 48 investment trust management companies
(ITMCs) with little oversight by investors or custodians. The new type of corporate trust fund might, inter
alia, permit beneficiaries to be represented at the board of directors of such (incorporated) funds.

3Sincelate-1997 banks have rented space for investment trust companiesto sell funds at banks' branches.
These companies can sell products from bank-affiliated ITMCs or other (usually foreign) managers. By
end-1998, banks will be allowed to engage in direct sales from all their branches.

4Currently, most ITMCs are affiliated to securities houses. Securities houses can act as broker and dis-
tribute trust funds, but they do not engage directly in asset management.

SWrap accounts are investment consulting relationships in which clients’ funds are placed with one or
more money managers, and all administrative and management fees, along with commissions, are wrapped
into one comprehensive fee.

6 The ability to offer ancillary services would help financial institutions to offer wrap accounts and other
comprehensive services.

7Several insurance companies have formed their own ITMC, building on their experience in managing
assets (banks and insurers were first allowed to establish ITMCsin 1992). Since the beginning of FY 1998
insurers were allowed to distribute investment trusts (insurance companies thus began to distribute prod-
ucts from affiliated ITCMs, and in many cases from foreign institutions). The law will extend the scope of
businesses of insurers by allowing them to hold banks as subsidiaries by FY 2000.

8The right to engage in transactions deemed “risky,” including OTC trade of derivatives and securities
underwriting will still require the approval of supervisors.

9Discretionary Investment Advisory Companies (DIACs) were granted the right to apply for ITMC sta-
tus; foreign firms, once restricted to DIAC status have thus also entered the ITMC business.
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Table 5.8 (concluded)

10Djversification of banks' liabilitiesis a prerequisite to permit banks to reduce their reliance on (insured)
deposits, inter aia, by opening the way for ITMCs to purchase these new liabilities, subject to asset-con-
centration limits.

UThese responsibilities include mainly the updating of records and ensuing notification of issuers (in-
cluding the new mutual funds) of changes regarding shareholders and beneficiaries' persona data.

12Currently, banks engage in few “off-balance-sheet” activities, and these (e.g., |oan guarantees) appear
on their balance sheets. The widening of types of instruments permitted to banks to trade and hold (includ-
ing several OTC derivatives) will require new accounting rules. Also, insurers will be required to mark-to-
market their trading portfolio.

BInsurers will aso be required to consolidate the balance sheet of any brokerage subsidiary. As with
banks, the law will reguire insurance and securities companies to keep financial statements at all business
offices for public perusal.

14Most funds do not disclose alist of their holdings, and there is no uniform marking to market of assets
(e.g., unlisted bonds can be carried at cost). The disclosed riskiness of funds’ investment policiesis not po-
liced by third parties and custodian banks are not responsible for informing investors about any deviations
from stated policies.

15This separation was first implemented with respect to OTC trading on futures, which was alowed in
FY 1997.

16T he securities sector scheme succeeds the custodian insurance fund. The envisaged industry-wide in-
surance schemes will, however, have a broader scope than simple coverage of counterparty risks, covering
any shortfall not cushioned by the capital of insurers and investment trusts issuers.

17The new legislation will, inter alia, permit the insurance funds to represent investors’ interests during
the liquidation of failed institutions.

18Some provisions toward establishing “insider trading restrictions on a consolidated basis’ were in-
cluded in the legislation passed in FY 1998.

19Brokers routinely borrow securities when a customer makes a short sale and the securities must be de-
livered to the buying customer’s broker. In the United States, the Securities and Exchange Commission
mandates that brokers seek permission from customers to borrow securities (such permission is usualy in-
cluded in the agreement signed by customers when opening their accounts), and to provide collateral when

engaging in these operations.

although some proposals have been aired of allowing
the creation of collecting agencies, the right regula-
tory framework balancing debtors’ rights and effi-
ciency has not emerged yet; restrictions on the num-
ber of times aloan can actually be sold still remainin
the books.

In May 1998, a plan to establish an arbitration panel
and adjust tax laws to favor debt resolution was an-
nounced; it is expected to be submitted to the Diet
after the elections in July. The panel will consolidate
liens on real estate collateral and mediate the terms of
agreements between debtors and creditors (these were
to involve mainly debt forgiveness, because laws till
limit the scope for debt for equity swaps). In this re-
gard, taxes have recently been adjusted to permit the
deduction from banks' taxable income the losses they
may incur as a consequence of these agreements, and
to allow debtors to offset the corresponding windfall
gains against past and future losses. Observers expect
that the combination of mediated debt workouts and
asset securitization will open a way for banks to re-
duce their balance sheets by possibly 10 percent. Not
only will banks be able to write off sums that are for
all effects uncollectible, but to move entire loans from
their balance sheets into SPCs. A modicum of debt
forgiveness—possibly assisted with public funds,
under atransparent framework—could also contribute
to reduce the debt overhang affecting the corporate
sector.
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Remaining Challenges and Risks

The comprehensive measures advanced by the au-
thorities represent important steps toward the resolu-
tion of Japan’s financial sector problems. In the midst
of severe circumstances, not all of these measures
were implemented in an ideal manner. In particular,
the process of banks self-assessments lacked trans-
parency and rigor (in particular in what regards the
asset quality of loans classified as substandard) and
was weakened by changes in the accounting rules
governing banks' prudential ratios. Moreover, several
aspects of the implementation of the first round of re-
capitalization of the core banking system were remi-
niscent of the “convoy” style approach seen through-
out the early 1990s.

In moving ahead, the greatest challenge at this stage
is to strike the proper balance between short-term
macroeconomic objectives (of avoiding deflationary
pressures and restoring growth) and the more
medium-term financial structural objectives (that of
promoting and ensuring a market-based restructuring
and consolidation of Japan’s banking sector and the
implementation of Big Bang reforms). The provision
of ¥30 trillion in public funds to the DIC can play a
key rolein restoring the soundness of the banking sys-
tem and in permitting the resumption of economic
growth on asustained basis. It would be appropriate to
use these funds aggressively toward the resolution of
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insolvent banks, the restructuring of weak but viable
banks, and the recapitalization and deep restructuring
of the core group of large banks. If done rapidly and
effectively, this latter measure would help to restore
Japan’s macroeconomic policy transmission mecha-
nisms, including the credit channel.

There are at least three major risks that can arise in
the process of implementing the recapitalization and
restructuring strategy.

First, existing recapitalization mechanisms for core
banks do not provide clear incentives that are compat-
ible with (1) the aggressive voluntary use of public
funds by the core banks; (2) the restructuring of bank-
ing activities, organizations, and governance mecha-
nisms that focus on shareholder value; and (3) the
sharing with the public sector, through the DIC, of the
potential economic and financial gains from success-
ful and profitable restructuring. Mechanisms need to
be designed and implemented that strongly encourage
core banks in need to “go to the window” and to start
lending again.

Second, the further implementation of the authori-
ties' recapitalization and restructuring of core banks
runs the risk of being translated into an undue alloca-
tion of low-cost capital to inefficient sectors of the
economy, including the construction sector, rather
than effectively contributing to the reduction and res-
olution of the sizable debt overhang that now existsin
the Japanese corporate sector.

Third, it is arisk that resources will be squandered
in the restructuring of noncore banks, motivated in
part by political or regional pressures. This risk can
easily arise in connection with mergers between the
myriad of existing regional ingtitutions, if, in such oc-
casions, the DIC purchases impaired loans at exces-
sively high prices. Without clear guidelines for the
rapid determination of transfer prices, weak but sol-
vent borrowers may be in limbo because the RCB is
not allowed to renew loans to them until a receiver
bank isfound. The establishment of bridge banks may
help address the problem, but the risk of squandering
resources could as well be exacerbated. To minimize
these risks, the implementation of resolutions, recapi-
talization, and restructuring plans with public funds
should adhere to some guiding principles, such as:

e Public funds should be targeted to create a

stronger, more profitable banking system.

e Publicly funded asset acquisitions should be
based on transparent, cash-flow-based |oan-valu-
ation methods.

¢ Private market solutions should be strongly en-
couraged to the extent it is possible in balancing
short-term macroeconomic and medium-term fi-
nancial structural objectives.

¢ Shareholders and management should bear re-
sponsibility for losses and poor performance.

e Theterms of recapitalization should provide clear
and strong incentives for the eventual replace-
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ment of public sector funding with private market
source of capital.

¢ The terms of recapitalization should be compati-

ble with loss-sharing rules of proposed arbitration
panels in charge of mediating real estate loan
workouts.

The use of public money only heightens the vital
need for further improvements in the accounting and
disclosure standards and in internal mechanisms of
risk control and corporate governance, including the
development of a“credit” culture. Although the intro-
duction of bank self-assessments constitutes an im-
provement, future implementation will need to be
closely evaluated by a core of well-trained supervisors
and clearly reflected in financial statementsif this ap-
proach is to be effective. External auditors, on their
part, will need to assume a much greater role in veri-
fying the methodology and results of banks' self-as-
sessments. Finally, in order to restore market confi-
dence, disclosure standards should also be at the high
end of the spectrum of international practice. The sys-
tem would gain by increasing the frequency of the re-
porting of asset quality to supervisors and the release
of financia statements from the current semiannual
basis to a quarterly one, in line with practices in other
advanced countries.

The introduction of the PCA framework was aso a
major step in establishing the financial infrastructure
needed for a free and competitive market. The appli-
cation of this framework by Japan needs to be
strengthened if it is to become an effective structured
mechanism for early intervention and resolution. In
particular, the trigger points for actions should be
raised to international (U.S.) standards, including the
criteria used to determine whether a bank would be re-
quired to formulate a recapitalization and restructur-
ing plan and whether public intervention is required.
Accounting rules underlying the valuation of banks
capital should also be reformed consistently with the
restructuring of financial markets following the Big
Bang. In particular, a timetable should be established
for requiring banks to deduct from their own capital
any holdings of equity in other banks and to phase out
the distinction between banks with and without over-
seas activities for capital adequacy. The recent loosen-
ing of the accounting rules governing the valuation of
securities holdings in general should also be reversed.
(The authorities' plan to introduce “ prompt corrective
action” in the insurance sector in 1999 is also wel-
come, in particular in view of the potential for mora
hazard created by the government decision of mini-
mizing any risks of a run in insurance companies in
the current juncture, by fully guaranteeing insurance
policies until 2001.)

Effective banking supervision is the last line of de-
fense for ensuring accurate recognition of asset qual-
ity problems and their prompt correction, thus giving
meaning to PCA. The challenges in fulfilling this task
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are likely to increase following the introduction of
new financial instruments and more complex organi-
zational structures as envisaged by the Big Bang. To
accomplish their objectives, supervisors require a
clear mandate, supported by operational autonomy,
and balanced by public accountability. The transfer of
supervisory responsibilities from the Ministry of Fi-
nance to the newly created FSA has the potentia to
achieve these goals. To ensure its effectiveness, and
that Japan’s new agency meets the highest interna-
tional standards, consideration should be given to ad-
justing two aspects of the FSA operation. First, the
FSA should have the primary responsibility for draft-
ing prudential regulations and be assured that deci-
sions for granting or revoking bank licenses (cur-
rently assigned to the Prime Minister) will be taken
only with its full support. Second, the FSA should be
largely financially independent of the government
budget process, in part to ensure an appropriate au-
tonomy in staffing decisions. Some advanced coun-
tries have addressed the first set of issues by estab-
lishing high-level committees in which supervisors
have a permanent and sometimes predominant repre-
sentation. The second set of issues has been ad-
dressed by advanced countries by having the institu-
tions being supervised contribute to the financing of
the supervisory agency (when the latter isin the cen-
tral bank, thisisimplicitly achieved through seignior-
age). Autonomy in this area is important, inter alia,
because international experience indicates that super-
visory agencies are most effective when they are
staffed by a core of professionalsthat owesits sole al-
legiance to the agency. Relying primarily on staff on
secondments from ministries or other bodies is nei-
ther necessary nor sufficient for ensuring this, and in
the case of Japan would appear to be counterproduc-
tive. The size of the staff remains a key factor. In ad-
dition, autonomy in determining the supervisory
agency’s own salary scales has proved increasingly
important to enable agencies to attract and retain
skilled and experienced staff, including recruits of the
highest professional caliber with experience in the
private sector.

The effectiveness of recent initiatives to increase
loan disposal will largely hinge on providing a trans-
parent framework for decision making by the arbi-
tration panels, and establishing strict disclosure re-
quirements to permit the valuation of asset-backed
securities on the merits of the assets backing them. A
transparent secondary market for asset-backed securi-
ties will facilitate the work of the arbitration panel by
making the price-discovery process easier. By con-
trast, heavy intervention of public institutions (such as
the postal system) in this market may prove counter-
productive. An acceleration of current plans to reform
Japan’s commercial code and bankruptcy laws should
also be considered, because it would signal a serious
commitment to financial reforms. Measures to bal-
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ance the legal principles of attempting to maximize
the amount of funds recovered from debtors with the
desire to preserve the economic value of collatera
could aso be considered. Such reforms could draw on
measures taken by other advanced countries where
banks also saw their role in the governance of firmsal-
tered by increasing disintermediation and the deregu-
lation of the economy.

The resolution of the bad-loan problem will enable
Japanese banks to accel erate their adjustment to a new
role in the free, fair, and global market envisaged by
the Big Bang reforms. Steadfast implementation of
these reforms—and a willingness on the part of the
authorities to accept the resulting changes in the struc-
ture of financial intermediation—will be critical in
order to facilitate the development of efficient capital
markets as an alternative source of finance. As else-
where, distinctions between banks and other financial
institutions will increasingly be blurred and pressure
for consolidation will increase. Foreign institutions
will aso likely play alarger role, either in association
or in competition with domestic players. In the
process, the considerable benefits that will accompany
broader capital markets will outweigh the additional
pressures that will be placed on the banking system,
through more competition. Forceful and timely mea-
sures to address the banks’ current problem [oans will
lower the risks of Big Bang exacerbating banks’ diffi-
culties and help facilitate a more efficient and sounder
financial system. Once the bad-loan problems are re-
solved, the major Japanese banks will most likely be-
come more competitive. First, city banks and the
largest regiona banks hold a considerable share of
households' deposits and will be in condition to take
up the opportunity of offering and managing new fi-
nancia instruments (for example, mutual funds and
insurance policies). Second, loan securitization and
disintermediation will help banks by freeing the capi-
tal currently used to support loans extended at very
narrow margins. Currently, close to 40 percent of
banks loans earn a margin of less than 1.25 percent
(the margin necessary to remunerate the minimum
bank capital at a 10 percent rate in the absence of any
cost or tax). Banks will also be able to count on the
competitive advantage they have developed over se-
curities firms in underwriting bonds, which has been
built on banks' access to a large corporate client base
and the right to provide related services such as cus-
tody and clearing. Third, the possibility of adopting a
holding structure offered since April 1998 will favor
banks, once tax legislation permitting the tax consoli-
dation of subsidiaries is adopted. A remaining risk is
related to the fact that not all deposit-taking institu-
tions are being liberalized at the same time, and that
some will maintain the distinct advantages of the ex-
isting unlevel playing field. In particular, without
other reforms, the postal savings system will continue
to maintain its competitive advantages over banks.
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Savers' interest in new financial products will de-
pend on the confidence they will have in the perfor-
mance of asset managers. In this area, Japanese insti-
tutions may need to overcome a substantial gap,
created by years of lax accounting rules, insufficient
segregation of assets, and inadequate protection
against conflict of interests on the part of fund man-
agers. The tougher stance taken by the authorities in
the recent past with regard to insider trading, the col-
lapse of Yamaichi Securities following the disclosure
of hidden losses, and the envisaged upgrade of certain
provisions in the securities investment trust law are
encouraging indications of progress in the right direc-
tion. But continued efforts and clear rules are neces-
sary. Advancementsin this areawill increase the pres-
suresin favor of the unwinding of cross-shareholdings
and will facilitate the restructuring of the corporate
sector.

The extent to which the availability of new finan-
cia instruments will be translated into major inter-
national outflows of capital will depend also on the
speed with which banks problems are addressed.
Regulatory constraints on foreign investment have
not been binding for institutional investors such as
lifeinsurers (in the last three years, foreign securities
have accounted for 10 percent of their assets, well
below the 30 percent ceiling). However, interest
rates in Japan are at a historical low and global in-
stitutions are establishing a significant presence in
the asset management business. Accelerating the res-
olution of the bad-loan problems would help counter-
act these pressures by reducing the debt overhang on
the corporate sector and increasing the supply of land
and related financial assets. More fundamentally, it
would offer new opportunities for the efficient allo-
cation of capital in Japan, and its adequate
remuneration.

Banking System Developmentsin North America
and the United Kingdom

In the United States, banks continued to benefit
from the high level of liquidity, profits, and asset
quality prevailing in recent years, while increasingly
taking up the room provided by the gradual elimina-
tion of regulatory restrictions. Core profitability con-
tinued to improve, led by higher fee revenues and
credit growth. For the top tier of the market (which
accounts for about 60 percent of total assets), net in-
terest revenue increased by 9 percent, with average
margins exceeding 400 basis points. Noninterest in-
come continued to grow, contributing to more than 40
percent of total revenues. Among noninterest income,
gains from trade have been prominent. In the case of
two of the five money center banks, investment-bank-
like activities corresponded to more than half of tota
revenues. The ratio of noninterest expenses to rev-
enues continued to decline, falling below 60 percent
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for most of the institutions. The average nonperform-
ing loan to total loans ratio fell to 0.70 percent, de-
spite the Asian exposures of some banks (Box 5.7).
The ratio of nonperforming loans to equity fell to 4.5
percent. Supervisors have noted, however, that com-
petitive pressures and a strong economy have led to a
relaxation of credit standards. Market sources also
noted that corporate lending has been subject to fierce
competition and that consumer loss rates (including
from credit cards), although close to stabilizing after
several years of growth, remain dependent on the
economic cycle. Attention to credit quality islikely to
acquire greater importance also because the number
of entrants in certain segments protected by public
deposit insurance schemes (for example, thrift insti-
tutions) continues to increase. The main risk in the
U.S. banking system is that financial conditions ap-
pear to be the best seen in many years, and are there-
fore probably unsustainable. Moreover, it isusually at
the top of a credit cycle when banks take on increas-
ingly risky concentrations of loans in an effort to
maintain high profitability.

Recent deregulation efforts have been sustained by
changes in the Bank Holding Company Act (BHCA)
and new interpretations of the Glass-Steagall Act
(GSA).33 New opportunities were translated into sev-
eral acquisitions of securities firms by major banks
and mergers of several major regional and national
banks. Expectations of elimination of regulatory bar-
riers have also underpinned the merger of a major
commercial bank (Citicorp) into an insurance and in-
vestment-bank group (Travelers Group).3* Markets
have welcomed banks' purchases of securities firms,
as the price paid for them have been deemed low, and
the additional risk involved by these activities were
typically considered to be greatly outweighed by the
underwriting capability and opportunities for cross-
selling services secured by banks. On the other hand,
markets have viewed with growing skepticism the
high prices paid for the acquisition of regional banks
(multiples of book value around four and premiums
over trading prices of 30 percent had not been un-
usual). The poor experience of three of the biggest ac-
quisitions that had occurred in previous years has
acted as a sobering reminder to investors. Projected
efficiency gains from the closure of branches and the
centralization of back-office services were in some
cases also overshadowed by up-front restructuring

33An overhauling of the regulatory framework (for example, are-
peal of the GSA) has been delayed by difficulty in building consen-
sus among the several industries affected and government agencies
involved.

34Travelers Group applied to become a bank holding company.
The GSA still forbids commercia banks to enter in the insurance
business, but the BHCA permits all existing businesses purchased
by a bank holding company to be retained and operated for up to a
five-year period. Travelers Group expects that the GSA will be re-
formed within this time span.
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Box 5.7. Exposures of Mature-Market Banksto Asian Crisis Countries

At the end of 1997, European banks had the largest ag-
gregate balance-sheet exposures to emerging markets in
Asia, totaling about $260 billion for the EU-15 (exclud-
ing Greece and Portugal; see Table 5.9).1 Japanese banks
had the second-largest balance-sheet exposures among
those in the major countries, totaling about $190 billion,
while the exposures of U.S. banks were considerably
smaller, at about $40 hillion.2 Exposures to the four
countries most affected by the crisis (Korea, Indonesia,
Malaysia, and Thailand) were ranked similarly, at about
$90 billion for EU banks, about $85 billion for Japanese
banks, and about $20 billion for U.S. banks. In the sec-
ond half of 1997, European banks had broadly un-
changed balance-sheet exposures to emerging markets in
Asia compared with mid-1997, while Japanese and U.S.
banks reduced their exposures. However, these figures
do not capture off-balance-sheet exposures. Though
comprehensive data on off-balance-sheet exposures are
not available, some sources suggest that such exposures
may be large enough to be a source of concern. Against
such concernsis the possibility that off-balance-sheet ex-
posures may have been used to hedge balance-sheet ex-
posures, though the risk of counterparty failure may also
have risen as a result of the turbulence in the region (as
underscored by the collapse of a major regional deriva-
tives player in Hong Kong SAR, which left counterpar-
ties holding unhedged positions).

Among banks in the major European countries, Ger-
man banks had the highest balance-sheet exposure at

1Emerging markets in Asia are defined here to include Hong
Kong SAR, but not other offshore banking centers.

2Canadian banks are generally less active in the region than
banks in the other major countries. At end-1997, Canadian
banks had about US$11 billion in exposure to emerging markets
in Asig, dlightly less than their exposure at mid-1997.

end-1997 (about $77 billion). This exposure is believed
to be well dispersed among the largest commercial and
public sector banks, and was broadly unchanged com-
pared with mid-1997. Somewhat less than half (about
$30 hillion) of German banks Asian exposures are to the
four countries most affected by the crisis (Korea, In-
donesia, Malaysia, and Thailand). As of June 1997, the
aggregate exposure of German banks was estimated to be
equivalent to about 70 percent of capital.3 German banks
are expected to take sizable hits from their Asian expo-
sures, though they have also been fairly aggressive in
provisioning against these loans.

French banks had somewhat smaller aggregate expo-
sure than German ones (about $60 billion), of which
somewhat |ess than half is to the most-affected countries.
However, the exposure of French banksis believed to be
concentrated among arelatively small number of institu-
tions. As aresult, while aggregate exposure is estimated
to be fairly low in terms of capital (about 45 percent as
of June 1997), it is probably much higher for some
banks.

The exposure of U.K. banks to emerging Asia
falls between that of German and French banks (about
$65 billion). U.K. banks had relatively low exposure to
the crisis countries—only about one-fourth of their
overall exposure, compared with about one-third for
the EU in aggregate and closer to 50 percent for Japan-
ese and U.S. banks. This reflects the fact that U.K. banks
are active lenders to Hong Kong SAR. However, as
Hong Kong SAR is an offshore financial center, it also
makes the ultimate country exposure of U.K. banks
uncertain. This uncertainty increased in the second

3June 1997 is the most recent data for which uniform private
estimates of bank capital are readily available.

costs. These problems, nonetheless, in some ways re-
inforced the consolidation process. Two of the largest
mergers occurred in 1998 (those of NationsBanks and
the highly efficient money-center BankAmerica, and
Banc One and First Chicago NBD) were motivated by
lackluster performances following early acquisitions
and involved amost no premiums.

Net income for the six largest banks in Canada in-
creased by 20 percent, driven by a 43 percent growth
in noninterest net revenues (which correspond to two-
fifths of total operational net revenue). Net interest
revenues increased by 3.2 percent. Operational ex-
penses increased by 20 percent, owing to heavy in-
vestments in technology and higher compensation in
the securities business. The ratio of nonperforming
loans to total loans declined from 2.19 percent to 1.63
percent. Specific provisioning, which in contrast to
additions to general reserves, cannot contribute to
boost Tier 2 capital, declined for all major banks. Mar-
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kets expect major banks' profit growth to further slow
down with the economic cycle and as a consequence
of possible concessions to the government on the part
of banks seeking a merger. Government approval for
two major mergers announced in early 1998 is pend-
ing (the two new banks would hold about half of total
personal deposits in Canada).

Most commercial banks in the United Kingdom
continued to enjoy good profits in their domestic
business, also supported by a strong economy. The
aggregate profitability of the four mgjor banks, how-
ever, declined by 7 percent, owing to exceptional
charges resulting from the restructuring of Barclays
and NatWest, and losses arising from mispricing
of options in the latter institution.3> Stripped out of

35Comparisons of financial results have sometimes been difficult
by the inclusion of one-off items, prior year restatements, and dif-
fering accounting policies.
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half of 1997. Exposure of U.K. banks to emerging mar-
kets in Asia rose by about $6 billion in the second half
of 1997, and the bulk of this increase (about $4 billion)
was accounted for by a rise in lending to Hong Kong
SAR.

Japanese banks have the highest balance-sheet expo-
sure to emerging markets in Asia of banksin any single
country, with about $190 billion at end-1997 (decreased
from about $210 hillion at mid-1997). Aggregate expo-
sure is aso high relative to capital, with some estimates
ranging over 100 percent of capital as of June 1997. The
credit risk of this exposure is unclear, as a significant
part of lending by Japanese banks to emerging markets
in Asia is reported to be channeled to Japanese compa-
nies doing business abroad, or to joint ventures between
Japanese and local companies (estimates range around
one-third). Credit risks associated with such exposures
are generally considered to be lower than those associ-
ated with lending to local companies. Also, local lend-
ing is believed to consist mainly of exposures to the
largest and most creditworthy entities. Provisions have
been small compared to those in other banking systems,
and there are significant disagreements (particularly
between private anaysts and the official financial
sector) over the likely extent of losses on exposures
to emerging markets in Asia; indeed, there have been
few indications that Japanese banks recognize any loans
to emerging markets in Asia as impaired. The credit
exposures of Japanese banks to emerging Asia is made
particularly unclear by reports that the banks cut
exposures by unloading the best-quality credits. The
extent of off-balance-sheet exposures is also uncertain.
Owing to Japanese banks' focus on traditional lend-
ing, such exposures are believed by some to be small,
perhaps limited to 10 percent of balance-sheet expo-
sures for troubled countries, and are more likely to

take the form of untapped lines of credit than exotic
derivatives.4

U.S. banks have considerably smaller balance-sheet ex-
posures to emerging markets in Asia than European or
Japanese banks, about $40 billion at end-1998, and are
likewise small in terms of capital (about 30 percent as of
mid-1997). However, U.S. banks have a relatively high
proportion of their exposure to the four crisis countries,
about half of the total ($19 billion). Also, more compre-
hensive data (from the U.S. Federal Financia Institutions
Examination Council (FFIEC)), which include local lend-
ing inlocal currency and exposure resulting from reval ua-
tion of foreign exchange and derivatives positions, indi-
cate a somewhat higher exposure than the BIS data, at
about $55 billion for the countries shown in Table 5.9 and
about $37 hillion for the four crisis countries. Slightly
more than half of the difference between the BIS and
FFIEC figures is accounted for by the revaluation of for-
eign exchange and derivatives positions, which suggests
that off-balance-sheet exposures may be high. Also, pri-
vate sources suggest that off-balance-sheet exposures may
be relatively high (as high as on-balance sheet exposures
for some major institutions), though no comprehensive of-
ficial data are available. Concerns about off-balance-sheet
exposures are heightened by the losses of maor U.S.
banks in the wake of the crisis, and also some well-publi-
cized legal difficulties experienced by amajor bank on the
settlement of a swap agreement with an Asian emerging-
market counterparty. Since exposures on off-balance-sheet
items appear on the balance sheet only when payments be-
come delinquent, there are also concerns about longer-
dated swaps and credit derivatives, which have been de-
scribed as “ticking time bombs’ by one senior official.

4ln Japan, guarantees and some credit lines may be counted
as on-balance-sheet items.

the effect of those charge-offs, returns on equity hov-
ered around 20 percent, topping at 40 percent in the
case of Lloyds. Net interest revenues increased on av-
erage by 7 percent, with other operating income re-
maining flat. The average overhead cost-to-income
declined by 5 percentage points to 60 percent. Loan
loss provisions increased following acquisitions
abroad, but the historical decline in provisions asso-
ciated with domestic loans (from 2—3 percent to close
to 1 percent) was not reversed. Nonperforming loans
as a share of total loans fell to below 3 percent, re-
flecting, inter alia, a small exposure to Asia and
strong asset quality in consumer loans, including
credit cards.

Profitability in retail banking also continued to be
propelled by financial and technological innovation,
which has been translated into an increased supply of
revenue-generating products and sharp cost reduc-
tions, notably through redundancies and branch clo-
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sures. Prospects for further growth domestically are
likely to be limited by increased competition from
nonbank institutions (despite the acquisition of insur-
ance companies and building societies by banksin re-
cent years). This prospect steered some banks to con-
sider share buy backs. Nevertheless, Barclays and
NatWest have chosen to follow the path taken by
Lloyds Bank in past years and concentrate in the do-
mestic market. For this purpose they divested from
international equity business—most parts of which
were sold to continental and U.S. banks, entailing the
charge-offs mentioned above. The implementation of
this strategy may occur in aless benign environment,
if economic conditions were to change. Markets view
the nonparticipation of the United Kingdom in EMU
from its beginning as unlikely to hamper the sector in
the short term, with British institutions building on
their expertise in consumer and mortgage lending, as
well as tight cost control.
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Table 5.9. Claims of Selected Major Banking Systems on Emerging Marketsin

Asia as of December 19971
(In billions of U.S. dollars)

Total Of which:
European United United
Claims Vis-aVis: Union2 France  Germany Kingdom Japan  States
Asia (non-BIS)3 257 58 7 66 191 38
Of which:
China and Hong Kong SAR 123 24 36 42 96 11

Of which:

Hong Kong SAR4 91 16 28 34 76 9
Indonesia 23 5 6 4 22 5
Korea 34 11 10 7 20 10
Malaysia 14 3 7 2 9 2
Philippines 10 2 3 2 3 3
Taiwan Province of China 16 6 3 3 4 2
Thailand 17 5 6 2 33 3

Total 238 55 71 63 186 35

Memorandum item:
Indonesia, Korea, Malaysia,
and Thailand: 88 24 29 16 84 19
U.S. FFIEC datab©
China and Hong Kong SAR 11
Of which:

Hong Kong SAR4 8
Indonesia 7
Korea 21
Malaysia 3
Philippines 3
Taiwan Province of China 4
Thailand 6
Total 55

Memorandum item:
Indonesia, Korea, Malaysia,
and Thailand 37

Sources: Bank for International Settlements (BIS), The Maturity, Sectoral and Nationality Distribution
of International Bank Lending: First Half 1997 (January 1998); and Moody’s Investors Service Global Re-
search, “Implications of the Asian Problem for Major Banking Systems” (New York, February 1998).

1Asiaconsists of non-BISAsian countries (i.e., it excludes Japan). Exposuresin these data consist mainly
of loans and bonds but may also include equities for some countries. They aso exclude the exposures of
nonreporting banks and exclude within-country lending, loans to foreign subsidiaries of Asian companies,
derivatives, and listed securities from the exposures of reporting banks.

2European Union 15 excluding Greece and Portugal (Austria, Belgium, Denmark, Finland, France, Ger-
many, Ireland, Italy, Luxembourg, the Netherlands, Spain, Sweden, and the United Kingdom).

30ffshore centers other than Hong Kong SAR excluded.

40ffshore banks located in Hong Kong SAR.

SFFIEC stands for Federal Financial Institutions Examination Council.

6Calculated on afully consolidated basis (including claims of overseas affiliates of U.S. banks on foreign
residents), adjusted for, inter alia, guarantees by third parties residing elsewhere and for revaluation gains on
foreign exchange and derivative produces, and inclusive of within-country lending in local currency.

Banking System Developmentsin
Continental Europe

Banking system performances in the large conti-
nental European countries were mixed. Profit levels
were generaly maintained at fairly good levelsin the
German banking system, despite significant exposures
in Asia (which were in some cases heavily provi-
sioned). Profit levels improved in France, boosted by
an expansion in credit and a booming stock market.

136

Capitalization among commercial banks remained
low, however, and several of the large French institu-
tions suffered from their exposures to the crisis coun-
triesin Asia. By contrast, profitability in Italy’s bank-
ing system declined (mainly owing to domestic
causes), but consolidation accelerated and there was
some progress in addressing labor costs.

The profitability of the largest universal banks in
Germany was affected by heavy provisions against
potential losses in loans to Asia, but still reflected a
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strong underlying business, despite growing competi-
tion from foreign banks and smaller domestic banks.
Operating revenues increased by 19 percent for the
five largest banks, supported by a 30 percent increase
in net commission revenues. Operating expenses in-
creased by 4-20 percent, depending on the emphasis
of different banks on expanding their investment-bank
business and investments in technology. At close to
DM 7.5 billion, provisions increased by an average of
60 percent, almost tripling in the cases of Deutsche
Bank and Dresdner Bank. The heavy provision by
these banks influenced the average growth of operat-
ing profit growth (-8 percent), which diverged from
the strong results (1624 percent) posted by the re-
maining banks. The outlook for the sector remains
positive, notwithstanding greater risks on asset qual-
ity. Although high by international standards, asset
quality may suffer as a result of the initial impact on
the corporate sector of the structural changes occur-
ring in the German economy. Investment abroad may
also continue to raise the volatility of banks' returns.

The banking system in Germany is undergoing
major transformations, which have put pressure on the
top universal banks. The commercial banking side of
these banks has been subject to stiff competition, as
more German firms gain access to the capital markets.
The largest banks have also lost market shares to for-
eign banks in the domestic corporate advice and un-
derwriting business. In addition, profits from global
investment banking (conducted by institutions origi-
nally based in London that were bought in recent
years) have been lagging. In response to these pres-
sures, Deutsche Bank announced a restructuring plan
including the integration of its main investment bank-
ing unit, Deutsche Morgan Grenfell, while Dresdner
Bank and Commerzbank chose to focus on a narrower
set of business areas, instead of attempting to be
globa investment banks. The position of the tradi-
tional universal banks was aso affected by the an-
nounced merger of two Bavarian “mixed” banks,36
which became the second largest German bank (Bay-
erische Hypo- und Vereinsbank) in assets. Although
historically not particularly profitable, these banks
have benefited from the growing market for the in-
vestment-quality Pfandbriefe bonds.

While true consolidation of the smaller German
banks continues to be hampered by difficulties in re-
ducing staff numbers, the reorganization of the Ger-
man banking system has also touched public institu-
tions—which in many guises have a large presence in
the financial sector. Two mgor mergers were an-
nounced, involving Landesbanken (banks that act as
regional “central” banks to the public-owned savings

36These banks are mixed because while being private commercial
banks with only minority participation of the regional government,
they are allowed to issue Pfandbriefe mortgage-backed securitiesin
their own right, rather than through mortgage banking subsidiaries.
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banks), leading to the creation of the fourth and sixth
largest banks in terms of asset holdings. These merg-
ers brought to the fore some of the issues surrounding
public savings banks in Germany. Savings banks were
created with a mandate to provide a public service to
regions, but have ventured into many markets. This
has raised concerns among private banks of unfair
competition, particularly in view of the low require-
ments with respect to return on capital imposed on
these banks, which can count on transfers from the re-
gions. In light of possible conflicts between the cur-
rent activities of these banks and their original mission
(recently recognized at the European level by aspecia
protocol in the EU Amsterdam Treaty shielding Lan-
desbanken from full competition), the European Com-
mission began inquiries and investigations into the
matter.

Profitability among the largest banks in France was
boosted by a favorable economic environment, rising
by some 40 percent and yielding a return on equity of
close to 10 percent. Although interest margins contin-
ued to be under pressure (with a substantial share of
loans extended at rates below the official reference
value linked to government bond yields), preprovi-
sioning operating income increased by some 17 per-
cent. Thisresulted from an expansion in credit, growth
in service fees, and significant trade gains in bonds
and stocks, supported by arelatively modest growth in
operating expenditure. The latter reflected some im-
provements in domestic costs, which masked the sig-
nificant growth of outlays related to the building up of
international business (which in some cases reached
double digits). Similarly, overall provisions increased
by 23 percent in response to the Asian crises (10 per-
cent of the exposures were covered), despite a 15-30
percent decline in provisions for domestic loans (most
banks have already weathered the worst of the real es-
tate problem). Buoyant conditions in the stock mar-
kets also contributed to banks’ profits, permitting sub-
stantial capital gains on the sale of equity holdings.
Capitalization remained uneven across the major
banks, although it benefited from higher retained earn-
ings. Some institutions resorted to the issuance of pre-
ferred stocks to support their expansion abroad.3”

Privatization has progressed, but some imbalances
continue to afflict the structure of the French banking
system. Since mid-1997, the sale of several institu-
tions has been completed or has reached final stages,
attracting a few bids from foreign investors. Agree-
ment on the dismembering and privatization of Crédit
Lyonnais before October 1999 has also been reached
with the European Commission, although the latest

37In thelast few years, French banks have strengthened their share
in the capital of several European banks. Recently, Societé Générale
has made acquisitions in the United States, the United Kingdom,
and Japan, raising capital, inter alia, by issuing nonvoting preferred
stocks.
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official estimates of the total cost to the taxpayer of
rescuing the bank (F 96.5 billion) may still proveto be
too low. Also, the repeal of the collective convention
governing employment in commercial banks by the
French Banking Association (AFB) opened the way
for significant changes in labor regulations in the next
two years. However, commercial (AFB) banks, which
have riskier business than most other French banks,
still lack a comfortable equity cushion, while well-
capitalized mutual and cooperative banks continue to
thrive in protected markets and can afford high oper-
ating costs and low returns on capital. The acquisition
of commercial banks by these banks (including
through privatization) would appear to have a limited
scope in helping to restructure the system, as it has
most often tended to relax the pressures on controlling
labor costs, without necessarily contributing to theim-
provement of managerial skillsin the acquired banks.
There are few indications also that the planned reor-
ganization of the savings banks under the aegis of the
public-owned Caisse des Dépbts et Consignations will
help leveling the playing field.

Overall bank profitability in Italy declined, reflect-
ing heavy provisioning by afew banks and a general
narrowing of interest margins and trade gains that
was not accompanied by a similar reduction in labor
costs. Interest income declined by 5.5 percent and
trade gains contracted by 18 percent. Although fee
revenues increased by 46 percent, they still con-
tributed only 13 percent of total intermediation in-
come and were not enough to offset the decline in the
other sources of revenue. Although labor costs de-
creased 0.6 percent, operational income declined by
6.4 percent. Total profits were, at Lit 1 trillion, nearly
four times lower than in 1996. The decline in total
profits was heavily influenced by the Lit 6 trillion
loss made by two banks (Banca di Roma and BNL—
the Banca Nazionale del Lavoro), mainly due to pro-
visions and charge-offs in anticipation of their priva-
tization: net income for the other six largest banks
increased by more than 15 percent. The share of non-
performing loans in total loans for the system as a
whole declined to 9.2 percent, reflecting write-offs by
those banks and the effects of the restructuring of the
main banksin the South, aswell asadeclinein thein-
flow of problem loans on the heels of the economic
recovery. Consolidation proceeded apace. The opera-
tional profits of the smaller banks shrank by 13 per-
cent, athough they are still high due in part to local
market power. The largest banks attempted to prepare
themselves to compete in the European single-cur-
rency market, mainly by the strengthening of links
with foreign partners and joining forces with peers.
The merger of several banks in the North, including
with support from foreign partners, and that of the
largest Italian bank with the best capitalized, after
balance-sheet-restructuring and cost-cutting mea-
sures in both banks, are seen as indicative of the

138

progress in the privatization and restructuring of the
Italian financial sector since 1995.

Challenges remain, however. Banks' reliance onin-
come fees has augmented the need for expanding the
supply of a wider set of instruments, including cor-
porate bonds. Despite the good performance of banks’
equity pricesin an overall bullish stock market, some
market participants still harbor doubts about the asset
quality and strategic focus of some of the former
banks of “national interest” and the soon-to-be-priva-
tized BNL, as well as with respect to prospects for the
highly fragmented cooperative sector. Pressures will
also increase on unprofitable saving banks, once a bill
that requires them to remunerate their capital at levels
compatible with the profitability of the sector in gen-
eral is approved by parliament. A national agreement
capping labor costs and regulating the funding of re-
dundancies was signed in early 1998, which is ex-
pected to reduce the ratio of those costs to intermedi-
ation margins by 4 percentage points by 2001.

In al three countries, the distribution through banks
of a variety of financial instruments—notably insur-
ance policies—has shown a steady growth. With re-
spect to insurance products, this trend is expected to
find its full expression after monetary union. The sin-
gle currency will effectively relax the requirement of
matching the currency of assets and liabilities in indi-
vidual countries. That possibility has created a new
scope for the “bancassurance” concept and reinforced
the role of insurers in the European banking sector,
where they control important shareholdings in most
countries. Recently, the approach of EMU contributed
to arealignment among the magjor European insurance
companies, in connection with privatizations in
France and the reorganization of the banking sector in
Italy.

Developmentsin Financial Supervision
and Regulation

The Asian crises have added a level of urgency to
supervisory and regulatory reforms in both industrial
and devel oping countries. Within the last year, a num-
ber of international supervisory groups have promul-
gated best principles or guidelines for regulatory
structures governing banking, securities markets, and
insurance markets, al with the intent of providing do-
mestic supervisors and regulators with direction for
the improvement of market infrastructure. Implemen-
tation of these guidelines has now taken on added im-
portance and a number of projects are under way to
hasten their adoption. In addition, industrial country
supervisors and regulators are moving ahead in a
number of areas. Several countries are attempting to
move the focus of supervision toward consolidated,
risk-based supervision and better use of market disci-
pline. As part of thisoverall theme, supervisorsare re-
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visiting therole of required credit risk capital and con-
sidering ways to enhance capital regulation generally,
making it more consistent with industry practices.
Methods to measure the capital of conglomerates and
enhancements to information flows and coordination
among regulators and supervisors dealing with cross-
border entities are also part of the new focus. To aid
the workings of market discipline, improvements in
accounting and disclosure are receiving renewed at-
tention. Work on the underpinnings of financial mar-
kets, particularly payments systems, is ongoing as
wel| .38

Supervisory Reforms Relating to Risk Management

Many supervisors realize that it is increasingly dif-
ficult to try to keep up with the nuances of risk man-
agement techniques, in light of the number of new
products and their sometimes complex risk/reward
characteristics. The emphasisis gradually changing to
a“risk-focused” rather than a*rules-based” method of
supervision, focusing on the underlying processes for
governing risk within financial firms, that is, the sys-
tems and procedures used to measure and manage
risk.

Leading the way within this new paradigm have
been supervisory changes to market risk capital re-
quirements. The adoption of the Basle Committee's
guidelines on market risk capital requirements for
banks on January 1, 1998 represents a watershed in
the regulatory treatment of capital. The new require-
ments permit national supervisors to let banks use
their own internal value-at-risk (VAR) model for the
determination of market risk capital. While only afew
countries have banks with VAR models that pass
muster, their sanctioned use has set the stage for dis-
cussions about the role of regulatory capital more gen-
erdly.?® For instance, the EU is in the process of
rewriting the Capita Adequacy Directive (CAD),
changing it from a rules-based method of assigning
capital to a method incorporating the internal-models
approach advocated by the Basle Committee. The EU
has agreed to accommaodate the use of internal models

38|mprovements in payment systems include wider implementa-
tion of RTGS systems, lower public sector provision of intraday
credit, more efficient netting systems, and better settlement risk
management.

39An extension of the internal-models approach to capita re-
quirements was carried out in a pilot study in 1997 of the precom-
mitment approach, which advocates letting banks choose their own
level of capital and then fining them when they breach this amount.
Ten commercial banks participated in the study, precommitting an
amount of capital on a quarterly basis to cover their market risk. In
no cases did the banks violate their precommitted capital, although
no penalties were in place. However, owing to the experimental na-
ture of the approach, banks were thought to have been extremely
careful in setting self-assessed capital. Despite its apparent success,
many supervisors and banks remain skeptical about the practical ap-
plication of the precommitment approach.

139

in the new law and CAD |1 is expected to become law
during the summer of 1998 and to be implemented
some time later.40

With the advent of credit derivatives and improve-
ments in loan portfolio management, including the is-
suance of collateralized loan obligations, private sec-
tor complaints about the distortionary effects of the
current credit risk capital regime have become com-
monplace, and a complete overhaul of the 1988 Basle
Capital Accord has been urged. The Institute of Inter-
national Finance has noted that “the gap between the
credit risk portion of the Accord and modern, portfo-
lio-based approaches for managing economic capital
has emerged and is growing.”4! In particular, the Insti-
tute warns that “the current capital framework is
flawed. It neither rewards nor encourages banks to
diversify credit risk portfolios by using new risk man-
agement tools and techniques.” The Internationa
Swaps and Derivatives Association (ISDA) has put
forth its own view on the topic, and has outlined a blue-
print for an “evolutionary models-based approach.” 42

The distortionary effects of the capital accord arise
from the arbitrary manner in which the risk weights
are assigned. For instance, under the 1988 Basle Ac-
cord, short-term claims on banks from any country
carry arelatively low (20 percent) risk weight, leading
to alower cost of borrowing in the interbank market
and a heavier reliance on interbank funding (see Box
5.8 for the accord’s current risk-weighting scheme for
on-balance-sheet assets). The accord assigns a zero
risk weight to instruments issued or guaranteed by
OECD governments. It has been suggested by some
Basle Committee members that the OECD designa-
tion has served as a “ stamp of approval,” and has en-
couraged banks to steer funds to OECD emerging
markets rather than to non-OECD countries with
equivalent sovereign risks.

The arbitrary and unchanging 8 percent minimum
capital assigned to risk-weighted assets is also seen as
imperfect because the 8 percent minimum is constant
through the business cycle. It might be preferable for
banks to acquire more capital relative to risk-weighted
assets during the cycle's upswing, so that some cush-
ion above the 8 percent minimum would be in place
when the business cycle turns down. At the peak of the
cycle, the riskiness of banks' assets may be well above
the average for the cycle, and while capital may be
above the required minimum, the additional buffer
may not be sufficient in light of the increased risk. A

40 CAD Il was stalled for atime by U.K. commaodities traderswho
wanted CAD |1 to depart from the Basle recommendation and assign
differing capital charges across exposures to energy, soft commodi-
ties, and base and precious metals. Other countries then negotiated
other changes as part of a compromise.

41See Ingtitute of International Finance (1998), p. 1.

42See International Swaps and Derivatives Association, Inc.
(1998).
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Box 5.8. Basle Capital Accord: Risk Weights by Category of On-Balance-Sheet Asset

0O percent:

(1) Cashl

(2) Claims on central governments and central banks
denominated in national currency and funded in
that currency.

(3) Other claims on OECD2 central governments3 and
central banks

(4) Claims collateralized by cash of OECD central-
government securities® or guaranteed by OECD
central governments.4

0, 10, 20 or 50 percent (at national discretion):

(1) Claims on domestic public sector entities, ex-
cluding central governments, and loans guaran-
teed by or collateralized by securities issued by
such entities.4

20 percent:

(1) Claims on multilateral development banks (African
Development Bank, Asian Devel opment Bank, Euro-
pean Investment Bank, Inter-American Devel opment
Bank, and World Bank)! and claims guaranteed by,
or collateralized by, securitiesissued by such banks.2
Claims on banks incorporated in the OECD and
claims guaranteed3 by OECD incorporated banks.
Claims on securities firms incorporated in the
OECD subject to comparabl e supervisory and reg-
ulatory arrangements, including in particular risk-
based capital requirements,> and claims guaran-
teed by these securities firms.

Claims on banks incorporated in countries outside
the OECD with a residual maturity of up to one
year and claims with a residual maturity of up to
one year guaranteed by banks incorporated in
countries outside the OECD.

Claims on nondomestic OECD public sector enti-
ties, excluding central government, and claims
guaranteed by or collateralized by securities is-
sued by such entities.?

(6) Cash itemsin process of collection.

@
©)

4

®)

50 percent:
(1) Loans fully secured by mortgage on residential
property that is or will be occupied by the bor-
rower or that is rented.

100 percent:

(1) Claims on the private sector.

(2) Claims on banks incorporated outside the OECD
with a residual maturity of over one year.

(3) Claimson central governments outside the OECD
(unless denominated in national currency and
funded in that currency; see above).

(4) Claims on commercial companies owned by the
public sector.

(5) Premises, plant and equipment, and other fixed
assets.

(6) Real estate and other investments (including non-
consolidated investment participation in other
companies).

(7) Capital instruments issued by other banks (unless
deducted from capital).

(8) All other assets.

1Includes (at nationa discretion) gold bullion held in own
vaults or on an allocated basis to the extent backed by bullion
liabilities.

2For the purpose of this exercise, the OECD group comprises
countries that are full members of the OECD (or that have con-
cluded special lending arrangements with the IMF associated
with the IMF's General Arrangements to Borrow), but excludes
any country within this group that has rescheduled its external
sovereign debt in the previous five years.

3Some member countries intend to apply weights to securities
issued by OECD central governments to take account of invest-
ment risk. These weights would, for example, be 10 percent for
all securities or 10 percent for those maturing in up to one year
and 20 percent for those maturing in over one year.

4Commercial loans partially guaranteed by these bodies will
attract equivalent low weights on that part of the loan which is
fully covered. Similarly, loans partially collateralized by cash,
or by securities issued by OECD central governments. OECD
noncentral government public sector entities, or multilateral de-
velopment banks will attract low weights on that part of the loan
which is fully covered.

SThat is, capital requirements that are comparable to those ap-
plied to banks in this Accord and its Amendment to incorporate
market risks. Implicit in the meaning of the word “comparable’
is that the securities firm (but not necessarily its parent) is sub-
ject to consolidated regulation and supervision with respect to
any downstream affiliates.

minimum capital requirement that varied with risk
over the business cycle would help to accommodate
this risk.

An associated deficiency is the accord’s promulga-
tion of the 8 percent rule regardless of a banking sys-
tem’'s larger operating environment. The 8 percent
minimum was set with the industrial countries’ bank-
ing systems in mind. The accord’s adoption by many
developing countries, where economic business cy-
cles have larger swings and the operating environment
for banks is much riskier, means that these banking
systems are less protected than those in industria
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countries. Both these problems argue for a more flex-
ible approach toward credit risk capital requirements
in which a broader view about risk is incorporated.
Members of the Basle Committee recognize these
deficiencies and are discussing the potential merits of
apossible revision to the credit risk regulatory capital
framework. Members' suggested revisions vary, how-
ever, ranging from leaving the accord as is and pro-
moting better implementation to adopting a new ap-
proach that incorporates portfolio-based risk models
along the lines of the market risk capital requirements.
In between are a variety of suggestions as to how to
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alter the accord's risk weights to better reflect the ac-
tual risk of banks' assets.

Federa Reserve Chairman Greenspan has advo-
cated an increase in the risk weight on short-term in-
terbank claims, which would raise the cost of borrow-
ing and discourage excessive use of interbank
funding. The higher risk weight might also encourage
securitization of these short-term claims, lowering the
exposures on banks' balance sheets and diversifying
the risk beyond the banking system. Other suggestions
have included additional requirements that would
need to be met before a zero risk weight could be ap-
plied to sovereign debt of an OECD country, such asa
minimum degree of transparency and disclosure about
acountry’sfinancia sector and implementation of the
Basle Committee’s Core Principles. ISDA has pro-
moted a mixed approach to credit risk capital require-
ments, in which some banks would continue to use the
existing standards, others could take advantage of a
“simplified model” that would address some of the
weaknesses of the existing accord, and still other
banks would be permitted (on a case-by-case basis) to
use portfolio modeling techniques to establish capital
requirements. Despite the pressures to move on the
topic, the Basle Committee is likely to maintain its
consensus-oriented deliberateness.

A reevaluation of the role of capital is also under
way within the International Organization of Securi-
ties Commissions (I0SCO) and many of the securities
commissions it represents. In the former regime, cap-
ital protected securities firms against unexpected
liquidity shortages, allowing them to meet daily set-
tlement flows and initiate an orderly windup if neces-
sary. As banks and securities firms become increas-
ingly involved in similar products and business
activities, it has become less clear whether the differ-
ent motives for capital requirements for the two types
of firms still make sense. Level playing fields and reg-
ulatory arbitrage means that capital requirements for
banks and securities firms are unlikely to be far dif-
ferent for long.

Since market risk is the dominant risk faced by se-
curities firms, market risk capital requirements are
likely to be a significant part of any unified approach.
For example, the U.S. Securities and Exchange Com-
mission (SEC) is aready trying to determine how to
best gain experience with the use of VAR models in
the determination of capital requirements. One pro-
posal, dubbed “broker-dealer lite,” would establish a
new class of registered dealers called OTC derivatives
dealers43 These dealers would be subject to lower

43Consideration of the new class of OTC derivatives dealers by
the SEC has sparked further discussion about jurisdiction over OTC
derivatives markets between the Commodity Futures Trading Com-
mission (CFTC) and the SEC. Another evaluation of the OTC ver-
sus exchange-traded derivatives markets is being undertaken
through a“ concept release” by the CFTC, whereby comments from
interested parties are being solicited.
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capital and margin requirements than other dealers,
but could deal only with certain counterparties and not
hold client funds. The SEC is considering whether to
allow the use of internal models to calculate net capi-
tal requirements. The Securities and Futures Authority
(SFA), soon to be merged into the Financial Services
Authority, has released a consultative paper outlining
the impact of the introduction of the European single
currency on its regulatory capital regime. The SFA is
using this opportunity to revisit a number of issues.

While credit risk capital requirements are being de-
bated, guidelines to deal with operational risk have
been introduced by both the Basle Committee and
IOSCO. Recognizing that operational failures are the
most common cause of financial institution failures, the
two organizations are promoting operational controls
and guidelines. Previous guidance issued by the Basle
Committee has covered internal controls associated
with specific areas of banks' activities, while the recent
document, “Framework of the Evaluation of Interna
Control Systems,”44 provides a framework for a com-
plete evaluation of internal controls for all on- and off-
balance-sheet activities. The IOSCO initiative, “Risk
Management and Control Guidance for Securities
Firms and their Supervisors,” combines risk manage-
ment and operational controls as part of alarger goal of
managing all types of risk—market, credit, legal, oper-
ational, and liquidity—noting that risks can come from
both internal sources (for example, insufficient internal
controls) as well as external ones (for example, sharp
price changes). The principles of good risk manage-
ment and control systems are intended as benchmarks
against which firms and supervisorsin each jurisdiction
can judge the adequacy of their control systems.

Consolidated Supervision—Regulation by Entity
Versus Function

It is now generally agreed that the ability to un-
bundle, repackage, and trade risks separately by both
regulated and unregulated entities has made it diffi-
cult, if not nearly impossible, to know the distribution
of private financial risk across institutions, markets,
and countries. Supervisors and regulators are thus at-
tempting various reforms to enhance their ability to
conduct consolidated supervision, both domestically
and internationally. A leading example is in the
United Kingdom, which is reorganizing its supervi-
sory and regulatory structure by merging nine regula-
tory bodies into a single Financial Services Authority
(Box 5.9). Regulation will encompass al financial
entities, with the hope to level the playing field
among entities that perform similar functions. The
Authority will supervise entities that conduct both
traditional commercial banking and securities activi-

44Basle Committee on Banking Supervision (1998a).
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Mirroring the changes in the financial services indus-
try, the United Kingdom has set out to create asingle, in-
tegrated regulatory body. The new financial regulatory
organization, the Financial Services Authority, will con-
sist of the nine existing financial regulatory bodies.* The
new regulator will have jurisdiction over banks and in-
vestment firms, as well as insurance companies and
building societies. In the areas of financial conglomer-
ates, the Authority will develop a “lead regulator,” inte-
grating the supervisors and other regulators covering a
single complex financial group into one unit. The idea
behind the Authority and, in particular, the lead regulator
concept, is to provide consistent treatment across com-
plex financial groups. In addition, the Authority will
seek to strengthen mechanisms for consumer involve-
ment and remove inefficient or duplicative regulation.

The Authority will have three main responsibilities:
financial supervision; authorization, enforcement, and
customer relations; and central policy formation and re-
view. The financial supervision department will be di-
vided into units overseeing various types of businesses
such as banks, fund managers or insurance companies,
and, where appropriate, complex groups. The depart-
ment will also cover recognized investment exchanges
(such asthe London Stock Exchange and the London In-
ternational Financial Futures Exchange), recognized
clearinghouses (such as the European Clearing House
Organization), and the wholesale money market (for-
merly supervised by the Bank of England). The depart-
ment covering authorization, enforcement, and cus-
tomer relations will develop common policies for
intervention, investigation, and disciplinary powers and
will maintain a unit covering consumer issues. A central
policy directorate will be in place to support and advise
senior management.

The launch of the new organization has two stages. As
of June 1, 1998, the Authority assumed formal control of
banking and security firm supervision from the Bank of
England and the Securities Investment Board, respec-
tively. The second stage is envisaged to be effective by
the fall of 1999, when all other regulatory bodies will be
integrated into the Authority and become fully opera-
tional. The transition stage poses challenges for the new
organization regarding, for example, the development of
policies and authorization of new entities. However, the
Authority will attempt to influence new policies to make
them conformable across regulatory bodies and mini-
mize the burden for firms that need to acquire authoriza-
tion from multiple bodies.

Box 5.9. The Financial ServicesAuthority of the United Kingdom

The Financial Services Authority will be funded by
the industries it regulates or registers through the use of
fees. The intention is to have the fee structure reflect the
size, nature, and extent of the business conducted by the
financial entity. The Authority intends to involve con-
sumers and market practitioners in an advisory role. A
consumer panel is envisaged as providing the Authority
with feedback on the impact of its policies and suggest-
ing new issues of relevance. Practitioner involvement has
long been a part of the regulatory structure through the
self-regulatory organizations and it is believed such in-
volvement should continue through several advisory
groups, as it encourages cost-effective regulation and
helps to avoid regulatory impediments to innovation.

The Authority’s relation to the Bank of England and
the Treasury is set out in @ memorandum of understand-
ing (MOU), which establishes a framework for coopera-
tion among the bodies. The MOU delineates the respon-
sibilities to be assumed by each institution, making each
one accountable for its actions. Besides its supervisory
role, the Authority is to maintain close and regular con-
tact with the Bank of England, gathering and sharing in-
formation and data from the firms it regulates, to pro-
mote the common goal of financial stability. In
particular, after attributing the responsibility for banking
supervision to the new Authority, the MOU introduces
clear, transparent, and open information sharing provi-
sions. The MOU (paragraph 9) stipulates, for example,
that “the [Authority] and the Bank will establish infor-
mation sharing arrangements, to ensure that all informa-
tion which is or may be relevant to the discharge of their
respective responsibilities will be shared fully and freely.
Each will seek to provide the other with relevant infor-
mation as requested.” The Bank of England also has
“free and open access’ to supervisory records (MOU,

paragraph 21).

1The Financial SevicesAuthority will merge the Building So-
ciety Commission (building societies), the Friendly Societies
Commission and Registry of Friendly Societies (friendly soci-
eties, credit unions), the Insurance Directorate of the Depart-
ment of Trade and Industry (insurance companies), the Invest-
ment Management Regulatory Organization (investment funds),
the Personal Investment Authority (retail investment business),
the Securities and Futures Authority (securities and derivatives
dealers, brokers, and advisors), the Securities and Investment
Board (investment business), and the Supervision and Surveil-
lance Division of the Bank of England (banks and wholesale
money market).

ties on a consolidated basis; for example, a special
unit to look after “complex” groups is to be estab-
lished. As part of the merging of supervisory over-
sight into one body, the responsibility for banking su-
pervision has been moved out of the Bank of England
and into the Authority. Australia, too, has moved
banking supervision out of the central bank, but has
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not yet embraced consolidated supervision across
banks and securities firms (see the previous section
for adiscussion of thisissue for Japan). In Australia’'s
case, most securities trading in financial conglomer-
ates occurs in the entity supervised by the Australian
Prudential Regulatory Authority, which covers banks
and insurance companies, or in a subsidiary of the
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regulated entity, in which case it is supervised on a
consolidated basis.

An important issue is whether responsibility for
banking supervision should be contained within the
central bank. In some countries, it is thought that
housing banking supervision in the central bank may
provide supervisors with greater autonomy and au-
thority, compared with housing it within another part
of government (particularly the finance ministry). It
is also argued that since the central bank usually has
the responsibility for lender-of-last-resort activities,
housing banking supervision in the central bank al-
lows it to quickly determine the condition of a bank
requiring liquidity assistance. However, if supervi-
sors have political and financial autonomy, the loca-
tion of banking supervision is not nearly as important
as supervisors ability to transmit information about
banking-system-wide issues on an ongoing basis and
about specific bank circumstances in times of crisis.
For example, Australia has established a Council of
Financial Regulators, which consists of the central
bank, the banking and insurance regulator, and the se-
curities regulator, to coordinate the sharing of infor-
mation in respect of individual institutions and to re-
spond to crises. Nonetheless, the movement of
banking supervision outside central banksin system-
ically important countries deserves careful attention
and assessment to ensure that systemic stability is
maintai ned.

One of the problems in merging regulatory struc-
tures to accommodate financial conglomeration is
that banking supervisors and securities market regu-
lators have quite different approaches to regulation.
In particular, securities regulators have tended to
focus on consumer protection and market integrity
rather than systemic risk. Banking supervisors tend to
focus on risks to individual institutions and systemic
risks. While the United Kingdom will have to con-
front this cultural dichotomy directly if the FSA isto
be successful, other countries will increasingly have
to deal with it aswell. As securitiesfirms grow in im-
portance and increasingly take on activities that pose
domestic and, sometimes, global systemic risks, se-
curities regulators will need to weight systemic risk
more heavily in their regulatory decisions. Banking
supervisors, too, will have to alter their methods, tak-
ing into account banks move toward securities-based
activities.

Developmentsin International Coordination

While reforms to improve cross-sector supervision
are under way in a number of countries, international
efforts to harmonize national rules and establish infor-
mation-sharing arrangements are widely perceived to
have moved too slowly, and examination of global
risk taking (across jurisdictional boundaries) is still
lagging. The Basle Committee made initial progressin
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the area of home/host supervision of banking entities
in several earlier documents, starting in 1975 and most
recently in 1996. While the Basle Committee's ap-
proach and guidance on the subject is widely accepted
by banking supervisors, implementation of cross-bor-
der banking supervision has been slow.

On February 19, 1998, the Joint Forum, a group of
international banking, insurance, and securities su-
pervisors, released a set of consultative documents on
the supervision of financial conglomerates that cover
a number of topics, including two that have experi-
enced difficulty gaining international consensus—
determination of a capital measure for the whole of a
financial conglomerate and the assignment of a
“lead” regulator. Although the proposed methods for
measuring capital at the level of afinancial conglom-
erate appear sound, progress has been slow on the
concept of a “lead” regulator. Instead of providing
guidance about who would be responsible for over-
sight of a global entity, the paper suggests that one
of the supervisors be designated as a “ coordinator” to
facilitate information-sharing efforts in a timely
and efficient manner. Although information sharing is
an important component of general oversight, the
designation of a “coordinator” does not squarely as-
sign responsibility for consolidated supervision of a
conglomerate to a single supervisory or regulatory
entity.

In order to promote better supervisory and regula-
tory practices, several groups within the international
financial community have issued papers proposing
guidelines or principles. A list of the documents and
their affiliation is presented in Table 5.10. These doc-
uments are primarily meant to provide a description
of an ideal financial system as a benchmark for com-
parison. Implementation is voluntary, although mem-
bers of these various organizations are expected to
pursue strategies that are consistent with the princi-
ples. Partly to encourage the adoption of the Core
Principles, the Basle Committee has established the
Institute for Financial Stability under the auspices of
the BIS. The purpose of the institute will be to pro-
mote the Core Principles to upper-level officials from
banking supervisory bodies, those who are likely to
be instrumental in implementing the Principles, and
to provide aforum to discuss specific implementation
issues.

In addition to supervisory and regulatory group-
ings, several other forums are now attempting to en-
hance surveillance of global financial markets. Multi-
lateral efforts are under way to collect information
about global capital flows and the functioning of in-
ternational markets. The IMF, with its surveillance
mandate, is considering revisions to the Special Data
Dissemination Standards that would include more in-
formation about foreign reserves, particularly on the
use of derivatives and contingent and other liabilities,
and their residual maturity. In addition, the Inter-
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Table 5.10. International Organizations' Documents Proposing Principles of Supervision and Regulation

Date I ssued Organization Title

September 19971 Basle Committee on Banking Supervision Core Principles for Effective Banking Supervision
September 1997 International Association of Insurance Supervisors Principles, Standards and Guidance Papers
January 19982 International Monetary Fund Toward a Framework for Financial Stability

May 1998 International Organization of Securities Commissions Objectives and Principles of Securities Regulation
April 1997 Working Party on Financial Stability in Emerging Financia Stability in Emerging Market Economies

Market Economies

1Approved by Basle Committee in April 1997.
2Advance copy available in October 1997.

agency Task Force on Financial Statistics,%> which is
chaired by the IMF, will assess the comprehensive-
ness of currency reporting systems on external debt
and explore possible improvements. The Group of
Ten countries, meeting under the auspices of the BIS
as the Euro Currency Standing Committee, plan to
enhance their monitoring of cross-border activities,
examining current market developments in more de-
tail and collecting additional data on cross-border
flows. One project, already in train at the BIS, is to
collect information semiannually about derivatives
from the top global derivatives dealers. This data is
meant to fill in some of the gaps in off-balance-sheet
information for financial institutions, providing a
global picture of OTC derivatives activities. The ab-
sence of timely information of this sort made it diffi-
cult to know the total exposures of financial institu-
tionsinvolved in the Asian crises.

Reformsto Enhance Market I ncentives

The idea of greater reliance on market discipline
and financia entities' own risk management, and less
reliance on restrictive regulations, is gaining ground
among supervisory bodies. The principle is to induce
good financial decision making by putting in place
“an enhanced regime of market incentives, involving
greater sensitivity to market signals and more infor-
mation to make those signalsmorerobust . . . .” In ad-
dition, “government regulation and supervision should
seek to produce an environment in which counterpar-
ties can most effectively oversee the credit risks of po-
tential transactions.” 46

For obvious reasons, most promoters of the idea
that market incentives should be used to reduce sys-
temic risks have been in the private sector. The Group
of Thirty report, “Global Institutions, National Super-
vision, and Systemic Risk,” gives the private sector
most of the burden of preventing systemic events. The

45Members include the IMF, BIS, ECB, OECD, Eurostat, the
United Nations, and the World Bank.
46See Greenspan (1998).
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report advocates the establishment of a set of global
principles of risk management for core financial insti-
tutions*” and a periodic review of core firms world-
wide operations by an independent external global au-
ditor. The report also stresses the need for the private
sector to agree upon a “more consistent and meaning-
ful disclosure of financial and risk information on a
global, consolidated basis.” Supervisors' roles in the
proposed framework are to agree on a“lead coordina-
tor” for global firmsand apply a global framework for
comprehensive and effective management controls
and consistent reporting requirements for global firms.
Supervisors would also be expected to strengthen the
underpinnings of the international financial system by
ensuring that exchanges, clearinghouse, and payments
systems function efficiently. Within the Group of
Thirty framework, legislatures would be responsible
for areliable legal framework for internationa trans-
actions by strengthening national laws governing net-
ting, contract enforceability, and insolvency of finan-
cial institutions.

The IMF's Toward a Framework for Financial Sta-
bility describesin some detail internationally accepted
standards for establishing and maintaining a sound
banking system and effective financial intermediation,
encompassing the Basle Committee’s Core Princi-
ples.48 The framework goes beyond the core princi-
ples and provides standards or generally accepted
practices on other aspects of financial systems and in-
frastructures, including the design of deposit insur-
ance schemes, lender of last resort, and the broader
financial safety net. The overal objective of the
framework is to promulgate better banking sector su-
pervisory structures, complementing the general inter-
national effort to improve the soundness of financia
systems.

47Core ingtitutions are defined in the Group of Thirty report as
“large, internationally active commercial banks, the major partici-
pantsin large-value payment systems, along with the largest invest-
ment banks, which are key participants in the clearing and settle-
ment systems for globally-traded securities.”

48See Folkerts-Landau and Lindgren (1998).
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Public disclosure of the risks taken on by institu-
tions and their vulnerabilities to shocks is needed for
market discipline to work. Public disclosure is gradu-
ally improving. The Basle Committee, in conjunction
with 1OSCO, recently issued its second report on
progressin derivatives and risk reporting in the annual
reports of 70 large banks and securities firms.4° The
report concludes that, while progress is being made,
there is a growing disparity within and across coun-
tries in the type and usefulness of the information
firms disclose. In particular, smaller institutions lack
depth in their disclosures. Particularly in need of at-
tention are the comparison of value-at-risk data with
historical profit and loss experiences and the extent of
information about trading income by risk exposure or
by business line.

The IASC is continuing its work on establishing a
full set of core standards that are expected to serve as
the benchmark for foreign exchange listing require-
ments and fulfill the role of “internationally accepted
accounting standards.” The work plan to establish the
accounting principles was to come to fruition in the
spring of 1998, but the standards are not yet ready.
Even when complete, the IOSCO will need to decide
if they are adequate minimums for worldwide listing
requirements. Since SEC is a member of IOSCO it is
important that the U.S. SEC be favorably disposed to-
ward thisissue, but traditionally the United States has
viewed | ASC standards as too weak to qualify foreign
firms for U.S. listing privileges. Meanwhile, the U.S.
accounting body, the Financial Accounting Standards
Board (FASB), is having difficulty in promulgating its
new hedge accounting standards. Many potential
users of the new standards believe the standards will
unnecessarily increase the volatility of earnings with-
out increasing the transparency of derivatives usage.
Some constituencies have complained so strongly
about FASB’s presumed lack of responsiveness to
U.S. corporations and banks with regard to its pro-
posed treatment of derivatives that the U.S. Congress
has proposed legislation to alow SEC-recognized ac-
counting principles to be reviewed by a federal ap-
peals court.50

The slow progress toward better accounting for fi-
nancial risks and their disclosure has frustrated many
who believe that lack of transparency about off-bal-
ance-sheet items, and the on-balance-sheet items they
potentially hedge, contributed to the difficulties sur-
rounding the resolution of financial sector problemsin
the Asian crisis. The U.K. Accounting Standards

49See Basle Committee on Banking Supervision and the Techni-
cal Committee of the International Organization of Securities Com-
missions (1997).

S0Chairman Greenspan also lodged his concerns in the formal
FASB comment period. It is the first time a Federal Reserve chair-
man has formally commented on an accounting rule.
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Board (ASB) chairman, Sir David Tweedie, noted
that, despite the lack of appeal, financia instruments
should be measured at current value and added that it
is important that a credible U.K. accounting standard
dealing with measurement and hedge accounting is
developed as soon as possible. The ASB may decide
to proceed unilaterally toward such a standard if inter-
national projectsfail to progress soon. And despite the
Basle Committee’s establishment of a subcommittee
to examine issues of accounting and disclosure, the
Board of Governors of the Federal Reserve System
has proceeded to issue 10 international accounting
standards to be used for internal purposes only at this
stage. While preliminary, the standards could provide
abasisfor international standards for financial report-
ing of banks.

It has become evident that even if banks could de-
termine the risk characteristics of their bank counter-
parties and the corporates with whom they do busi-
ness, this would be insufficient for an analysis of the
risk to the larger international financial system. Thus,
in addition to the work in train to encourage better dis-
closure and reporting standards at the firm level, ef-
forts are under way to increase the transparency of
systemwide financial health. Some of the improve-
mentsthat are being discussed include better reporting
of central bank reserves, including effective maturity
structures and contingent liabilities; improved mea-
sures of banking sector health (nonperforming loans,
funding sources, measures of capital, and so on); and
better aggregate statistics on corporate sector debt
along with its effective maturity structure.
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