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Foreword

Over the last two decades, the countries of Latin America and the Caribbean have suf-
fered damaging financial crises that have obstructed the building of sound financial
systems and created major obstacles to growth.

On June 11-12, 2001, the Inter-American Development Bank (IDE) and the
Japan Center for International Finance (JCIF) organized a workshop entitled "Finan-
cial Crises: Japan's Experience and Implications for Latin America and the Caribbean."
The event allowed for a review of experiences with financial crisis in a highly devel-
oped country, Japan, and in some Latin American countries, and also sought to draw
out lessons for the region. Participants included distinguished representatives from
academia, government, supervisory agencies and multilateral organizations, each shar-
ing the results of their studies on and professional experience with financial crises, both
in Japan and Latin America.

We believe that the workshop met its objective and that its findings will help
improve the understanding of financial crises, contribute to developing policies to re-
solve and prevent them and, ultimately, develop healthy financial sectors.

Prompted by such crises, important reforms were introduced in Latin Ameri-
can financial markets, including changes to the legal and regulatory framework,
patterns of ownership, and market infrastructure. Domestic and foreign private own-
ership is now encouraged, and regulation, supervision, and competition play comple-
mentary roles. However, despite these pivotal reforms, the region's financial markets
are still falling behind and failing to provide the finance required by firms and indi-
viduals to help enhance Latin America's competitiveness and spur growth.

Without legislation that is effective and enforced, without solid institutions,
and without a political vision coupled with strong leadership, the situation may dete-
riorate, undercutting market discipline and reducing the region's ability to operate ef-
fectively in an increasingly global economy.

The experiences of Japan and Latin America alike remind us of the fundamen-
tal lesson that financial market development is to a large extent a public good that needs
to be further enhanced. In other words, it constitutes a value, an asset that belongs to
the overall community; policymakers must therefore provide the vision, leadership,
commitment and collective action to make financial markets function effectively and
efficiently.

The Inter-American Development Bank Group, which includes the Bank as
well as the Multilateral Investment Fund (MIF) and the Inter-American Investment
Corporation (IIC), has promoted financial sector reform as well as banking supervi-
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vi FOREWORD

sion and domestic capital market development. In its dialogue with member countries,
the Bank Group will continue to support reforms that encourage vibrant local financial
markets as a stimulus to economic growth. It will also push ahead with the economic
and financial integration of the region so as to increase the benefits that come from ef-
ficiency and to enable all to participate more fully in the global economy.

Carlos Jarque, Manager
IDB Sustainable Development Department
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INTRODUCTION

Financial Crises in Emerging
and Developed Economies

The increased frequency of financial crises and the lack of a generally accepted set of
policies and actions to prevent and resolve them have generated a great deal of discus-
sion over the best ways to respond to and reduce such crises and the economic costs
that they impose. Crises in Latin America in the early 1980s, Scandinavia in the early
1990s, Mexico in 1994-95, Asia in 1997, and Argentina in 2001, to name but a few,
have caused substantial welfare losses and damaged the interests of large segments of
the population.

There are a number of reasons why it is critical to find adequate ways to pre-
vent and resolve financial crises, not least to reduce the high costs that accrue to the
state and taxpayers. Financial crises generate economic distortions and add to the costs
borne by economic agents. Furthermore, the frequency with which they occur is detri-
mental to stability and sustainable development.

Latin America's vulnerability to external shocks makes it especially prone to
frequent financial crises. As in other parts of the developing world, the prevention and
resolution of financial crises in Latin America has to be carried out under severe limi-
tations on the availability of resources. This has an impact on countries' ability to pro-
vide public services, since governments have to spend significant amounts of human
and financial resources to resolve financial problems. In addition, as competition for
scarce resources builds up, public policy has to contend with difficulties over resource
allocation, which can make it harder to adopt adequate and opportune policies. In
these circumstances, market pressures as well as those from lenders force emerging mar-
ket countries to act quickly to resolve the problems.

This situation is different from that of a developed economy, which, when hit
by a financial crisis, generally has more resources available and can be more flexible in
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2 INTRODUCTION

how it deals with the problem over a longer period of time. The duration of crises,
combined with the reactions of policymakers, financial experts, foreign and domestic
creditors, the markets and public opinion in general, tend to differentiate the experi-
ences of Japan from those of Latin America. While in Latin America the crises have had
to be addressed almost immediately, in Japan it has been possible to muddle through
in the quest for a longer-term political and financial solution. Emerging economies
have fewer available policy options, and do not have the time to wait; they are often
confronted by market and international pressure to react immediately, albeit under sev-
eral constraints.

The aim of this book is to promote a discussion of the complex issues involved
in financial crises and to explore different ways by which Latin American countries can
deal with such crises in order to minimize the often unnecessarily high costs incurred.
At the same time, the book revisits some of the fundamental issues related to financial
sector development and reform.

The book provides a comparative review of the Japanese experience in dealing
with its financial crisis as a means of facilitating a better understanding of the similar-
ities and differences with the Latin American cases analyzed, and to identify some of
the lessons learned and how they can be applied. For both Japan and Latin America,
the chapters focus on financial crises during the 1990s. The various lessons that can be
drawn from these experiences can help policymakers in making future decisions con-
cerning financial market strategies and reforms.

Most previous publications on financial crises have analyzed why they took
place and how to reduce their costs. This volume adds to that a comparative focus be-
tween different regions and countries with different cultures and levels of development.
The book concentrates on policy analysis and assessment, and in that vein some of the
more theoretical contributions are examined from a comparative viewpoint.

Indeed, the analytical framework for the prevention and resolution of finan-
cial crises is still incomplete. There have been many positive advances in theoretical
analysis, but we are still far from identifying a framework applicable to most situations.
This book does not pretend to propose such an ideal analytical framework; rather its
aim is to focus on the key issues and lessons that policymakers have to consider in de-
veloping an adequate framework for dealing with financial crises.

The book is directed at all those interested in deepening their knowledge of fi-
nancial crises. By relating theory to empirical episodes, it should shed more light on
how such crises come about and how best to resolve them. It will be particularly use-
ful to policymakers, regulators and supervisors in Latin America who are on the front
line at moments of crisis and under pressure to make tough choices. They will benefit
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FINANCIAL CRISES IN EMERGING AND DEVELOPED ECONOMIES 3

from some of the specific lessons derived from the analytical frameworks used, and they
will be more likely to use those lessons to preempt future problems through regulatory
and supervisory reform. In this sense, the book will contribute to developing new ap-
proaches to deal with old problems, and to identifying policies for the prevention and
management of financial crises, particularly when developing or reforming legal and
regulatory frameworks.

Bankers may also find this book useful as they seek to improve their practices.
They may benefit from being able to compare their experiences, adopt new strategies,
and deepen their understanding of the role banks play in financial systems and how
they can lower the risk of becoming embroiled in situations that lead to financial cri-
sis. The book should also provide added value for academics and researchers, particu-
larly as they explore new areas of research. It may prove especially useful for those re-
searchers who are looking for specific issues that are instructive in explaining the
dynamics of financial crises in different economic circumstances. Interested parties
from the public and private sectors may find the book helpful as they analyze the im-
pact of introducing the new Basel capital accord.

The book does not pretend to generate a consensus on the issues raised, but
rather to enrich the debate about financial crises and financial sector development.

The book is divided into five main sections. In Part One, Makoto Utsumi
provides an initial comparative overview of crises in Japan and Latin America and ex-
plains the reasons why the Japanese banking system became so fragile. Part One goes
on to deal with structural problems and the causes of financial crises. Jacques Trigo
Loubiere compares two recent financial crises in Bolivia. His chapter is of direct rele-
vance for other Latin American countries, and also serves to illustrate how important
it is to learn the lessons that each crisis yields.

Part Two focuses on policy actions that governments, policymakers and regu-
lators have adopted in Japan and Latin America. The initial chapter by Yoshio Okubo
assesses the Japanese crisis, stressing three elements of reform: re-establishing stability,
increasing efficiency, and introducing structural reforms. Takafumi Sato reviews the
shift in direction of Japanese prudential policy. In particular, he considers the signif-
icance of the new deposit insurance system and its potential impact on market dis-
cipline. Also in Part Two, Ruth de Krivoy reviews the policy responses in Latin Amer-
ican countries, highlighting the impressive progress made in moving toward risk-based
regulation, improved supervision and reinforced market discipline.

Part Three deals explicitly with market discipline issues. Mitsuhiro Fukao pro-
vides another perspective on the Japanese banking system and its problems, using op-
tion price theory to evaluate risk in the net asset position of individual banks. Maria
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4 INTRODUCTION

Soledad Martinez Peria and Sergio Schmukler assess the relationship between market
discipline, depositors and deposit insurance. Edgardo Demaestri, Pietro Masci, Maria
Pia lanariello and Jose Chicoma review the role of market discipline in connection with
investors' behavior and stock prices during financial crises in selected Latin American
countries and Japan.

Part Four deals with preemptive strategies. The initial chapter by Theodore
Barnhill, Panagiotis Papapanagiotou and Marcos Rietti Souto estimates the number of
bad loans in the Japanese financial system, and advances a method for crisis alert. In
the next chapter, Adam S. Posen provides a provocative argument for reducing the risk
of bank crises by reducing the number of banks.

Finally, in Part Five, Roberto Zahler presents some final thoughts on the les-
sons to be learned from the Latin American and Japanese experiences with financial
crises. Zahler notes that one of the greatest challenges facing most Latin American
countries is how to reduce macroeconomic instability, which correlates strongly with
external vulnerability, inappropriate risk evaluation by the financial sector and, conse-
quently, banking system fragility. The preservation of the macroeconomic stability of a
country is a sine qua non for the proper functioning of its financial system. Generally,
Latin American countries are highly exposed to macroeconomic fluctuations because
they are more vulnerable to foreign and domestic shocks than developed nations like
Japan. Zahler concludes that to reduce such shocks, it is important to reduce the
intensity and amplitude of the economic cycle (for example, by discouraging credit
booms, assets bubbles and the like).

To reduce the probability of financial crises, Latin American countries need to
design consistent macroeconomic policies in such a way as to achieve internal equilib-
rium in a stable, sustainable and credible way. This involves exercising pre-emptive ac-
tions and adequate coordination of fiscal, monetary, exchange rate and wage policies to
minimize the appearance of exaggerated cycles of boom and bust. This is also true of a
developed economy like Japan, even though the diversification of a mature economy
and the credibility attained on the macroeconomic front make it easier to find domes-
tic adjustment methods. Zahler correctly maintains that fiscal policy in Latin America
is closely related to the soundness of domestic financial systems. Financial systems can-
not work properly in an environment where the government crowds out the private
sector. Fiscal institutions have to work efficiently and be capable of ensuring the sus-
tainable fiscal position that is so central to financial stability in Latin America. A disci-
plined fiscal policy, which goes beyond just achieving structural budget equilibrium, re-
duces vulnerability to external shocks. The contingent cost of problems in the financial
services industry needs to be explicitly recognized to ensure that banks and other fi-
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FINANCIAL CRISES IN EMERGING AND DEVELOPED ECONOMIES 5

nancial institutions do not think that their domestic (and even some of their foreign)
liabilities enjoy an implicit government guarantee. Fiscal discipline is also a requisite in
a developed economy, but a stable macroeconomic environment coupled with a high
level of savings in a mature economy like Japan grants governments additional alterna-
tives to deal with financial crises.

This book covers other macroeconomic issues such as capital account liberal-
ization and the controversies surrounding exchange rate policy. It also touches on the
roles of international financial institutions such as the Inter-American Development
Bank, the International Monetary Fund and the World Bank. Although important,
those topics are not at the core of this book, since they are considered extensively in the
economic literature. The focus here is more on the aspects of supervision and regula-
tion; financial sector reform; market discipline; and crisis symptom recognition, pre-
vention and preemption. In particular, the book deals both with the technical and the
political aspects of supervision and market discipline.

In what follows, we discuss a few approaches that may contribute to a better
understanding of critical issues related to financial crisis. A distinctive feature of the
Japanese financial crisis relates to the availability of time. Japanese policymakers have
dealt with financial crisis over an extended period of time, while in Latin America the
interventions and policy changes have been sharp, speedy and at times dramatic. This
consideration runs parallel to that of Gavin and Hausmann (1998), who note that
global financial markets are less tolerant of the crises of emerging countries and, as a re-
sult, Latin American countries operate in a "less forgiving context." Also, the Japanese
financial crisis came after a long period of growth, while in Latin America crises occurred
on the heels of earlier ones and volatile economic growth. Another distinctive feature of
the crises in Latin America was the linking of crisis management with previous similar
experiences and the lessons that these brought to policy and decision-making.

The buying of time in the case of the Japanese experience is in line with Japan's
higher level of development and economic wealth compared to the countries of Latin
America. The difference between these cases is also evident in the use of fiscal stimulus
(to revive the economies and address the situation of bad bank loans) that is almost ab-
sent as a tool for the Latin American countries. However, the Japanese experience
shows that the use of the fiscal leverage (i.e., Japan's budget deficit jumped significantly
during the 1990s) did not prove to be effective.

In a context of financial and economic crises that affect so many parties and
stakeholders, the political dimension plays a crucial role. In this respect, the so-called
"prospect theory" (see Weiland, 1996) may prove to be an interesting device to under-
stand the political behavior of the various intervening parties in countries with differ-
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6 INTRODUCTION

ent levels of development. The theory tells us that people make decisions not on the
basis of absolute levels of utility, but in terms of relative gains and losses. When faced
with the possibility of gains, people tend to select less risky solutions, while in the do-
main of losses, and particularly when big losses have already been incurred, people may
opt for more daring solutions that would bring success and may erase past losses. At
the political level, the audacious resolution is favored when decisions are taken by out-
siders or newcomers uncompromised with the previous choices that resulted in disas-
ters. Weiland (2002) has applied this theory to various emerging countries, and he con-
firms his theory in the cases of Argentina, Brazil, Peru and Venezuela during the 1980s
and 1990s. It would be interesting to apply the methodology to Japan to see if it con-
tributes to the explanation and different evolution of its financial crisis in relation to
the Latin American crises. On a very preliminary basis, we would like to introduce the
topic to see if it could lead to a better understanding of the crises. In Japan, two con-
ditions for a daring course of action were not present. Losses from financial crises were
not so relevant due to the country's level of development, and there was no significant
change in government. In fact, there was no new bold political leadership in Japan to
challenge the decisions of an incumbent. Rather, there was a continuation of the exist-
ing system, although with some changes. On the other hand, as Weiland (2002) argues,
in some Latin American countries, the losses from the financial crises were huge (for
instance, through hyperinflation) and new leadership was emerging in several coun-
tries, including Argentina, Bolivia and Brazil. This may help to explain why several
Latin American governments enacted measures that some economists and politicians
considered correct, but which traditional politicians regarded as almost suicidal.

The previous line of reasoning also goes well with the public policy approach
of Kingdon (1997), which states that a public policy decision is undertaken when there
is a convergence of three elements: the existence of a problem (e.g., the impact of the
financial and economic crises); a certain degree of agreement among experts that the
policies proposed are the most effective and viable (e.g., closing and restructuring a
bank and strengthening supervision in the context of international support); and, most
importantly, the political will (e.g., politicians see an opportunity to enact legislation
or measures that solve the problem, satisfy many constituencies and shareholders, and
yield political benefits). It seems that these three elements converged in the Latin
American countries, but not in Japan, where there was no political will to deal with is-
sues such as the savings in the postal system and the implications of the links between
banks and industry groups.

Japan was able to take a long-term approach because its resources and the
country's political reality permitted it, avoiding uncontrollable impacts on the social
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FINANCIAL CRISES IN EMERGING AND DEVELOPED ECONOMIES 7

fabric. As a result, it was able to deal with the crisis over a longer period of time; thus,
policymakers were able to launch some far-reaching reforms. One of these was the es-
tablishment of a new consolidated supervisory agency, the Financial Supervisory Au-
thority, which helped reduce the concentration of power in ministerial hands. The var-
ious crises in Latin America also led to reforms, including strengthened supervision and
the adoption of prudential rules, but those reforms were not as radical as the institu-
tional reform in Japan. The integration and/or the consolidation of financial super-
vision would have probably been more meaningful for improving the efficacy and the
efficiency of financial regulation in achieving its main objectives.1

The prospect theory and the Kingdon approach seem adequate to explain why
and how policy reforms like those in the financial sector were introduced. However, the
two models do not offer a clarification of the conditions necessary for the reforms to
take hold and to function well so that future crises can be prevented or rendered less
severe. This consideration leads to the critical issue of policy design to secure institu-
tional consolidation so that institutions take root and become the essential ingredient
for sustainable growth.

The building of an adequate regulatory and supervisory framework, alongside
the promotion of market discipline and the introduction of transparency and greater
competition, should remain at the top of most countries' agendas. This needs to be ho-
listic, introduced step-by-step, and correlated with the longer-term objective of devel-
oping a balanced and mature financial market in which both financial intermediation
and securities markets play important roles. In this sense, a developed and articulated
financial system should contribute to anticipating financial crises, evaluating them, and
taking the appropriate corrective measures on a timely basis. Furthermore, financial
system reforms should engage bank regulators and supervisors, but also bank manage-
ment so that it is aware of the risks of financial crises and the implications of reform.

Lack of transparency and information was a feature of both the Latin Ameri-
can and Japanese experiences, restricting access to finance for many sectors. This made
it harder to assess the viability of loans and the repayment capacity of debtors, which
otherwise relies much more heavily on guarantees than on financial analysis of poten-
tial projects and borrowers. Additionally, the securities market was not providing sig-
nals that would yield market discipline; as a result, markets were unable to play a sig-
nificant role in the crises, despite the fact that some of the chapters in this book suggest

1 After analyzing the efficacy and efficiency of specialized and integrated approaches to financial regulation in achieving con-
sumer protection, system stability, and financial system efficiency, Demaestri and Guerrero (2003) find good reasons for die
integration of financial supervision under circumstances similar to those prevailing in most Latin American countries.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



8 INTRODUCTION

that some form of initial market discipline was taking shape in Japan and some Latin
American countries. This leads to the consideration that substantial attention has to be
devoted to market discipline and efficiency because they can act as antidotes to the
crises, lower the cost, and help to diversify the financing opportunities for business and
individuals during the period of crisis resolution. The goal should be to enhance trans-
parency and disclosure and undertake actions for domestic capital market development
so that market discipline can flourish and complement supervision. To that end, a fi-
nancial sector strategy should involve developing appropriate institutions, updating
and enforcing financial regulations, improving standards of corporate governance, and
developing local capital markets.

The experience of Japan, like that of Latin America, confirms that there are
several requirements to improve the functioning of institutions including: (i) a strong
and independent supervisory authority with legal protection for its officials; (ii) a pro-
fessional and independent judicial system; (iii) market players that detect mispricing in
the market place; (iv) existence of a culture of trust that backs legislation, rules and
regulations; and (v) enforcement of the rules by regulatory agencies as part of self-
regulation and, more importantly, as a public function. In a word, this can be charac-
terized as "stateness," i.e., "the extent to which states can design policies and elicit the
necessary consensus to ensure implementation" (Corrales, 2003, p. 76). Adherence by
the prudential regulation authorities to the Basel Core Principles should be consider-
ably stricter and more actively enforced. For instance, in the case of Japan and Latin
America, strong supervision would have detected and reacted more promptly to cur-
rency and maturity mismatches. Entry and exit rules have to be strengthened, and lim-
its set for the maximum mismatch in terms of maturities and currencies. Prompt cor-
rective action rules with triggers should be adopted, as well as off-site alarm signals to
prevent banking crises.

Improved corporate governance and risk management practices need to be en-
couraged through laws and regulations that clearly define accountability, for instance
through the introduction of better accounting and auditing, the enforcement of direc-
tors' responsibilities, protection for minority shareholders, definition of property rights,
and enforcement.

Ideally, depositors, creditors, research analysts and shareholders who enforce
market discipline (who were not fully present in the Latin American and Japanese
crises) would provide incentives for banks to improve their risk assessment. In parallel,
regulators would improve the disclosure and transparency of the information they pro-
vide and, as a result, promote the correct incentives for bank monitoring. Market dis-
cipline can solve some of the problems of conflicting objectives in the resolution of fi-
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FINANCIAL CRISES IN EMERGING AND DEVELOPED ECONOMIES 9

nancial crises, helping to respond in an orderly manner and in such a way as to avoid
future crises, reduce the cost to the taxpayer, protect foreign investors, prevent conta-
gion, and encourage structural reform. These are some of the trade-offs that policy-
makers have to make. Perhaps one of the relevant lessons from the Japanese experience
is that these objectives cannot be pursued in a political vacuum and that politics will
always play an important role. However, crises should provide opportunities for poli-
cymakers to develop long-term strategies for detecting the risks of financial crises and
promoting financial sector development.

A particularly challenging aspect of financial strategies has to do with the cre-
ation of models that help detect crises at an early stage and provide timely signals for
corrective action. This raises a number of important questions. One is whether it is fea-
sible to model the behavior of the economy and of financial risk, particularly if infor-
mation is not openly available. Current work seems to show that this is the case, both
in a developed as well as in a relatively underdeveloped country. A second point is how
reliable such models are, what responses they would prompt, and by whom. Do such
models contradict the functions of the supervision and market discipline? If so, should
they be left to market participants rather than the public authorities? A clear pattern of
responses to these questions has yet to emerge. However, some countries may have in
their public sector institutions the resources and technical capabilities to develop pre-
dictive models. The political dimension of such models, especially the relationship with
supervision and market discipline and the willingness of policymakers to use them, is
not yet fully apparent.

The various issues raised in this book constitute essential elements to create an
appropriate and efficient environment for financial sector development.
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CHAPTER

Comparing Japanese and Latin American
Banking Crises

Makoto Utsumi

Among the first questions we were asked when planning this study was what Latin
American countries could learn from the Japanese banking and financial regulatory sys-
tem when Japan itself had still to recover from its own banking crisis.

It was quite true that while the Japanese banking crisis had passed, the bank-
ing system still held huge non-performing loans on its books and that it was still far
from stable. As a result, the banking system is still unable to adequately fulfill its role
of financial intermediation. Japanese business has traditionally depended on banks for
much of their finance and most individual savings are held as bank deposits. Because
of this, the country's economic vigor is critically dependent on financial intermediation
by the banking system; if that role is not adequately performed, then economic activ-
ity will falter. Indeed, the prolonged banking crisis has been a major cause of the
decade-long economic stagnation in Japan.

Japan and Latin America: Some Comparisons

In Latin America and the Caribbean, the crisis in the banking system emerged simul-
taneously with the 1982 debt crisis. In many cases, its effects lasted for several years; in
some as long as a decade. At that time, the Japanese banking system was the most solid
in the world. Since World War II, there had not been a single bank default in Japan.
Japanese banks retained their AAA ratings at a time when most U.S. banks had lost
theirs. In fact, Japanese banks were so active in the world market, including in the
United States, that some people had argued that they should be subject to legal re-
strictions in the United States.

By contrast with Japan, financial intermediation is low in Latin America. The
ratio of deposits to GDP is 25 percent in Mexico, 30 percent in Brazil, 27 percent in
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14 MAKOTO UTSUMI

Argentina and Peru, and 45 percent in Chile. This compares to 55 percent in the
United States, 67 percent in France and 99 percent in Germany. In 1999, the ratio ex-
ceeded 230 percent in Japan.

Latin American financial institutions tend to avoid long-term loans, while in-
dividuals seem averse to long-term deposits. Banking crises seem to occur at the same
time as economic crises that result in capital flight. In Japan, firms rely on banks for
medium and long-term financing as well as for their short-term needs. Individual sav-
ings are often medium and long term. Moreover, Japan has yet to experience a serious
episode of capital flight.

The effects of regulation also highlight differences between Latin America and
Japan. In Argentina, Mexico, and Peru in the mid-1980s, financial regulation tended
to bring instability rather than strength. In Japan, there were no bank defaults before
the deregulation of the financial sector. The sector was protected from default by de-
tailed regulation by the Ministry of Finance (MoF) and the Bank of Japan (BoJ).

Why then did the banking system in Japan, which was so solid compared with
that of the Latin American countries—or even of the United States—become so frag-
ile? How and where did the banks, regulators, and politicians go wrong? These prob-
lems are the subject of a good deal of study as the country seeks to reconstruct its bank-
ing sector, and by so doing boost economic activity.

Deregulation and Internationalization

The immediate cause of the deregulation and the internationalization of the Japanese
banking system was the financial talks between the United States and Japan in 1983,
held within the framework of the Yen-Dollar Committee. For the first time, the Japan-
ese financial sector was exposed to scrutiny using global standards, forcing it to change.
A number of important influences that forced the pace of such change date from that
time, notably the liberalization of interest rates on deposits, the development of the
euro-yen market, and the deregulation of the bond market.

No sooner had Japan taken steps toward deregulation and internationalization
than its bankers began to feel uneasier about the future. Such feelings stood in striking
contrast to the opinions of U.S. bankers, who believed that deregulation would open
the door for Japan to dominate the financial sector, as it had done in manufacturing.
Events in the latter half of 1982 proved the American bankers right. Japanese banks
spread their activities all over the world, and in Tokyo foreign banks and securities
firms expanded their businesses. Nobody, however, foresaw that this would give rise to
an asset bubble.
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COMPARING JAPANESE AND LATIN AMERICAN BANKING CRISES 15

The Banks and their Role in the Asset Bubble

The increase in business activity resulted in a significant shortage of office space in
Tokyo, leading to a sharp rise in land prices throughout the greater Tokyo area. This
coincided with a period of monetary loosening that gave banks the liquidity to lend for
property development.

Although the G-5 Plaza Agreement in September 1985 had helped reduce the
overvaluation of the U.S. dollar, the Japanese currency continued to strengthen, reach-
ing 120 yen to the dollar two years after the agreement. The high yen brought serious
damage to the Japanese economy, resulting in a decline in employment. Thus, pre-
venting the yen from strengthening further became a top priority for the government
and the Boj. In order to reactivate the economy, the latter eased monetary policy, and
the low interest rates that followed encouraged an outflow of money from Japan that
helped stem the further appreciation of the yen.

The generation of an asset bubble was thus the unintended consequence of
unusually high lending by the banks that encouraged their customers to buy real estate
and stocks. They did this for several reasons.

First, the deregulation and liberalization of financial systems and markets led
bankers to believe that banking was no different from other forms of business and that,
therefore, profit-seeking was their only purpose. Consequently, prudential norms were
ignored; there were even cases in which yakuza, or gangsters, were used to facilitate the
acquisition of real estate. Later, when the bubble burst and the banking crisis was in
full force, public funds were injected to help shore up the banking sector. Ironically,
banks were recognized as having a special status as public goods.

Secondly, the purchase of dollars to stem the rise of the yen, combined with
the BoJ's low interest rate policy, resulted in a significant increase in the money supply.
Because of liberalization, banking regulators (such as MoF and the Boj) failed to take
the special measures required to prevent irregular activities on the part of the banks. A
measure to impose quantitative limits on banks financing real estate acquisition was
introduced only in March 1990. By that time, the banks already faced financial diffi-
culties arising from the rapid increase in short-term interest rates.

Thirdly, in the decades following World War II, the myth that real estate prices
could never fall took root in Japan. As land prices rose with the internationalization of
Tokyo's market, this myth became even more firmly held. This, combined with banks'
expanded lending, led to the creation of the asset bubble. The real estate myth was so
firmly held that bankers, policymakers, and regulators thought, even after the crisis
broke, that property values would increase once again in time. This misperception was
the reason for the government's delay in responding to the crisis.
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16 MAKOTO UTSUMI

The Regulatory Response

At the time of the asset bubble, prices were stable and only asset inflation existed. The
BoJ tackled asset inflation in the same way that it would have dealt with inflation in
general, by means of monetary policy. In only 15 months (from the end of May 1989
to August 1990), it raised the official discount rate from 2.5 percent to 6 percent. Asset
prices fell sharply over a short period of time. The BoJ played a leading role in burst-
ing the bubble, but the consequence was that Japan entered a period of economic stag-
nation that lasted a decade and an exceptionally deep and long banking crisis was
brought about.

There is a clear similarity between Japan in the late 1980s and the United
States in the late 1990s; both faced a situation of asset inflation amid general price sta-
bility. However, in sharp contrast with the response of the BoJ, the U.S. Federal Re-
serve chose not to use monetary policy to control asset inflation, emphasizing that the
objective of monetary policy was to prevent inflation, but not necessarily asset infla-
tion. In its role as a regulator, the Fed has kept a watchful eye on commercial bank
lending for the acquisition of stocks and real estate. The U.S. central bank thus pre-
vented the banking sector from stoking asset inflation. All in all, the Federal Reserve
seems to have learned from the mistakes made by the BoJ.

Crisis Responses

A number of factors helped shape events between the bubble bursting and the onset of
the banking crisis that are of interest to Latin American policymakers and bankers.

The first was the delay in recognizing the seriousness of the problem and im-
plementing a policy response by the MoF, the BoJ and the banks themselves. The rea-
son for this delay was not only the prevailing myth about real estate prices, but a neg-
ative attitude towards disclosure and a lack of confidence in the MoF.

The second factor was the reluctance of the regulators and banks to disclose the
financial statements of the institutions involved. The fact that there had been no de-
faults since World War II and that Japan had an exceptionally high savings rate among
industrialized countries had engendered popular confidence in the banking system. The
MoF thus feared that disclosure of the true financial situation facing certain banks
would lead to a massive withdrawal of deposits and a collapse of the banking system.

The third factor was that the MoF was the only institution able to take appro-
priate action. Its delay in doing so thus resulted in a collapse of confidence, with no
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COMPARING JAPANESE AND LATIN AMERICAN BANKING CRISES 17

other political or regulatory institutions able to step in to resolve the crisis. Rumors
about the stability of the banking system became particularly damaging because of the
lack of disclosure in the system, which further fueled concern about balance sheets, and
the bankruptcy of the Long-term Credit Bank, which further increased public antipa-
thy towards the MoE This made it harder for the MoF to exert its authority over those
it sought to regulate. In addition to the banking crisis, stock market scandals and the
unethical behavior of high-ranking officials compounded the problems facing the MoE

Future Challenges

The Japanese banking crisis has passed its worst and it is unthinkable that still more
major banks will go bankrupt. Smaller banks may face critical problems, but the regu-
lator can take care of these case-by-case according to the established rules. The Japa-
nese banking system now needs to deal with the bad debts left over from the crisis.
Japanese banks have about 32 trillion yen (about $265 billion) in bad loans (loans to
bankrupt borrowers, loans that are more than six months in arrears, and loans that have
been restructured). Although the number of such loans has been reduced over the past
eight years, there will only be a real and permanent solution to the banking crisis when
the banks can remove them altogether from their balance sheets. Further delay in doing
so will threaten the banks' ability to function as financial intermediaries and hamper
the resumption of economic growth.

Notwithstanding this, Japanese banks also have to face up to some other ur-
gent challenges. In the first place, they need to acquire basic skills in estimating cus-
tomer risk and setting interest rates accordingly. Up until a few years ago, they could
confidently lend by holding real estate as collateral without having to assess borrowers'
ability to repay their loans independently of their real estate holdings. Because of this,
there was no need to vary interest rates according to the risk profile of each borrower.
Now that the real estate myth has capitulated, risk assessment has become much more
important. Secondly, they need to identify borrowers who are the successful business-
men of tomorrow. In the period after World War II, they lent money to firms with po-
tential, like Honda or Sony. At that time, Honda was selling motorized bicycles and
Tsushinkougyou (which became Sony) had obtained only a U.S. patent to make tape
recorders. Japanese banks need to recover that vitality and imagination, if they are to
lend to the Hondas and Sonys of tomorrow.
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CHAPTER 2

Crises in the Bolivian Financial System:
Causes and Solutions

Jacques Trigo Loubiere

Study of the financial system over the past twenty years reveals a significant number of
banking crises, both in emerging as well as industrialized countries. These have been
costly for governments and, ultimately, taxpayers. They have generated macroeconomic
distortions with harmful effects both with respect to economic growth as well as to
external and domestic equilibria. To address such problems, the governments con-
cerned have sought to maintain sound and efficient financial systems to preserve de-
positor confidence, safeguard the payment system, and ensure a sufficient flow of re-
sources to cover their country's financial needs.

In most countries in Latin America and the Caribbean, there are widespread
concerns about instability in the flows of resources available to the financial system, the
capacity of the system to manage external shocks, and the quality of loan portfolios.
Fears abound that these factors can trigger a financial crisis; such concerns have become
more acute since the Mexican and other banking crises in 1994—95.

Bolivia has experienced two major financial crises in the past two decades: the
first in the mid-1980s and the second almost a decade later. Although both had com-
mon causes in the loans extended to related parties and low bank capitalization levels,
their origins were substantially different. The differences lie in the sociopolitical con-
texts, macroeconomic conditions, and the institutional and regulatory frameworks.

The First Financial Crisis (1986-87)

The primary causes of the 1986-87 financial crisis were economic mismanagement,
negligence and corruption in the administration of the state banking system, and weak-
ness of banking regulation and supervision.
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20 JACQUESTRIGO LOUBIERE

In the early 1980s, Bolivia underwent one of the worst upheavals in its eco-
nomic history. In the 1982-86 period, gross domestic product (GDP) decreased at an
average annual rate of 3 A percent, the public sector deficit soared to more than 30 per-
cent of GDP, international reserves dropped to very low levels, the gap between the of-
ficial and the parallel exchange rates hit 800 percent, and the annual rate of inflation
peaked at over 23,500 percent. Such macroeconomic imbalances were a consequence
of salary increases conceded under pressure from labor unions, a sharp erosion of the
tax base and an excessive increase in public expenditure. Together, these led to recur-
rent fiscal deficits, a cut-off in international financing, and a distortion in relative prices
that generated exorbitant interest and exchange rates. Such were the political and so-
cial difficulties that President Hernan Siles Suazo was forced to resign a year before
completing his four-year term.

The difficult economic circumstances that prevailed in the early 1980s, most
notably the problem of hyperinflation, led to such financial distress that the volume of
total intermediated assets fell over this period from $ 1 billion to $60 million. Such dis-
intermediation was also the result of a decree to de-dollarize the Bolivian economy. This
converted to local currency at the official rate of exchange all mercantile contracts writ-
ten in foreign currency, particularly deposits and bank loans. This, together with large
differentials between the official and parallel exchange rates, had a significant impact on
wealth distribution. Depositors in the banking system suffered large losses as a conse-
quence of the fall in the value of their savings, while borrowers reaped extraordinary
benefits when their obligations were honored at the official exchange rate.

In addition, bank supervision was extremely lax. This was the responsibility of
a division of the Central Bank of Bolivia (BCB) that lacked autonomy or standing, let
alone the qualified personnel to carry out proper inspections of financial entities. Also,
the legal framework governing the financial sector was both contradictory and confus-
ing. It was based on the 1928 banking law, which had undergone numerous changes
as a result of executive decree-laws and resolutions issued by the BCB and other regu-
latory entities. Without clear and forceful legal norms, supervisors were unable to ex-
ercise their full authority in enforcing the law. In short, there was neither the regula-
tory framework nor the inspection procedures necessary to enable the authorities to
have a true picture of the financial conditions in the banking system.

The banking crisis during this period took place in a repressed and poorly de-
veloped financial system. It was largely the result of the fact that the monetary author-
ity fixed interest rates (often at rates well below inflation), exercised both quantitative
and qualitative controls over portfolio expansion, assigned loans by sector, and imposed
high reserve requirements to offset high public deficits and taxes that worked against
domestic saving. The negative effects of such an environment were clear not only in
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CRISES IN THE BOLIVIAN FINANCIAL SYSTEM: CAUSES AND SOLUTIONS 21

Table 2.1. | Bolivia: Cost of Bank Liquidation During the First
Financial Crisis
(In thousands of US$)

Financial Entities

Public Banking Sector
Banco del Estado
Banco Minero de Bolivia
Banco Agrfcola
Banco de la Vivienda

Private Banking Sector
Banco de Credito Oruro S.A.
Banco de Potosf
BAFINSA
Banco del Progreso Nacional
BLADESA, S.A.

Cost as of 30 Apr 01

78,089.4
34,098.2
25,709.8
14,458.9
3,822.5

48,005.8
24,433.2

9,383.2
9,357.8
2,812.5
2,019.1

Percentage of GDP

1.9
0.8
0.6
0.4
O.I

1.2
0.6
0.2
0.2
O.I
O.I

Grand Total 126,095.2 3.1

Source: Fondo de Fortalecimiento del Sector Productive y Financiers (FONDESIF).

such areas as domestic savings and investment quality, but in others such as credit
risk and competition, which lost their importance in the decision-making process

for loans.
Bolivia failed to comply with the debt servicing requirements imposed by in-

ternational private banks and, as a result, lost access to external sources of finance. To-
gether with the low level of financial deepening, this was a further constraint on the ex-
pansion of assets in the banking system. It also reduced the cost of liquidating private
banks relative to public banks (see Table 2.1). State banks (i.e., the Banco Agrfcola,
Banco del Estado, the Banco Minero and the Banco de Vivienda) found themselves to-
tally insolvent owing to the extremely poor quality of their portfolios. This was a result
of poor credit management and the granting of subsidized loans in response to pres-

sures from organized labor, trade associations and other sectoral interests. Individuals
with good access to government also were able to receive large loan payments.

In this economic and social context, a stabilization program was launched in

August 1985, which put into effect what became known as "the new economic policy."

Structural adjustments were introduced that modified exchange rate, monetary, tax,
financial, foreign trade, and prices and incomes policies. The objective of the reform-
ers was to achieve macroeconomic stability, a sustained level of economic growth, and

a more equitable distribution of wealth, all in a market economy model that would
generate an efficient allocation of resources.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



Source: Prepared by the author on the basis of information from the Superintendency of
Banks and the Central Bank of Bolivia.

The stabilization program quickly reduced the rate of inflation to 60 percent
in 1986 and 14 percent in 1987. The exchange gap fell to less than 2 percent, while
the public sector deficit fell to 3.3 percent of GDP in 1986. Macroeconomic stability,
based on an equilibrium in public finances and monetary discipline, helped generate
confidence among savers, which in turn led to a progressive recovery in bank deposits
and loans (see Figure 2.1).

So as to eliminate the distortions caused by state intervention in Bolivia's fi-
nancial market, policies were designed and implemented to liberalize markets. Interest
rates were floating freely, allowing loan allocation to respond to market forces and help-
ing to balance project risk against profitability. New financial institutions also were es-
tablished, and foreign credit flows expanded.

The new economic policy thus involved measures to reform the financial sys-
tem and promote savings. They included the following provisions:

• Banks and financial institutions were allowed to enter into contracts, in both
foreign and indexed national currency.

• Interest rates were to be determined by the free mutual agreement among the
parties.

22 jacques trigo loubiere

figure 2.1 banking system: evolution of dDeposits,
portfolio and rate of inflation
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CRISES IN THE BOLIVIAN FINANCIAL SYSTEM: CAUSES AND SOLUTIONS 23

• The banking system was authorized to conduct both foreign currency and for-
eign trade operations, in accordance with the new exchange rate system based
on daily auctions.

• Rates of legal reserves were reduced.

The structural measures launched in 1985 were complemented in 1987 by a
decree that sought to increase levels of financial intermediation and strengthen the
banking system. It included the following provisions:

• Reinstatement of the functions and attributes of the Banking Superinten-
dency, the authority responsible for monitoring the financial system. The Su-
perintendency was granted an appropriate degree of autonomy.

• Reduction of the debt that banks could leverage with the public, including
debt to the BCB, from 30:1 to 15:1.

• Introduction of prudential norms with respect to interest accrual on delin-
quent loans, and selection of criteria for designating loans as non-collectable.

• Transfer to the private banking sector of BCB responsibilities in the area of
loan allocation.

• Closure and liquidation of state banks.

As a result of the 1987 decree, the Banking Superintendency resumed the re-
sponsibilities granted under 1928 Banking Law as an independent regulator and mon-
itor of financial institutions. The Superintendency underwent an organizational phase
during which it introduced modern information systems and up-to-date techniques for
inspection and control. These helped it establish an institutional authority as watchdog
over the financial system.

At the same time, a study was undertaken to design a new banking law that
would provide a modern regulatory framework based on the Basel principles. The law
was approved in April 1993, establishing the concept of universal banking (or "multi-
banking"). This enabled banks to branch out into other financial services such as in-
surance, mutual funds, stock brokerages, financial leasing and factoring. The law also
specified that banks could only participate in corporations or firms of a financial
nature.

A further key aspect of the new regulatory framework was that the operating
capital of financial intermediaries would be determined legally as a function of the
weight of their assumed risk assets. The capital adequacy ratio was set at 8 percent. At
the beginning of this chapter, we said that one of the principal consequences of the cri-
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24 JACQUES TRIGO LOUBIERE

sis was the low levels to which bank capitalization had sunk. Until 1985, banks were
allowed to leverage up to 30 times their capital. As we have seen, the 1987 decree re-
duced this to a factor of 15, and the new law reduced it further to 12.5.

The Second Financial Crisis (1994-95)

As of the early 1990s, three banks (i.e., Banco de Inversion Boliviano, Banco Ganadero
del Beni, and Banco Cochabamba) began to show signs of illiquidity and insolvency.
The first two banks merged, adopting the name of Banco Sur. In November 1994,
these banks were intervened by the Superintendence which used its legal powers to
liquidate them.

The liquidation of Banco Sur and Banco Cochabamba generated a wave of
panic that led to a significant loss of deposits from the Bolivian financial system. In the
week following liquidation, $75 million were withdrawn, creating serious liquidity
problems within the banking system. The situation was compounded by developments
in other Latin American countries (Venezuela, 1994; Mexico, 1994-5; Argentina,
1995; Costa Rica, 1995; Brazil, 1995-6; and Paraguay, 1995). These had a negative
impact on depositor confidence in five Bolivian banks, each of which were already fac-
ing liquidity problems. These included the country's second and fourth largest banks,
Banco Boliviano Americano (BBA) and Banco Hipotecario (BHN), respectively. To-
gether with Banco Internacional de Desarrollo S.A (BIDESA), Banco de La Paz (BLP)
and Banco Union (BUN), they accounted for more than 50 percent of deposits in the
Bolivian banking system.

Additionally, the BBA's principal shareholder was also the owner of an offshore
financial entity based in the Cayman Islands, the International Banking Corporation
(IBC). Although this offshore bank was authorized to operate in Bolivia, it was pro-
hibited from taking deposits from the general public. This restriction was flouted, how-
ever, and it accepted deposits illegally, only then to find itself unable to honor them.
This added further to the distrust in the country's second largest bank.

In response, the weakest banks resorted to credit lines from the BCB (the
lender of last resort) since the liquidity support and the financing facilities usually
granted through the interbank market were insufficient to trigger the immediate return
of deposits. This showed clearly that the problem was not just one of illiquidity, but one
that raised questions of systemic insolvency. The failure of the other five banks could
have led to a massive flight of deposits, producing a systemic crisis of dire consequences
for the country's hard-won economic stability. So, the problem went from being one
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that was strictly private in nature to one of public concern, given not only the magni-
tude of the crisis, but the need of the state to involve itself in searching for appropriate
solutions.

Principal Causes of the Financial Crisis

The main causes of the intervention and compulsory liquidation of these banks
included:

• High concentration of ownership and lending to related parties without suffi-
cient guarantees;

• Inadequate reserves and low levels of capitalization in the financial system;
• Excessive expansion of loan portfolios;
• Unsatisfactory transparency with regard to information;
• Excessive reliance on guarantees for credit decision-making;
• Lax policies for granting of operating licenses; and
• Poor corporate governance and managerial competence.

One of the primary causes of Bolivian bank crises during the last 15 years has
been the abusive way that loans were granted to bank owners, directors, managers, and
to enterprises in which banks have an interest (connected party loans). A characteristic
of the Bolivian banking system has been a high degree of concentration (that is, few
owners and, indeed, in some cases, a single owner). This, in turn, made it possible for
some banks to exceed the concentration limit for connected lending loans allowed by
law. That limit, 20 percent of a bank's capital, reached well over 60 percent in the case
of the banks liquidated. Tied loans were a common feature of the Bolivian financial sys-
tem, in which bank directors and officers were accomplices. In the worst cases, the
owners of the liquidated banks granted loans to third parties (known elsewhere as testa-
ferros and in Bolivia as palos blancos}., creating fictional corporations and granting non-
existent guarantees. A frequently used technique to dodge loan concentration limits
was to extend loans to friends in excess of their needs on the condition that the unused
portion of the proceeds was transferred back to the bankers, who agreed to service that
portion of the loan. When the bank was liquidated, these friends found that they were
being sued for the entire amount of the loan and obliged to pay it.

Another ploy commonly used by unscrupulous bankers to avail themselves of
public funds illegally and avoid the concentration limits set by the regulatory system
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26 JACQUESTRIGO LOUBIERE

was to create parallel or offshore banks. Typically, these were registered in countries act-
ing as financial and tax havens. Offshore banks thus served as channels for accepting
deposits from the public, financing the corporate activities of their owners, and pur-
chasing the poor-quality portfolios of the legally established banks so as to clean up
their balance sheets.

Such illegal activities can also be blamed on overly lenient regulations regard-
ing the issue of operating licenses to new banks. These made it easier for equity in-
vestors of questionable moral and ethical character to enter the business. Furthermore,
such entities did not possess the management expertise or the technology to operate a
business whose main aim is to manage risk, itself a complex task.

The mid-1990s financial crisis was also a result of a credit boom. This led to a
relaxation in credit policy standards on the part of those financial entities that were sub-
sequently forced to merge or go into liquidation. There can be no doubt that rapid credit
portfolio expansion led to a relaxation in the rigor employed in evaluating credit risk, es-
pecially where the owners themselves were using these resources for their own benefit.

The absence of proper credit allocation policies and procedures to evaluate
borrower risk also reflected the scant professionalism of the Bolivian banking industry,
faced with the challenges of conducting its business in a new free-market environment.

The reduction in legal reserves, the high returns on domestic financial savings
as a result of macroeconomic stabilization, the closure of state banks, along with the
liberalization of the capital account and the encouragement that this gave to (mostly
short-term) external financing, all encouraged the overexpansion of loan portfolios.
Between 1988 and 1994, these increased at an average rate of 30 percent (in real
terms), while the economy grew at a rate of 4 percent over this period. It is thus clear
that growth in lending bore no relation to the growth in the economy.

Historically, excessive lending during an expansive phase of the economic cycle
is a cause of financial crises, because it becomes more difficult to discriminate between
good and bad loans when the economy is growing rapidly. The reason for this is that
in these circumstances many borrowers are, at least temporarily, quite profitable and
liquid.

The growth in the loan portfolio bore little relation to the policies required to
sustain that growth and prevent a relapse. Shareholder capital did not grow at the same
rate as deposits and bank portfolios, since bankers—who did not lack access to politi-
cal power—pressured government to maintain low levels of capitalization and, conse-
quently, high levels of leveraging.

In fact, the poor quality of the loan portfolios called for higher reserves and
immediate steps to increase banks' capitalization levels. However, bank capitalization
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Source: Prepared by the author on the basis of information from the Superintendency of Banks.

was being conducted fraudulently through 'self-lending'. Another method was to use
public resources to invest in foreign bank debt instruments. These were then used as
guarantees, and bank shareholders would then lend themselves the money to capitalize
the bank. Unsurprisingly, the deposits taken by the offshore banks were also used to fi-
nance bank capitalization.

The scarcity of reliable information and the lack of transparency with which
most Bolivian firms are managed make financial analysis quite difficult, as well as the
credit market much more risky. As a rule, firms keep three balance sheets: one that they
submit to the bank, showing an excellent financial situation; a second that they give to
tax collection agencies, showing a loss; and a third revealing the true situation that the
owners keep to themselves.

The unreliability of the financial information distributed by firms hinders and
distorts analysis of their financial and economic situation. Banks therefore make deci-
sions based on incorrect data, a fact that further increases credit risk. In order to cover
this risk, they demand high real guarantees that simply increase the cost of credit and
restrict access for many to finance. Consequently, the viability of a loan tends to rely
on a mortgage guarantee rather than on the financial analysis to determine a business'
capacity to repay.

c

figure 2.2. banking syste: evolution of portfolio
and capital

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



28 JACQUESTRIGO LOUBIERE

Table 2.2. | Bolivian Banking System:
Stratification of Portfolio
(In millions of(JS$)

December 2000

Range

Greater than
$500,001

$100,001 to
$500,000

$30,001 to
$100,000

$10,001 to
$30,000

Less than
$10,000

Total

Amounts %

2,088

780

563

379

398

4,208

49.6

18.5

13.4

9.0

9.5

100.0

No. of
borrowers %

1,229

3,713

10,786

21,571

209,561

246,860

0.5

1.5

4.4

8.7

84.9

100.0

March 2001

Amounts %

1,956

733

539

366

376

3,970

49.2

18.5

13.6

9.2

9.5

100.0

No. of
borrowers %

1,169

3,504

10,332

20,884

199,859

235,748

0.5

1.5

4.4

8.8

84.8

100.0

Source: Prepared by the author on the basis of information from the Superintendency of Banks.

Since the creditworthiness of a borrower depends on such guarantees, a high
proportion of all credit is allocated to non-tradable sectors (land, real estate, rural prop-
erty), thereby generating benefits to the wealthiest sectors, particularly those with in-
herited wealth. In Bolivia, 68 percent of all credit is concentrated in just 2 percent of
all borrowers.

Fictitious increases in the value of guarantees encourages over-indebtedness, es-
pecially among corporate groups. It also generates a speculative rise in the value of the
goods accepted in guarantee, creating financial bubbles. These tend to burst abruptly
during periods of economic downturn, exposing the true values of the assets involved
and undermining the solvency of creditor banks.

Concentration of ownership in a single person or family group made it possible
for bankers (whether owners or directors) to involve themselves in almost all aspects of a
bank's operations, placing at risk the governance, transparency, profitability and efficiency
of the bank. Bank managers came under constant pressure from owners, who for all prac-
tical purposes managed the bank. Those involved in management therefore were not mo-
tivated to use the normal rules that govern the granting of loans. Internal controls were
non-existent, and internal auditors answered to the interests of the owners.

At the same time, external auditing in Bolivia provided little by way of a cor-
rective. Legally, banks are required to submit yearly external audit reports that contain
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CRISES IN THE BOLIVIAN FINANCIAL SYSTEM: CAUSES AND SOLUTIONS 29

an opinion as to their capital and financial standing. Unfortunately, such statements
have tended to be vague, limited to general opinions as to the reasonableness of the
financial statements provided. External auditors, at least in the case of Bolivia, have
tended to be extremely negligent.

Since access to liquidity (credit) was guaranteed, bankers had strong motives
to buy new businesses (not always viable) or to acquire assets on favorable conditions
through foreclosures. Supervision was made more difficult in these circumstances by
the paucity of credible information on borrowers.

Inadequate credit controls were responsible for an increase in delinquent loans
that did not always appear on the balance sheet. They were deliberately obscured through
the continuous reprogramming of loans, the granting of new loans to finance debt ser-
vice on former operations, the creation of cross-credits, and the approval of loan re-
structurings that lacked any analysis of borrowers' repayment capacities.

The absence of effective debt payment freezes bank portfolios. Such assets thus
cease to produce positive flows while ongoing operating and financial costs continue to
produce real negative flows. This situation leads to a vicious cycle whereby new losses
are incurred that grow out of the need to finance previously accumulated losses, gen-
erating in turn problems of severe illiquidity, diminished solvency, and loss of capital.

The insolvency of a financial entity becomes obvious when it increases its rates
of interest on deposits far above the average for the banking system as a whole. The
higher the price that a bank must pay for its deposits the more it is forced to increase its
interest rates on loans and to grant loans that are more risky in nature. Problems multi-
ply when such a financial entity can no longer capture deposits from the public, still less
from the inter-bank market, in particular when it lacks access to external funding.

So it was in this way that the Bolivian debacle began; the banks' problems of
illiquidity were but symptoms of their insolvency.

Solutions to the Crisis

Despite some of the advances made in preventive regulation, there was still a need to
strengthen the regulatory framework by adjusting the rules governing activities of fi-
nancial intermediation to avoid, so far as possible, these sorts of difficulties mentioned.
The measures taken were as follows:

• Financial entities were expressly prohibited from granting loans to owners,
bank managers, or groups with ties to the latter (i.e., connected party loans).
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30 JACQUESTRIGO LOUBIERE

• Capitalization levels of financial entities were requested to be increased. The
capital adequacy ratio was increased from 8 to 10 percent and the system for
weighting assets in determining the ratio was made consistent with interna-
tional standards. Between 1994 and 2000, bank capital more than doubled
from $230 million to $494 million.

• Minimum bank capital requirement was increased from $3.2 million to $8.5
million.

• Offshore banks were expressly prohibited from taking deposits in Bolivia.
• Banking Superintendency was empowered to conduct an assessment of the

suitability and solvency of the shareholders. If required, it was given the au-
thority to order changes in the ownership and management of financial enti-
ties with inadequate capital structures.

• Banking Superintendency was empowered to do likewise in instances where fi-
nancial entities place the deposits of the public and their own viability at high
risk, due to poor management or lack of internal control. The regulatory sys-
tem sets out a series of instances that it characterizes as high-risk.

• Public tender required when the new shareholder assessment recommends a
change in ownership, so that the entity can be sold while still in operation,
thus avoiding the devaluation of asset values once an entity is intervened.

To facilitate mergers, absorption and purchase of financial entities with liquidity
or solvency problems, the state has to intervene and to establish an institution for
bank rehabilitation, i.e., the Fund for Strengthening the Productive and Financial Sector
(Fondo de Fortalecimiento del Sector Productive y Financiero, or FONDESIF). Its purpose
is to restore liquidity, establish a time frame for repayment of bad debts, and improve the
capitalization of entities involved in financial intermediation. These objectives are met
through subordinated capital loans, structural liquidity loans, and the purchase of assets
with or without a repurchase agreement.

As of June 30, 1998, FONDESIF had approved five such plans and carried out
operations worth a total of $176.6 million. Although the portfolio recovery process is
still underway, it is estimated that losses will total 4 percent of GDP as a result of the
liquidation of the three entities not rehabilitated by FONDESIF and the four that were.

The creation of FONDESIF helped restore public confidence in the financial
system, encouraged the capitalization and strengthening of financial entities, and pro-
moted management restructuring in those banks that obtained resources from the C
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CRISES IN THE BOLIVIAN FINANCIAL SYSTEM: CAUSES AND SOLUTIONS 3 I

Fund. With the help of significant foreign funding, changes were made in shareholder
and management structures along the following lines:

• Sale of 100 percent of BHN to Citibank, which thus became owner of all of
the shares of the capital stock.

• Purchase by Banco de Credito, with Peruvian capital, of the BLP and, subse-
quently, a significant portion of the portfolio and deposits of the BBA. Man-
agement of another portion of the BBA portfolio was transferred to Banco
Mercantil, owned by a Bolivian financial group.

• Capitalization and strengthening of the BUN achieved in similar fashion, with
29 percent of shares in its capital stock being transferred to a Chilean group.

Banco BIDESA also applied for financial assistance from FONDESIF, but did
not meet its requirements. Consequently, it had to be liquidated.

Through this policy of bank rehabilitation, it was possible to:

• Strengthen confidence in the financial system;
• Maintain stability of the payment system;
• Minimize costs to the state compared to those of forcible liquidation;
• Keep financial flows to the entity's clients;
• Protect and increase community savings; and
• Reduce level of panic among savers.

A basic principle employed was that government financial support was not to
benefit bad bankers, and management staffs were replaced in their entirety. Further-
more, criminal proceedings for fraud were brought against primary shareholders and
executives, who eventually went to jail, even though most were freed after two years,
with the exception of the main shareholder in the IBC. However, the judicial processes
have continued, and two verdicts favorable to the Banking Superintendency have been
handed down to date: one against the IBC offshore bank, and the other against the
shareholders of Banco Sur. In addition, the principal shareholder of BIDESA was
stripped of his parliamentary immunity at the request of a judge so that action could
be taken under normal civil justice procedures.

Comparative analysis of these two crises shows that the first (1986-87) was
mainly a product of the very negative macroeconomic conditions of the early 1980s.
By contrast, the Bolivian economy performed fairly well in the 1990-95 period. The C
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32 JACQUESTRIGO LOUBIERE

Table 2.3. | Comparison of Banking Crises in Bolivia

1986-87 1994-95

Macroeconomics
GDP growth (%)
Fiscal deficit (% GDP)
Inflation (%)
NIR1 (in months of M)
Portfolio (in millions of US$)
Interest rate (%)

Institutional Framework
Bank legislation
Banking supervision
Off-shore banking
Public banks

Banking Prudential Regulation
Accounting manual
Capital adequacy
Loan loss provision
Related credits
Liquidation of banks
Granting of licenses

-3.2
30.0

23,500
Negative

60.0
32.0

Law of 1928
Division BCB

Yes
Yes

No
Insufficient

Weak
Yes
No

Limited

+3.8
3.6

18.0
6.7

2,600.0
20.0

Law of 1993
Independent SBEF

Yes
No

Yes
Insufficient

Weak
Yes
No

Excessive

'NIR: Net International Reserves

crisis of the 1990s was a consequence of the rapid growth in lending and the deterio-
ration in portfolio quality. In the mid-1980s, the loan portfolio scarcely reached $60
million. The 1980s bank crisis was principally in the public sector, and state-owned
banks were closed down and liquidated in the late 1980s and early 1990s on account
of their inefficiency and politicization. There is no doubt that the lack of a modern nor-
mative framework contributed to the 1986-87 crisis, along with weak banking control
by a division of the BCB.

Although Bolivia has enjoyed a system of autonomous control since 1988, it was
only in 1993 that a new banking law brought the norms applied into harmony with Basel
principles. New prudential regulations with respect to credit regulation and minimum
capital requirements only came into force with the new Central Bank Law of 1995, fol-
lowing the second banking crisis. The norm on portfolio risk and forecasting was only
brought in at the beginning of 1999, three years afterwards. Summing up, the country
confronted the two crises with a weak system of prudential regulation. C
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CRISES IN THE BOLIVIAN FINANCIAL SYSTEM: CAUSES AND SOLUTIONS 33

Conclusions and Recommendations

Experience in recent years has shown that, as a rule, the first symptom of a banking cri-
sis is a lack of liquidity. The lesson from this is clear: entities with problems of liquid-
ity (or solvency) should not be left unaddressed. Policies are needed to tackle such situ-
ations in a timely fashion. Portfolio recovery strategies are needed to reduce problems
of delinquency, especially with respect to those parts of the portfolio of poorest quality.

At the same time, entities that have insufficient capital need to be capitalized.
This should take place immediately in the form of capital provisions, either from share-
holders or third parties. If such measures are not taken, distrust increases and options
for maintaining the solvency of the entity are reduced. By the same token, the poten-
tial for facilitating mergers with strategic partners decreases.

Maintenance of macroeconomic stability is a sine qua non for the proper func-
tioning of the financial system. During the past 15 years and over the course of four
governments of differing political stripes, Bolivia has managed its economy in exem-
plary fashion. To avoid repercussions of disastrous proportions to the financial system,
it is recommended that no changes are made that might endanger stability.

Wisely, Bolivia opted to close the state banks. Although there are political pres-
sures to re-establish public sector banks—the proponents allege a lack of long-term re-
sources in certain sectors—there is no evidence for this. Pension funds have generated
significant levels of institutional savings but lack investment opportunities. To remedy
this situation, the capital market needs to be strengthened. For this to happen, firms
will have to make themselves and their operations more transparent.

In view of the high concentration of ownership in the banking system, there
is a need for more effective supervision of financial groups. Likewise, there is a need to
improve standards of governance that grant greater autonomy to internal control units
and ensure that licenses to operate are issued only after exhaustive analysis of the moral
and ethical standards of equity investors, not to mention the professionalism of senior
management.

Control over monetary aggregates to avoid credit booms is an aspect of mon-
etary policy. However, it should not be forgotten that the primary responsibility for
sound credit management falls on bank directors and officers.

Perhaps the most important regulatory measures are those related to ensuring
adequate capitalization, maintenance of sufficient reserves, and control over interest
earnings. The permanent struggle between supervisors and the banking industry takes
place in this area. Regulators are required to demand adequate capitalization and the C
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34 JACQUES TRIGO LOUBIERE

establishment of sufficient reserves to protect depositors, while the bankers strive to
maximize profits with the lowest possible levels of reserves and capital provisions. In
this respect, it is advisable that the regulatory framework not be made too flexible. This
can work directly against depositors, as well as the state, which ultimately has to pick
up the tab.

It is essential that the strengthening and modernization of the judicial appara-
tus is accelerated; if not, the damage caused to the national economy through legal un-
certainty can be irreparable.

In recent years, the Banking Superintendency has been able to maintain a suf-
ficient degree of independence and autonomy to comply fully with its normative and
supervisory functions. However, the danger always exists of regulatory capture either
by the private sector or political powers. This is something we trust will not happen.
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PART II
POLICY ACTIONS
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CHAPTER 3

Financial Sector Reform in Japan:
Progress and Challenges

Yoshio Okubo

Japanese financial sector reform has been a major focus of attention in the last few years
both in Japan and in global markets. After the bursting of the asset price bubbles of the
late 1980s and early 1990s, the Japanese banking system has been afflicted by a heavy
burden of non-performing loans. These took the financial system to the brink of crisis
in the midst of the global financial difficulties in late 1997 and 1998. At that time,
global confidence in Japan's major banks was shaken to such an extent that the so-called
"Japan premium" at some points reached 70-100 basis points.1

Since then, a measure of stability has been re-established in the Japanese fi-
nancial system, despite continued deflationary pressures. Although non-performing loans
on banks' balance sheets have remained high, an institutional infrastructure has been
put in place that requires banks to dispose of them while protecting the stability of the
banking system. This chapter aims to provide an overview of the policy initiatives being
pursued by the Financial Services Agency (FSA) of Japan. The focus is on the ongoing
policy initiatives to address longer-term structural issues affecting not only the finan-
cial services sector but also corporate sectors. It also seeks to put these initiatives in a
proper historical perspective.

The chapter addresses three aspects of financial sector reform in Japan. First,
it discusses the measures taken to re-establish stability in the financial system. The
changes in the regulatory and supervisory structures are discussed here. Secondly, it
analyzes the reforms to increase the efficiency of the financial system in the context of
the "Big Bang." Thirdly, it reviews structural issues, including the recent initiatives to
deal with the non-performing loans of banks and corporate borrowers.

1 Defined as the premium over three-month Libor on the inter-bank market.
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38 YOSHIO OKUBO

Re-establishing Stability

The predominant role played by bank intermediation and that of other deposit-taking
institutions is a hallmark of the Japanese financial system. Households place a large part
of their savings in bank deposits and domestic businesses rely heavily on borrowing
from banks, although corporations have also been active in the domestic and interna-
tional capital markets.

The most important single factor affecting the Japanese financial system in re-
cent years was the bursting of the asset price bubbles of the late 1980s and early 1990s.
As a consequence of this, the banking system has been awash with large amounts of
non-performing loans, leading the financial system close to disaster during the global
financial crisis of late 1997 and 1998. In November 1997, such major financial insti-
tutions as the Sanyo Securities Co., Hokkaido Takushoku Bank and the Yamaichi
Securities Co. (one of the largest four securities houses) collapsed. Such was the global
crisis of confidence in Japan's major banks that, as pointed out above, the "Japan pre-
mium" rose as high as 70-100 basis points at various points during this period.

The continued sluggishness of the Japanese economy since the mid-1990s has
made it more difficult to resolve the problems afflicting the financial sector. Despite
unprecedented efforts to use fiscal and monetary policies to achieve recovery, the econ-
omy has shown little dynamism, despite occasional but brief upturns in output. While
there has been an important pick-up in corporate investment, reflecting the rapid tech-
nological changes in information and communications-related sectors, household con-
sumption—the largest component of GDP—has remained relatively weak. Against a
background of demographic changes (due to the rapid aging of Japanese society),
bulging fiscal deficits at local and central government levels, and increased uncertain-
ties, consumer confidence has remained low.

Although macroeconomic policy remains very important, the focus of policy
debate has increasingly shifted towards structural issues, including those in the finan-
cial sector. In view of such prolonged economic difficulties and increased competitive
pressures in a rapidly changing business environment, financial institutions have em-
barked on consolidation at various levels. The number of financial institutions has
fallen dramatically in the past few years, and further changes are expected as the major
financial institutions undergo consolidation (see Table 3.1). Such consolidation of
deposit-taking institutions accelerated further in the financial year ending March 2002.

The regulatory and supervisory framework was strengthened in many impor-
tant respects during the 1990s, especially in 1998. The first and most important aspect
was the strengthening of supervisory standards and the framework for their imple-
mentation. The introduction of rules governing prompt corrective actions was proba-
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Table 3.1. I Financial Institutions in Japan
I (Number of financial institutions in each category)

Major banks

Regional banks

Regional banks II
Shinkin banks

(credit unions)
Credit cooperatives

Total

Mar 94

21
64
65

428
383

961

Mar 95

21
64
65

421
373

944

Mar 96

21
64
65

416
369

935

Mar 97

20
64
65

410
363

922

Mar 98

20
64
64

401
351

900

Mar 99

19
64
61

396
322

862

Mar 00

19
64
60

386
291

820

Mar 01

18
64
57

371
280

790

Note: Out of the 18 major banks, I I banks are in the process of being merged into four major financial groups
in a few years.

bly the single most important policy initiative. An objective supervisory system was es-
tablished that created a series of triggers governing different regulatory responses. Fi-
nancial institutions produced self-assessments of the quality of their loans and their
capital adequacy rates, followed up and reviewed by external audits and regular in-
spections by the supervisory authorities. Where such reviews indicate that financial in-
stitutions are inadequately capitalized, regulatory responses seek to address the under-
lying problems. This framework is illustrated in Table 3.2.

Second, there was a strengthening of disclosure standards using market forces
to establish confidence in the financial system. Given the significance of the problem
of non-performing loans, disclosure standards for such loans needed to be clarified and
strictly implemented. Disclosure criteria for non-performing loans were brought in line
with international standards, including those set down by the U.S. Securities and Ex-
change Commission. The Financial Revitalization Act established some additional dis-
closure requirements for all deposit-taking institutions. The latter requirements cover a
somewhat wider range of exposures, including off-balance sheet items. The aggregate
data on riskier loans as identified by financial institutions for self-assessment purposes
(including those for provisioning purposes) are published. Data for all banks are avail-
able on a half-yearly basis and data for all deposit-taking institutions, including the
shinkin and credit cooperatives, on an annual basis. Although the availability of so
much data has complicated the task of analysis by market participants, it has con-
tributed greatly to the transparency of the financial sector.2

Many economists publish projections or estimates on the potential size of non-performing loans by making macro-
economic assumptions, including the future deflationary impact of real estate prices. FSA data are compiled from su-
pervisory and disclosure figures and are aggregate past numbers, not projections or estimates. They are therefore differ-
ent in nature. Individual institutions also publish aggregate data on their own non-performing loans.
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Table 3.2. | Outline of Prompt Corrective Actions in Japan

Capital adequacy ratio

International Domestic
Class standard standard Actions

1 <8% <4% Order the formulation of a management improvement plan
(in principle, including measures to increase capital) and its
implementation

2 <4% <2% Order such measures as:
• Formulation of a plan for capital increase
• Restraint or prohibition on paying dividends, or on

paying bonuses to directors and senior management
• Restraint on the increase of total assets, and reduction of

total assets
• Restraint or prohibition on receiving deposits at high

interest rates
• Prohibition on entering new business fields
• Curtailment of currently performing business
• Prohibition on opening new offices and curtailment of

currently operating offices
• Curtailment of business activities of subsidiaries and

overseas affiliate companies, and prohibition on
establishing or holding such entities

2-2 <2% <\% Order to implement measures selected from the following
• Significant increase in capital
• Drastic curtailment of currently performing businesses
• Merger or closure

3 <0% <0% Order to suspend the whole or a part of banking business.
• However, the 2-2 class of actions can be taken in the

following cases:
1. If the net value of assets, as with unrealised gains of

financial institutions, is positive
2. Even when the net value as with unrealised gains is

negative, if the net value is expected to be positive after
considering such aspects as:
a. Implementation of management improvement plans

and other specific measures
b. Rate of business income and expenditures, and

profitability,
c. Non-performing asset ratio

Furthermore, even if a financial institution does not belong
to this class, a business suspension order can be issued
when the net value of assets, including unrealised losses, is
negative or when it is expected to become negative

Source: Financial Services Agency (FSA).
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Table 3.3 provides an overall picture of non-performing loans held and disposed
of by Japanese banks up until the end of September 2000, when (based on internation-
ally equivalent disclosure criteria) total non-performing loans held by all banks came to
31.8 trillion yen. This represented about 6 percent of the total lending and about 6 per-
cent of Japan's GDP. Outstanding non-performing loans have not shown any significant
decrease in recent years. This has been due to the sluggishness of the economy, contin-
ued deflationary pressures in the real estate market and, to some extent, the result of more
stringent rules for classifying non-performing loans (particularly in smaller banks). In
compliance with strict supervisory and inspection standards, banks have aggressively
striven to deal with the problem, incurring losses between 13 to 14 trillion yen in
FY 1997 and FY 1998, and about 7 trillion yen in FY 1999 (fiscal years end in March).
As a result of such efforts, the recoverability of non-performing loans has been secured at
77 percent of book value, either through collateral, which has to be conservatively as-
sessed and regularly revalued to reflect market values, or through provisioning in line with
the data for the major banks. In spite of these efforts, non-performing loans have re-
mained at high levels, reaching 33.6 trillion yen at the end of March 2001 and 43.6 tril-
lion yen at the end of March 2002.3 Policy initiatives to persuade the banks to remove
non-performing loans from their balance sheets, along with efforts to help revive debtors
were pursued with greater vigor as of April 2001, as we shall see below.

Thirdly, capital adequacy in the banking system was significantly improved by
means of an injection of public funds in 1999. Two legislative initiatives allowed the
banks to receive public funds for the purpose of capitalization. The second of these,
based on a law enacted in 1998, involved the infusion of some 8.3 trillion yen. The au-
thority to inject public funds to capitalize weak but viable banks expired in March
2001, although the authority to capitalize cooperative deposit-taking institutions ex-
pired in March 2002. After intensive discussions over deposit insurance systems, a
comprehensive reform was introduced, as outlined in Appendix 3.1.4 The FSA has be-
come vested with powers to utilize a wide range of instruments to provide a safety net
against crisis-induced financial failures or other contingencies.

Regulatory structures were reformed through a series of measures, partly as a
consequence of the overall reorganization of government agencies. The Financial Su-
pervisory Agency was established as a single comprehensive supervisory agency in June

3 The levels of nonperforming loans for all deposit-taking institutions for the respective dates were 43.6 and 52.4 tril-
lion yen.

A review of the deposit insurance system is currently under way to cover fully non-interest bearing settlement and
payments accounts on a permanent basis after the removal of the full insurance coverage of liquid deposits, now sched-
uled to start in 2005.

4
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Table 3.3. I Non-performing Loans Held and Disposed
I of by Japanese Banks

Outstanding non-performing loans (All Japanese banks)
(Trillions of yen)

1997 1998 1999 Sept 2000

29.8 (26.6) 29.6 (29.6) 30.4 (28.6) 31.8 (29.3)

Note: The figures in brackets exclude the Long-Term Credit Bank (presently Shinsei Bank) and the Nippon-
Credit Bank (presently Aozora Bank).

Loss on disposal of non-performing loans (All Japanese banks)
(Trillions of yen)

Loss in each year
Aggregate from FY 1 992

1997

13.3
45.1

1998

13.6
58.8

1999

6.9
65.7

Sept 2000

2.3
68.0

Note: All Japanese banks.

Non-performing loans covered by mortgage or provisions
(In percent)

Ratio of secured loans covered by mortgage or allowance for bad loans
Bankrupt or de facto bankrupt
Risk
Special attention

77.2
99.5
81.8
50.1

Note: Based on the Financial Reconstruction Law. As of September 2000. Major banks.

1998. The Financial Reconstruction Commission (FRC) was created in December
1998 to deal with the re-capitalization of viable banks and with bank failures. In July
2000, responsibility for policy formulation in the financial services sector and the reg-
ulatory system was transferred to the Financial Supervisory Agency from the Ministry
of Finance (MoF), and its name was changed to the Financial Services Agency (FSA).
By January 2001, the reorganization of the regulatory and supervisory systems was
complete, and the FRC was abolished and its functions transferred to the FSA.

The FSA thus has overall responsibility for the planning of the financial sys-
tem, the inspection and supervision of financial institutions, and surveillance over
transactions in the securities market. Its remit covers the entire financial sector, in-
cluding banking, insurance and securities. Its mission is to ensure the integrity and sta-
bility of the financial system; to protect depositors, insurance policyholders and in-
vestors; and to maintain the stability and integrity of financial markets.
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A key focal point of the FSA's activities has been to strengthen its inspection
role. It undertakes the constant monitoring of the financial health of the institutions
it supervises, on the basis of frequent reports and consultations. Much effort has gone
into strengthening the FSA's inspection function, including a substantial increase in its
staffing levels. One important initiative to this end has been the publication of the in-
spection manuals made by the staff and some outside experts. The purpose of this is
to ensure transparency and to promote better risk management by financial institu-
tions. In the case of the major banks, "special inspections" were introduced to assess
the adequacy of the classification of and provisioning for major borrowers. These took
place between October 2001 and March 2002. On-site inspections introduced in
April 2002 provide the FSA with first-hand information on the management of these
institutions, including their credit management systems, their liquidity and opera-
tional risks, and their compliance with the relevant laws and regulations. Inspection
teams are assigned to monitor major banking groups on a permanent year-round basis.
Their role is to detect the impact of rapid market changes on the soundness of finan-
cial institutions.

As a result of all these efforts, much has been done to stabilize the Japanese
financial system, despite the continued adverse environment. Changes in the regu-
latory system have encouraged greater stability. Since 1999, the "Japan premium" has
disappeared.

Improving Efficiency

Improving the efficiency in the financial system has been an equally important goal in
Japan in the past several years. Wide-ranging reforms, in line with the changes brought
about by the Big Bang, have been pursued with vigor and in accordance with the pre-set
timetable to improve the efficiency, stability and the flexibility in the financial system.
First announced in 1997, Big Bang reforms have been simultaneously pursued with the
measures to stabilize the financial system. The reforms were not only implemented fully
and on schedule but were wider in scope than originally intended.

The reforms, summarized in Appendix 3.2, were wide-ranging in their applica-
tion. They sought to increase flexibility in business strategies, making full use of market
forces and competition, as well as adapt the Japanese financial system to changes in the
global environment. Among other things, the main features of the reform included:
(i) allowing banks, securities companies and insurance companies to enter into each
other's business by means of subsidiaries or holding companies; (ii) permitting cross sales
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44 YOSHIO OKUBO

of certain financial products, such as the sales of mutual funds by banks, (iii) completing
the deregulation of brokerage fees, (iv) making major changes in the securities market and
getting rid of government approval for stock listings; (v) allowing the de-mutualization
of stock exchanges; (vi) strengthening accounting standards and making mandatory con-
solidated statements and mark-to-market accounting for financial products, and (vii) im-
proving the legal and regulatory infrastructure for the securitization of various assets.

Given the rapid changes taking place in information technology, another im-
portant item on the policy agenda is improving the infrastructures for e-finance and
e-banking. Recently, many initiatives have been announced or are contemplated in this
sphere. Some new banks have been licensed and will concentrate on providing e-banking
services to customers. Guidelines have been established to ensure sound banking princi-
ples are observed in this new sector of banking business. Efforts are also being made to
tighten the rules governing eligibility for shareholders and management, given the in-
creasing number of non-financial firms planning to enter into banking either through
new operations or acquisitions. A bill was submitted to the Diet in 2002 to this end.

There have been many new private sector initiatives to take advantage of these
changes in the regulatory environment. Major financial groups are being formed on the
basis of a radical consolidation in the industry. Foreign financial institutions are also
active players. The landscape of the Japanese financial system is thus changing very rap-
idly. Greater efficiency and better services to consumers, combined with adequate pro-
tection, are the expected outcomes.

Broader Structural Initiatives

Despite these efforts in the past several years, strengthening the financial sector still re-
mains at the top of the country's agenda. The financial sector is receiving renewed at-
tention, since the economy has yet to emerge from its protracted slump.

Japanese banks have vigorously tried to tackle the problem of non-performing
loans over the past few years. Financial institutions are setting aside the required pro-
visions and making significant write-offs. Those non-performing loans still on banks'
books are mostly either provisioned or secured by appropriately assessed collateral or
guarantees (see Table 3.3). Notwithstanding such efforts, non-performing loans have
not declined and still account for 6 to 8 percent of all bank lending. Since they are still
on the banks' balance sheets, they detract from efforts to boost bank profitability. Fur-
ther deflationary effects of the sluggish economy on real estate prices will necessitate
greater provisioning on those non-performing loans. To escape this problem, banks
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need to remove their non-performing loans from their balance sheets. To do so, a
broader approach is needed that covers not only the banking sector, but also corporate
sector restructuring.

With this in mind, the government announced a package of economic mea-
sures on April 6, 2001. Among other things, this sought to address the question of cor-
porate debt and non-performing loans (see Appendix 3.3). To tackle this issue, a com-
prehensive and time-framed approach was introduced, premised on the idea that major
banks should take steps to remove from their balance sheets those outstanding non-
performing loans classified as "doubtful" (or in danger of bankruptcy) or worse within
a two fiscal year period. Any loans that become classified as such in the future should
be removed within three fiscal years. The FSA will monitor the progress made, requir-
ing banks to make periodic disclosures of how their situation evolves.

To encourage both corporate reorganization and debt forgiveness, guidelines
are to be set that encompass such international principles as those of the International
Federation of Insolvency Professionals. These will be formulated in consultations be-
tween the authorities and the private sector. The guidelines will seek to promote coor-
dination among creditors by ensuring fairness in the way they are implemented. At the
same time, they will provide a yardstick for tax treatment and other policy initiatives.
Use of the law for industrial revitalization, entailing tax and other incentives, is envis-
aged with respect to cases involving debt forgiveness.

The package also addresses a wide range of institutional and regulatory issues
in its attempts to remove non-performing loans from bank balance sheets and restruc-
ture indebted corporations. These include measures to facilitate debtor-in-possession
(DIP) financing and debt-equity swaps, to clarify the tax treatment of debt forgiveness,
and to review the role played by public financial institutions. The remit of the Resolu-
tion and Collection Corporation (RCC) is to be widened to include trustee business
that can get to grips with rapid reorganization of the debtors. The measures also con-
template developing markets for trading loans through the standardization of contracts
and transaction procedures.

Since April 2001, outstanding non-performing loans in the doubtful category
or below held by major banks (12.7 trillion yen) as of the end of September 2000, fell
to 4.7 trillion yen as of the end of March 2002, a 63 percent decrease over 18 months.
Newly identified loans in these categories, which stood at 3.4 trillion yen as of the end
of March 2001, were down 45 percent. The rate at which these loans have been re-
moved from balance sheets has been similar or even higher. Nevertheless, the contin-
ued emergence of such loans, partly a consequence of the rigorous "special inspections"
and other supervisory efforts, brought the level of non-performing loans for major
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Disposal of NPLs by Major Banks: Credits Classified as
"Doubtful" or Below
(In trillions of yen)

September 2000 March 2001 September 2001 March 2002

15.412.2M.7

banks to 15.4 trillion yen at the end of March 2002. Table 3.4 provides an overall pic-
ture of the progress by major banks in disposing of non-performing loans, including
credits classified as "doubtful" or below. Efforts to make banks remove their non-
performing loans were strengthened during 2001 to 2002 through the special inspec-
tions and the increased involvement of the RCC. The government is currently aiming
to speed up the resolution of the whole problem of non-performing loans so that their
normal levels can be reached by FY 2004.

The package also addresses the risks associated with the banks' large stock
holdings and their exposure to equity market volatility. Major banks held about 38 tril-
lion yen of stocks as of the end of September 2000, while their primary capital was
around 24 trillion yen. Such large stock holdings by banks have a long history and they
helped provide much-needed equity financing during the period of Japans post-war
economic development. Nevertheless, because of recent increased market volatility,
there has been some unwinding of such holdings. Due to uncertain conditions in
global equity markets and the introduction of full mark-to-market accounting meth-
ods for financial products, stock market volatility increases the risk that affects the
major banks' financial positions. These still hold large amounts of stocks because of

Outstanding

12.7

[Newly emerged] 3.4
(-34.7%)

[Newly emerged] 3.0
(-1.0}

[Newly emerged] 6.9

(-33.6%)
2.0

1.9
(-45.3%)

(-63.2%)
4.7

(-0.8)

8.3
(-34.7%)

(-1.7)
6.6

(-47.9%)

H.4)
12.7 

(-1.9)

(-0-7)
2.6

(-24.0%)

Table 3.4
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their traditional cross-holding relations with corporate borrowers. Essentially, the pack-
age proposed the introduction of limits on bank stock holdings, for instance in relation
to their capital, so that the banks can exercise more control over the volatility risk. Such
limitations may also help promote structural changes in the stock market, improve cor-
porate governance, and contribute to the revitalization of the Japanese economy. To
offset any adverse impact of such limits, a temporary scheme was introduced in some
subsequent measures. These provide a safety net by allowing the purchase of such
stocks at market prices, consistent with market discipline.

Restoring the efficacy of intermediation by banks and financial institutions
is key to the revitalization of the Japanese economy. The residual problem of non-
performing loans is the mirror image of that of corporate debt and the revitalization of
the corporate sector. The effectiveness of the financial sector can be restored only by
addressing these broad structural issues.

Final Remarks

A key challenge is to improve the working of the capital market in Japan. Much still
needs to be done to make it more efficient, transparent and attractive. Movement in
this direction will reduce an excessive reliance on bank intermediation, improve the al-
location of risk, and boost the resilience of the financial system. Policy initiatives to this
end include upgrading the securities settlement system and reviewing the tax system.
Two pieces of legislation were passed by the Diet in 2001 and 2002 to allow a broad
range of securities to be issued and settled in a dematerialized (paperless) fashion so as
to enhance the efficiency and safety of the settlement system. Moves are now afoot to
implement this legislation. Other important initiatives are being taken to strengthen
capital markets, notably a new policy package announced in August 2002. This in-
cludes measures to (i) improve investor access to brokerage services; (ii) bolster confi-
dence in disclosure and auditing by speeding up reform in these areas; and (iii) increase
the efficiency of capital markets, including a review of the role of stock exchanges.

Any financial system forms part of the global financial system. No country can
escape from the rapidly changing global environment and the increasing incidence of
global market forces. This is particularly true of the capital markets, but is also of rele-
vance in the banking and insurance industries. As the activities of financial institutions
become increasingly complex and global, it is important for any regulatory and super-
visory agency to work closely with domestic and international counterparts in dis-
charging its duties. As an integrated supervisor covering banking, securities and the in-
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48 YOSHIOOKUBO

surance sector, Japan's FSA is well placed to coordinate domestically the supervision of
financial conglomerates and the complex workings of the markets for financial prod-
ucts. However, given the increasing complexity and speed at which financial markets are
changing, ensuring the stability of the financial system and protecting depositors and
investors is increasingly becoming an international effort.
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Appendix 3.1. The Deposit Insurance System in Japan

Japan's deposit insurance system was originally designed to be limited-coverage, ini-
tially with the ceiling of 1 million yen per depositor, with this subsequently being
raised to 10 million yen. However, in 1996, following the failures of several credit co-
operatives, the deposit insurance law was amended to fully protect depositors as a tem-
porary special measure. Japan is in the process of transition towards a limited-coverage
deposit insurance system.

The Report on the Framework of the Deposit Insurance System and Resolu-
tion of Failed Financial Institutions after the Termination of Special Measures reveals
the basic thinking behind the recent amendment of the deposit insurance law. The ex-
cerpts of the report are summarized below.

(1) Framework of Resolution Methods

• When a financial institution that is not allowed to continue to exist because
of failure is resolved through the use of the deposit insurance system, the least
expensive resolution method should be chosen within the limit of the payoff
cost. At the same time, financial functions such as payment and lending
should be continued so as to minimize the disruption caused by the failure.

• In choosing a resolution method, financial assistance (where an assuming fi-
nancial institution takes over the financial functions of a failed financial insti-
tution) should be favored. Payoff in which a financial function is diminished
should be avoided as much as possible, although both methods involve the
trimming of a portion of deposits due to the loss incurred by the failure. Thus,
it is necessary to introduce measures that serve to expedite resolution processes
as well as provide various resolution methods in accordance with the circum-
stances of the failure.

• The above consideration suggests that the deposit insurance system must take
into account of maintaining payment functions and protecting borrowers
because it contributes to minimizing resolution cost and leads to protecting
depositors.

(2) Accelerating transfer of business with financial assistance (assisted
merger)

The resolution of a financial institution involves various legal procedures. With
respect to a financial institution that has managerial problems, to expedite the
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50 YOSHIOOKUBO

resolution process, the supervisory authority and the Deposit Insurance Corpo-
ration (DIG) should work closely together. In anticipation of a possible failure,
they should make as many prior preparations as possible, such as grouping of de-
posits held by the same depositor and evaluation of assets prior to closure of the
failing financial institution.

(3) Preservation of financial functions

The payoff method should be avoided as much as possible since it diminishes the
financial functions of failed institutions. However, if chosen, it should be imple-
mented speedily to minimize disruption.

(4) Ensuring depositors' convenience

In ensuring depositors' convenience (repayment of deposits and access to pay-
ment services), depositors should be able to dispose of their deposits up to a cer-
tain amount before the transfer of business, even if it takes time after the failure
was publicly announced. Thus, the DIG should be authorized to make advance
payments and repay deposits up to the insured amount as well as lend necessary
funds to the failed financial institution, even if bankruptcy proceedings have
commenced. As for the portion of deposits exceeding the insured amount, the
DIC's power to purchase excess deposits,5 allowed in the case of payoffs, should
also be applied in this case.

(5) Full coverage of liquid deposits

Until April 2003, liquid deposits should be protected in order to avoid any dis-
ruptive impact on the economy as a whole and the financial system caused by in-
terruption of payments of individual and corporations as a transitional measure.

5 "Purchase of deposits" is a means to ensure depositors' liquidity and smooth judicial proceedings by empowering the
DIG to purchase a portion of insured deposits exceeding the insured amount (at present those in excess of 10 million

yen) at a certain ratio (estimated liquidation value).
6 A review of the deposit insurance system is currently under way to fully cover non-interest bearing settlement and pay-
ments accounts permanently after the removal of the full insurance coverage of liquid deposits, which is now scheduled

for April 2005. C
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(6) Measures applicable to cases where a crisis situation is foreseeable
(systemic risk exception)

When a failure could disrupt the overall financial stability and affect the stabil-
ity of the national and local economies (systemic risk), the standard resolution
methods may not be adequate. Therefore, in cases where the stability of the fi-
nancial system could be disrupted unless exceptional measures are taken, the
government may need to provide fiscal measures as the cost of ensuring the sta-
bility of the economy as a whole, on the condition that financial institutions
make special contributions.

(7) Expanding the definition of the insured deposits

To date, deposits have been considered eligible for deposit insurance when they
have satisfied the following criteria:7 widely used by the public as a basic savings
instrument, repayment of the principal is guaranteed, and holders are identifi-
able and deposits are non-negotiable. In terms of preventing depositor panic and
speeding the process of resolution, the following instruments should also be eli-
gible while abiding by the above criteria: bank debentures, deposits of public
funds, and interest on deposits. Financial institutions are required to inform de-
positors whether individual instruments are insured or not.

(8) Maintaining the current insurance limit (10 million yen)

In light of per capita savings in Japan, the level of depositor protection in other
countries, and the premium burden on insured institutions, it has not been nec-
essary to increase the insurance limit from the present level.

7 To date, insured deposits were only limited to those deposits, installment savings, installments, and money in trust of
which the principal is guaranteed. C
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Appendix 3.2. Big Bang Financial System Reform

Expansion in Means of Asset Investment

1. Enhancements to invest-
ment trusts

• Introduction of general 1997-98: Made necessary deregulation. Further improvements in
securities accounts product attractiveness: salary/amendment concerning salaries.
(CMA)

• Introduction of 1998: Establish the general institutional framework (Investment
company-type Trust Law)
investment trusts

• Introduction of 1998: Stipulate privately-placed investment trusts in law
privately-placed (Investment Trust Law)
investment trusts

• Introduction of over- 1997-98: Store space lent for direct sales by investment trust com-
the-counter sales of panies. Sales by banks themselves (Securities and Exchange Law),
investment trusts by
banks and other
financial institutions

2. Full liberalization of 1997-98: Tokyo Stock Exchange and Osaka Stock Exchange
securities derivatives Introduction of options on individual stocks. Introduce over-the-

counter securities derivatives (Securities and Exchange Law, Law
on Foreign Securities Law Firms).

3. Enhance attractiveness 1997: Expanding use of stock options. Promoting share buy-backs
of stocks as a means of writing down profits.

4. Smaller minimum in- 1997: Have already articulated how the Commercial Code is to
vestment lots for stocks be interpreted regarding conditional changes in the Articles of

Incorporation.

5. Streamlining of foreign 1998: Introduced DR-based trading in listed foreign equities,
equity listing by using Designate DRs as securities (Securities and Exchange Law).
Depository Receipts Revision of listing standards (Tokyo Stock Exchange)
(DRs)

6. Improved access to 1997-98: Eliminated the system that gives access to real-time
trading and quotation information only to branches in the vicinity of the market. Tokyo
information Stock Exchange: Enhancement of market information.
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Facilitation of Corporate Fundraising

1. Introduce new corporate 1997-98: Perpetual bonds (clarified interpretation of the
bond products Commercial Code). Introduce bonds linked to share-price indexes

(enhanced laws related to over-the-counter derivatives on securities).

2. Expand use of ABS 1998: Review issues concerning protection against third-party claims
and established of SPC (enhanced laws related to SPC).

3. Promote use of MTN 1997: Measures taken (Clarified that boards could delegate
representative directors, and improved system for registering issues).

4. Facilitate listing and 1997-98: Introduced book-building method (modified association
initial public offering and exchange rules). Move to after-the-fact notifications for equity

listings (Securities and Exchange Law).

5. Revision of listing 1998: Osaka Stock Exchange, Tokyo Stock Exchange, Nagoya Stock
standards Exchange.

6. Strengthen registered 1997-98: Introduced share lending system (modified association
over-the-counter (OTC) rules). Introduced margin trading and date-of-issue trading. Alter
market functions. the characterization of registered over-the-counter market as a

"supplement" (Securities and Exchange Law). Introduction of
market maker system (alteration of association rules). Revision of
OTC registration standards (alteration of association rules).

7. Deregulation unlisted
and unregistered
equities market

• Permit securities 1997: Ban lifted (modified association rules),
companies to
handle unlisted and
unregistered equities

• Permit investment 1997: Ban lifted (amended ministerial ordinance and enhanced
trusts to investment association rules).
in unlisted and
unregistered equities

(Appendix continues on the following page)
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Appendix 3.2. Big Bang Financial System Reform (continued)

Provide a Wider Variety of Services

1. Eliminate restrictions 1997-98: General securities accounts. Eliminate compartmentaliza-
on the range of business tion (Securities and Exchange Law, Law on Foreign Securities
open to securities Firms). Introduce wrap-around accounts (Securities and Exchange
companies Law, Law on Foreign Securities Firms).

2. Liberalize brokerage 1998: Reduce to in excess of 50 million yen.
commissions 1999: Full liberalization (Financial System Reform Law).

3. Reform of the rating 1998: Eliminate the obligation for member insurer of the rating or-
organization system ganization to use premium rates calculated by the rating organiza-

tion (Law Concerning Non-Life Insurance Rating Organization).

4. Strengthen asset 1997-98: Permitted investment trusts to invest in unlisted and
investment business unregistered equities (amended ministerial ordinance and enhanced

association rules). Introduce outside consignments (Investment
Trust Law, Law for Regulating Securities Investment Advisory
Business). Review business regulations (Investment Trusts Law,
Law for Regulating Securities Investment Advisory Business).
Switch from approvals to notifications for investment trust deeds
(Investment Trust Law).

5. Expand the range of 1999: Allow banks to issue straight bonds (Financial System Reform
fund raising for banks Law).

6. Expand the range of 1999: (Law on Bond Issuance for Financial Companies)
fund-raising for finance
companies (Allowing
to issue bonds for
financing funds for
lending)

7. Reform market-entry
regulations

• Switch from licensing to 1998
registration system for
securities companies

• Switch from licensing to 1998
authorization for invest-
ment trust companies

• Promote competition
across sectoral walls C
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Provide a Wider Variety of Services (continued)

• Expand range of 1997: All business except equities-related.
business permitted 1999: Eliminate all regulations (Financial System Reform Law),
securities subsidiaries
and trust-banking
subsidiaries

• Permit cross-sectoral 1998: Entry of insurance companies into securities business and
competition between securities companies into insurance business accelerated (Insurance
insurance companies Business Law, Banking Law).
and other financial 1999-2000: Entry of insurance companies into banking business
institutions (Financial System Reform Law). Entry of banks into insurance

business.

8. Over-the-counter sale 2001: Lift ban on handling of certain products,
of insurance by banks

9. Utilization of holding 1997: Enacted two laws on HCs.
companies (HCs)

Create Efficient Markets

1. Improve exchange 1997-98: Improved trading systems within the exchange. Formulate
trading and review merger rules for securities exchanges (Securities and Exchange Law).
exchange market 1999: Improvement of trading systems within the exchange for
operations amortization of company's own stock.

2. Abolish requirement of 1998: Abolish the requirement of consolidation of order-flow
consolidation of order- for listed securities—formulate fair trading rules (Securities and
flow for listed securities Exchange Law).

3. Strengthen the functions 1998: Securities and Exchange Law
of the registered over-
the-counter market

4. Deregulate unlisted and 1998: Securities and Exchange Law
unregistered equities
market

5. Create share-lending 1998: Review rules on margin rates (Securities and Exchange Law),
system Formulate rules for share lending.

(Appendix continues on the following page)
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Appendix 3.2. Big Bang Financial System Reform

Create Efficient Markets (continued)

6. Enhance clearing and 1997-98: Expanded and enhanced system trading. Bond delivery
settlement system and settlement system (JB-NET). Same-day cash delivery. Enhance

notifications from custodial and registrar institutions to issuing
companies of actual shareholders (Equity Custody and Transfer
Law).

7. Promote reduction of 1998: Clarify the legal validity of close-out netting contracts
Settlement risk (Close-out Netting).

Assure Fair Trading

1. Formulate and enhance 1998: Formulate fair trading rules for new product introductions
fair trading rules (Securities and Exchange Law). Review rule for short selling

(Securities and Exchange Law).

2. Strengthen punitive 1997-98: Strengthened punitive measures against insider trading
measures etc. (Enacted Law on Punitive Measures for Financial Matters):

Formulate rules for forfeiture of illicit profits from insider trading
etc. (Securities and Exchange Law).

3. Formulate regulations 1998: Formulate rules against conflicts of interest (Securities and
to prevent conflicts Exchange Law, Law on Foreign Securities Firms, Investment Trust
of interest Law, Law for Regulating Securities Investment Advisory Business).

4. Enhance disputes- 1998: Enact arbitration procedures (Securities and Exchange Law),
settlement system

5. Expand and enhance the 1997-98: Designate DRs covered warrants and ABSs by SPCs as
definition of securities securities (Securities and Exchange Law).

6. Enhance disclosure
system

• Switch to consolidated 1997-98: Published opinion paper on reviewing consolidated
reporting financial statements. Published opinion paper on setting standards

for the creation of interim consolidated financial statements and
consolidated cash flow statements. Phased in from the business year.
1999: Move to full implementation

• Formulate accounting 1998: Accounting standards for tax effect accounting. Achieve all
standards for financial objectives from the business year started on April 1, 1999. Published
products opinion paper on accounting standards for research and development

costs. Achieve all objectives from the business year started on April 1,
1999. Accounting standards for retirement allowances. Accounting
standards for financial instrument. To be phased in from the business
year starting on April 2000. Achieve all objectives (2001).

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



FINANCIAL SECTOR REFORM IN JAPAN: PROGRESS AND CHALLENGES 57

Ensure Soundness of Intermediaries and Prepare System for Dealing with Failures

1. Review capital adequacy 1998: Review in conjunction with expansions in range of business
requirements (Securities and Exchange Law, Law on Foreign Securities Firms).

Formulate clear withdrawal procedures if below a set ratio
(Securities and Exchange Law, Law on Foreign Securities Firms).

2. Enhance financial- 1998: Enhance disclosure requirements on banks and others
institution disclosure (Banking Law etc.). Oblige disclosure by securities companies

(Securities and Exchange Law, Law on Foreign Securities Firms).

3. Prepare rules of bank 1998: Clarify the scope of subsidiaries (Banking Law, Insurance
and insurance Business Law). Review rules on margin rates.
subsidiaries

4. Prepare framework to
protect customers in
the event of failure

• Thorough separation 1997-98: Enacted for futures and options trading. Enhance overall
of accounts legal system (Securities and Exchange Law, Law on Foreign

Securities Firms).

• Creation of Investor 1998: Incorporate under the Securities and Exchange Law, establish
Protection Fund and expand system (Securities and Exchange Law).

• Enhancement of 1998: Create special procedures for securities company bankruptcies
bankruptcy procedures and reorganizations (Law for Improving the Reorganization and

Bankruptcy Procedure for Financial Institutions).

• Creation of Policy- 1998: Creation of Policyholders Protection Corporation in order to
holders Protection protect policyholders (Insurance Business Law).
Corporation

• Review securities 1998: Reduce the rate of the securities transaction tax and the
taxation bourse tax.

1999: Elimination of the securities transaction tax and the bourse
tax on.
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Appendix 3.3. Summary of the Government's Economic Measures:
Financial Issues

1. Revitalization of the financial and corporate sector
i) Integrated approach to the non-performing loans (NPLs) of banks and excessive

corporate debt

Drastic removal of • Principles—to be effective from April 2001
NPLs from the The major banks will take measures to remove NPLs already classified
banks' balance sheets as "in danger of bankruptcy" and below within the next two fiscal years.

They will also take measures to remove NPLs newly classified as such
within three fiscal years after such classification.

• Periodical disclosure of the actual record of removals of NPLs by the
banks and monitoring by the FSA

• Require banks to develop schemes for improving the quality of loans to
debtors classified as "need attention."

Promoting corporate • Establish guidelines regarding the process of corporate reorganization
reorganization and debt forgiveness through private-sector consultation in which

the authorities participate (along the lines of the principles of the
International Federation of Insolvency Professionals and the "London
Approach")

• Effective use of the Law on Special Measures for Industrial
Revitalization

Enhancement of • Enhancement of DIP (Debtor-in-possession) finances.
debt forgiveness by • Effective use of debt-equity swaps
financial institutions • Harmonious tax treatment and measures by public financial institutions

with respect to the guidelines mentioned above

d) Sales of Loan • Standardization of contracts and transaction procedure for trading of
Assets loans

• Enhancement of the RCC (the Resolution and Collection Corporation)
to include trustee business, etc.
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1. Revitalization of the financial and corporate sector (continued)
ii) Limitation on shareholdings of banks

Introduction of • The amount of shares that a bank can hold is to be limited, for example,
a limitation on to the equivalent of the bank's capital.
shareholdings • The portion of shareholdings exceeding this limit must be disposed
of banks within a certain period.

Establishment of • As a temporary measure, shares held by banks are to be purchased by
the Banks' the BASAC, which would be established jointly by banks, etc.
Shareholding • Public sector support for the funding of the share purchases of BASAC
Acquisition will be considered.
Corporation • Shares are to be purchased from banks, and at market value.
(BASAC) • ETFs (exchange-traded investment trust funds), investment trust funds,

and investment defined contribution pension funds will be actively used
for the sale of shares acquired by the BASAC

Work Plan A concrete work plan will be developed as soon as possible

2. Structural Reform in the Securities Markets
i) Deregulation of the "Treasury Stock" (acquisition of own-shares)

• The acquisition of own-shares by the issuing companies (so called "Treasury Stock")
will be allowed under certain conditions.

• Relevant rules are to be revised and the capacity of the Securities and Exchange
Surveillance Commission will be strengthened to prevent insider trading and price
manipulation.

• Removal of the net-asset requirement per investment unit in shares

ii) Introduction of Defined Contribution Pension Schemes and Defined Benefit
Pension Schemes

iii) Improvement in the Securities Settlement Systems
• Creating a book entry system for CBs, CPs, JGBs, etc. to enable paperless trading and

shorten the settlement period.

iv) Introduction of an ETF linked to stock price indexes
• Creating a system of ETFs to contribute to market activity by enabling convenient and

prompt investment in small amounts.
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^CHAPTER 4

Prudential Policy in Transition:
Changes in the Japanese Financial
Failure Resolution System

Takafumi Sato

Innovation in information processing and telecommunication technologies, rapid ad-
vances in financial technologies, and the internationalization/globalization of financial
transactions have all brought about changes in financial businesses, as well as quantita-
tive and qualitative expansion in financial markets. At the same time, since the burst
of the so-called "bubble" economy, failures of financial institutions have been frequent
and malfunctions of Japan's financial system have had serious adverse effects on its
economy. This has heightened awareness of the need to maintain financial stability.
Financial management in Japan has thus been undergoing dramatic changes in re-
sponse to this changing environment.

In the 1990s, Japan saw a string of financial failures in a way that had previ-
ously been unimaginable. The problem of non-performing loans progressively wors-
ened in the years following the bursting of the bubble economy in early 1990s, giving
rise to improved methods of dealing with individual cases of failure, as well as the de-
velopment of a new institutional framework. This chapter provides an overview of the
general direction taken with the radical changes made to prudential policy, and reviews
Japans experience of failure resolution in the 1990s. It also examines the significance
of the new deposit insurance system, with its shift towards more limited protection.

The first section discusses trends in financial management in the 1990s from
the prudential policy viewpoint, focusing on the general direction of change and the
reasons for it.1 Although such movements may seem chaotic at a first glance, they form

1 Prudential policy is that area of policy that aims at maintaining the stability of the financial system, in which gov-
ernment authorities regulate, supervise and monitor financial intermediaries. Usually banks attract special attention as
they constitute the payment system and are prone to deposit runs and contagion. This is not the case with securities
houses, insurance companies and the like.
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62 TAKAFUMI SATO

part of an overall trend with a definite direction. It is important to recognize this when,
in the following sections, the system for resolving financial failures is discussed. The
second section discusses the policy of full deposit protection and its side effects, and
the significance of legislative changes in 2000 that created a more limited system of
protection. Section three presents some conclusions. Appendix 4.1 seeks to summarize
conceptually the purpose of financial failure resolution and provides an overview of the
principles applied to it and the tools to deal with it. Appendix 4.2 focuses on individ-
ual financial failures and the successive additions/modifications made to the institu-
tional framework, dividing these into separate periods.

Discussion in this chapter is concentrated on banks and other deposit-taking
financial institutions. These operate in a field that requires extensive government in-
volvement, firstly because they form the basis of the settlement system and secondly
because they are vulnerable in ways that other types of financial institutions are not.
Prudential policy that aims at stabilizing the financial system consists of promoting
good management in each financial institution through market discipline and govern-
ment regulations/supervision (ex ante policy), together with failure resolution to pre-
vent the adverse effects of failures from expanding to the whole system (ex post policy).
While these functions are in fact closely related, the discussion in the second and third
sections focuses mainly on the latter and how it changed in the 1990s.2

Japan's Prudential Policy in Transition

A series of broad changes have been taking place during the last decade or two with re-
spect to the financial services industry. These include remarkable advances in comput-
ing and telecommunications, innovation in financial technology, globalization of fi-
nancial transactions, and the intensified application of market forces. Domestically in
Japan, a new situation emerged in the mid-1990s when failures of financial institutions
became commonplace.

Partly in response to this, there were frequent policy changes in the Japanese
financial supervisory and regulatory frameworks during the latter half of the 1990s.

2 Actually, the ex ante policy of strengthening "health-check" regulations and the ex post policy of expanding and im-
proving safety nets took place in tandem. The phrase "safety net" is taken to mean the aggregate of resolution schemes
and financial support used for failure resolution. The deposit insurance system is at the center of safety net arrange-
ments. Another typical example of safety nets is that of special loans by the Bank of Japan (BoJ) to cope with tempo-
rary liquidity difficulties confronting financial institutions. However, this is not taken up expressly in this chapter, and
the discussion assumes the smooth operation of liquidity-related safety nets.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 63

Three marked features can be observed: (i) the reduction or abolition of competition-
restraining regulations; (ii) the strengthening of regulations to check the soundness of
financial institutions (health-check regulations); and (iii) the introduction of improved
failure resolution measures and safety nets. These policy changes have become indis-
pensable elements in the new prudential policy framework, though such changes are
not yet fully consolidated. This chapter looks at some key elements and the back-
ground factors that have brought about this important transformation in the policy
framework, while also giving an overview of the present state of affairs.

Policy Framework during the Rapid Growth Period

To gain an overview of the changes that have taken place in Japan's prudential policy, it
is helpful, briefly, to go back to the period of rapid growth. With the exception of the
special measures taken immediately after World War II, all deposits placed in deposit-
taking financial institutions were fully protected, either by the discretionary mediating
operations of the authorities or by explicit legal provisions. This played a vital role in
the policy of maintaining financial stability. However, the ways by which deposits were
protected have undergone important changes. More importantly, the basic understand-
ing about the desirability of full deposit protection has shifted, largely because of its
"moral hazard" implications. Such policy changes illustrate the differences between the
"old regime" and the "new," separated by the changes brought about in the 1990s.

The old regime is typically associated with the post-war period of rapid eco-
nomic growth, particularly with the 1960s, and much of the following discussion
pertains to that period. However, as far as the basic framework for prudential policy is
concerned, it remained largely unchanged through the 1970s. Financial deregulation
progressed in the 1980s, when the context for prudential policy changed alongside the
internationalization of financial transactions. It was in the 1990s, however, that the
policy framework underwent explicit change, in response to the frequent failures of
that period. It is useful, therefore, to begin by contrasting the policy framework of the
old regime of rapid growth with the new framework established in the late 1990s. Table
4.1 summarizes this contrast.

The fundamental components of the old policy framework included the
following:

• The economy expanded at high rates of growth, while simultaneously experi-
encing fund shortages. The financial system as a whole was thus designed to
assure a stable flow of low-cost funds to key industrial sectors.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 65

• Domestic financial markets were kept separate from external market forces,
with restrictions on external capital transactions.

• In accordance with the allotted role of the financial system, a series of
competition-restraining measures were in effect. The most important of these

were regulations governing interest rates and the segmentation of markets (the

separation of banking and securities business, of trust banking and commer-

cial banking, of long-term and short-term finance and so on). The scope of ac-

tivity of each financial intermediary was thus confined to a fairly narrow line

of business.

• The business environment for financial institutions presented the following

features:

— Stabilized and secured field from the entry of newcomers.

— Limited price-competition, because interest rates were regulated and the

regulation on deposit interest rates lowered banks' funding costs.

— Vigorous demand for funds, owing to the rapidly growing economy,

brought stable revenues for banks.

In such a business environment, failures of financial institutions were rare. If

a failure took place, the failed institution was merged into a larger, more profitable

bank, often through the mediation of the supervisory authority. The absorbing bank in

any case enjoyed the advantages of business expansion, which brought additional prof-
its. Under the competition-restraining regime, the franchise value of a bank was high,

and it was not difficult to find a candidate willing to absorb a failing bank.

An implicit objective of banking sector policy in this period was to avoid

financial failure. This dates back to the Showa financial distress of 1927, when many
banks failed and suspended repayment of deposits, producing systemic risk. Failure

prevention became regarded as an interim objective to avoid systemic disaster. Accord-

ingly, there were few safety nets and failure resolution mechanisms in place; the failure

of a financial institution was regarded as an exceptional phenomenon, and in any case

a failing institution would be merged into another bank without much difficulty.

Prudential policy in this period was seemingly designed to fit into an overall

system for national economic management. Financial regulation and supervision were

thus an integral part of an overall macroeconomic strategy to ensure the stable flow of

funds to key industrial sectors. At that time, prudential policy and high economic

growth were mutually dependent policies.
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66 TAKAFUMI SATO

Financial Failures of the 1990s and their Causes

The deposit insurance system was introduced in 1971, but constituted only a limited
scheme of deposit protection.3 This limitation did not cause much difficulty, because
financial failures were resolved in the way stated above, outside the formal scope of the
deposit insurance system. In fact, there was not a single case of financial failure to
which deposit insurance was applied during the two decades from 1971 to 1990.

However, failures have occurred every year since 1991, and since 1995 failures
have become unexceptional events. The number of failures has grown rapidly and the
scale of resolution costs has surged. Failures included those of major banks: the
Hokkaido-Takushoku Bank (1997), the Long-term Credit Bank of Japan (1998), and
the Nippon Credit Bank (1998).

In the course of the 1990s, after the burst of the bubble economy, widespread
bad loan problems afflicted all Japanese banks, and their financial position worsened.
It therefore became much more difficult for the authorities to find a relieving bank that
would absorb a failed bank, a measure indispensable under the deposit insurance sys-
tem's Financial Assistance Scheme. The new situation therefore necessitated a series of
amendments to the existing procedures for resolving failures.

In addition, the losses of failed banks grew, and it was clear that the full pro-
tection of deposits would become impossible unless the deposit insurance system was
amended to cover fully the losses of failed banks through expanded financial grants.4

The collection of a special insurance premium for that purpose was introduced. In ad-
dition, as of early 1998, public funds were used to this end.

The direct cause of these many bank failures was the growth (late 1980s) and the
bursting (early 1990s) of the bubble economy and the changes in asset values to which it
gave rise. Many high-risk loans carried out during that period turned into bad non-
performing loans, with the resulting losses exceeding many banks' capital. Apart from
these dramatic macroeconomic changes, the following factors also played important roles
in making financial failures unexceptional. They stemmed from the irreversible changes
in the environment affecting the financial service industry as a whole:

• The entire national economy changed into one of low growth with a surplus
of funds.

3 The only scheme available at that time was the Pay-off Scheme, through which a failed bank was supposed to be liq-
uidated and insurance money was paid to depositors when insurance contingencies occurred. At that time, no consid-
eration was given to maintaining the financial functions of a failed bank. Later, in 1986, the Financial Assistance
Scheme was introduced for that purpose.

At that time, the deposit insurance system was legally allowed to pay the limited amount of grants up to the pay-off
cost. But in many failures, the losses exceeded that ceiling.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 67

• Globalization of financial transactions and financial markets strengthened the
role of market forces.

• Financial deregulation proceeded steadily. Moreover, market forces were mak-
ing the regulations to restrain competition ineffectual.

• Wide-ranging developments in financial technology and other changes de-
scribed above made high-quality risk management essential in individual fi-
nancial institutions.

• The diminishing franchise value of banks reduced the incentives for prudent
management.

• Large latent profits from land and equity delayed the change towards strength-
ened risk management on the part of financial institutions. Excessive reliance
on the collateral value of land also aggravated the situation, since banks did not
examine adequately the reliability of borrowers and the profitability of loans.

Changes in the Policy Framework

With the strengthening of market forces in the 1990s, it turned out to be very difficult
to prevent the failure of an ailing individual bank simply by an authority's discretion.
On the part of the supervisory authorities, the policy response to an inevitable indi-
vidual failure thus shifted the emphasis from failure prevention to failure resolution to
reduce the negative consequences for the financial system as a whole.

While the ultimate goal of prudential policy remained unchanged (mainte-
nance of the stability of the financial system as a whole), the interim target is presumed
to have changed during the course of the 1990s. The interim targets under the "old"
and the "new" frameworks can thus be clearly contrasted. Under the old framework,
the target was to prevent the failure of individual financial institutions under the
competition-restraining regulations. Under the new framework, the target was to ac-
cept inevitable financial failures, but to avoid systemic risk by blocking the negative
repercussions of a failure. This new focus was never declared explicitly by the govern-
ment, but it provides a useful premise for understanding changes in the overall policy
framework.

Such changes were closely related to rapid financial deregulation and the shift
towards enhanced competition. On the one hand, promoting competition eliminates
financial institutions that poorly manage risk and are in a difficult financial condition.
On the other hand, the new framework also promotes, through market discipline,
good management by financial institutions, thus enhancing the stability of the finan-
cial system as a whole. The new framework for prudential policy attaches importance
to the stability of the financial system and responds by a combination of strengthened
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68 TAKAFUMI SATO

health-check regulations (ex ante policy) and appropriate failure resolutions (ex post
policy).

There were frequent amendments to policy with regard to the Japanese finan-
cial supervisory and regulatory frameworks during the second half of the 1990s, partly
in response to the fact that failures of financial institutions were no longer exceptional
events by that time. These policy changes can be grouped into three main types:

1. Reduction or abolition of regulations restraining competition. Financial dereg-
ulation was initiated in the 1980s and progressed gradually, until the Financial System
Reform of 1998 (Japan's financial "Big Bang"), which was radical and comprehensive,
and dramatically shifted the country's financial system into one geared towards com-
petition. By the end of the 1990s, the regulatory framework was such that:

• The separation between the domestic and the foreign financial markets/trans-
actions had almost disappeared;

• The regulation of interest rates was virtually removed; and
• The segmentation of business fields had been greatly reduced through mea-

sures such as the introduction of financial holding companies, debenture is-
suance by ordinary banks, sale of investment trusts by banks.

From the prudential point of view, this policy of promoting competition was
based on the notion that competition restraint would allow the badly-managed financial
institutions in a poor financial state to remain in the market, thereby encouraging im-
balance in the medium/long run and destabilizing the financial system. Financial fail-
ures may increase as a result of intensified competition. However, strengthened health-
check regulations and enhanced safety nets should respond to the new situation.

2. Strengthening of health-check regulations. Either through market mecha-
nisms or better supervision, such measures are meant to encourage individual financial
institutions to strive for financial health and soundness. The most important measures
include the establishment of a rigorous and reliable disclosure system, observance of
capital adequacy regulations, and prompt corrective action when needed.

• The disclosure system was strengthened in 1998, with the introduction of
obligatory disclosure rules and tighter penalties. A reliable disclosure system
has the effect of enhancing market discipline.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 69

• The capital adequacy of a financial institution reduces the probability of fail-
ure, providing an objective measure of financial health. The minimum capital
requirement scheme was introduced in 1991 as an international uniform stan-
dard based on the 1988 Basel Accord, and expanded in 1998 to cover the mar-
ket risk. The scheme gained additional importance in Japan in 1998 with the
implementation of the prompt corrective action scheme.

• The authorities issue orders to financial institutions with low capital ratios
(according to the pre-publicized classification of capital ratio values—see
Table 4.2) to introduce financial and/or managerial improvements. Such
"prompt corrective action" is based on an objective index, comparable with
that of other institutions, and helps to enhance the objectivity and trans-
parency of such measures. Under the scheme, supervised institutions can pre-
dict the supervisor's future actions and it therefore provides a strong incentive
for improved risk management.

3. Enhancing safety net and failure resolution measures. When the failure of a fi-
nancial institution takes place, it is essential to isolate and localize its negative effects to
prevent systemic risk. It is also important to maintain the financial functions that were
previously provided by the failed institution to its customers. Deposit insurance schemes
are key here. In response to the frequency of failures in the late 1990s, the failure reso-
lution measures were amended and expanded to cover new situations. The most impor-
tant changes were:

• Introduction of a temporary measure to give full protection for deposits
(1996).

• Application of public funds (fiscal measures) to provide full protection of de-
posits (1998).

• Diversification of failure-resolution measures, such as the introduction of the
Financial Reorganization Administrator scheme, Bridge Bank system, Special
Public Management (temporary nationalization), etc. (1998). These were all
designed to resolve failures where a relieving bank is not available immediately
to carry on the business of a bank that has failed.

Many financial failures have been resolved by such measures in the last few
years. So far, improved safety nets have reduced the chances of catastrophic systemic
problems. However, they have involved huge amounts of public funds contributed by
taxpayers.
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Towards a New Framework Based on Market Discipline

It has only been two years since the new framework, outlined above, was fully estab-
lished. It may, therefore, be too early to evaluate its contribution. However, a few
points can be made:

• Improved transparency is leading Japan towards a financial system based on
market discipline, self-responsibility among participants and competition.

• New measures to resolve failures are reducing the risk from the financial
instability that emerged in 1997 and 1998. At least, a catastrophic systemic
problem has been prevented from materializing.

On the other hand, some side effects can also be observed, including:

• Huge amounts of deposit insurance funds, including public funds, have been
used to resolve financial failures. The cumulative financial grants offered
by the deposit insurance system stood at about 9.5 trillion yen at the end of
FY 1999 (end-March, 2000) and many failures have yet to be resolved under
such assistance schemes. As much as one-half of this amount has so far been
financed by government expenditure, and more will be needed. This is mainly
because the failure resolution measures have been based on full protection of
all deposits. Although this seemed indispensable to prevent systemic risk in
such unstable financial circumstances as those of 1997—98, such a large bur-
den on taxpayers does not seem sustainable.

• Full protection of all deposits is seen as causing moral hazard problems on the
part of depositors and financial institutions. With all deposits fully protected,
depositors lose the incentive to evaluate the reliability of the individual finan-
cial institutions and to choose from them where to deposit their money. Free
from such pressures from depositors, financial institutions are insufficiently
motivated to improve their risk management. The present system is therefore
not fully compatible with the functioning of market discipline. Considering
the above, the new framework should be regarded as somewhat transitional.

Of the three components of the "new framework" (i.e., shift to a competi-
tion promoting framework, strengthening of health-check regulations, and enhanced
failure-resolution measures and safety nets), the first two should be regarded as more
or less permanent, while the last is of a temporary nature. Legislation to amend the
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72 TAKAFUMI SATO

temporary parts of the present framework was passed in the spring of 2000. These

bills include a switchover from full to partial protection of deposits, as well as the

introduction of a mechanism to limit the use of public funds to cases of urgent sys-

temic risk.

The new prudential policy framework will become permanent with the aboli-

tion of full deposit protection. Under the permanent system, it is expected that:

• Improved disclosure will make depositors share the risk of loss in case of a fail-

ure, in accordance with the principle of self-responsibility.

• Improved functioning of market discipline will provide strong disciplinary in-

centives to individual financial institutions.

• Improved functioning of market discipline will enhance the failure-

prevention mechanism over the medium and long run and it would allevi-

ate the burden on the supervisory authorities that are now playing a larger role

in providing disciplinary incentives to individual financial institutions.

• Improved deposit protection schemes and mechanisms to prevent failures will

alleviate the burden on public finances.

Prudential policy with regard to banks can broadly be divided into two cate-

gories: the ex ante policy of reducing the probability that financial failures will occur

and the ex post policy of avoiding the materialization of systemic risk in cases of indi-

vidual failure. In contrast with the "old framework," a feature of the new one is the de-

centralized nature of both.

Regarding ex ante policy, the decentralized disciplinary mechanism, based on

self-responsibility and market discipline, is expected to replace the centralized discipli-

nary approach that depended heavily on government regulation and supervision. The

rather paternalistic discretion of the authorities is thus replaced by the transparency and

predictability of a rule-based supervisory system. With regards to ex post policy of re-

solving failed financial institutions, a decentralized system of cost sharing on the part

of depositors and creditors is to be introduced. Under the old framework, the burden

was carried by the deposit insurance system (in the final instance by the taxpayer) and

there was no cost sharing by depositors.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 73

The Shift to Limited Deposit Protection

The New System of Deposit Insurance Based on the 2000 Amendment

The new deposit insurance system enacted during the ordinary 2000 session of the
Diet will be implemented along the lines detailed in Appendix 4.2, albeit subject to the
modifications mentioned in footnote 4 of that appendix. From the viewpoint of a fail-
ure resolution policy, the following points stand out:

• The main underlying assumption of the conventional system of failure reso-
lution, namely the full protection of deposits, is abolished, albeit subject to
special provisos in the event of "critical situations." It is replaced by a system
of deposit insurance with an upper limit of 10 million yen per depositor. At
the same time, the scheme for providing public finance to cover the resolution
cost for amounts exceeding the pay-off cost is also abolished. This represents
a change to the original deposit insurance system in which limits were set for
both benefit and burden.

• The distinction between normal and emergency conditions is clarified. Stabi-
lization of the financial system will be based on the principles of self-responsi-
bility and market discipline, with limited safety nets and cost burdens. In times
of emergency, exceptional measures will be available like, for example, full pro-
tection of deposits or systems of "special crisis management." The procedures
established in January 2001 are those decided upon by the Financial Crisis
Council to cope with critical situations with a high possibility of systemic risk.
Access to public finance is restricted to cases where exceptional measures need
to be implemented to ensure "maintenance of financial stability in a narrow
sense" (namely avoidance of systemic risk). We can surmise that the conditions
for applying such exceptional measures are clarified in the new system.

• The interaction of failure resolution ex post and prevention ex ante will be fur-
ther clarified, and priority given to the latter through preventive policies rooted
in market discipline. The new system is meant to remedy the adverse effects
of excessive safety nets with their propensity for moral hazard among market
participants and lack of market discipline.

• The tooling of failure-resolution schemes, already diversified, will become more
so as these are expanded through new measures to enhance their effectiveness.
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74 TAKAFUMISATO

Specifically, improved depositor data control and quicker legal procedures for
business transfer are being promoted. An example of such diversification is a
measure to add the partial transfer of business as a case in which application
can be made to the Financial Assistance Scheme. In view of these considera-
tions, maintaining financial operations will remain a key criterion of policy.

The Role Played by Full Protection of Deposits

The role of full deposit protection in preventing systemic risk during the 1990s should
not be underestimated. It appears to have acted as a floodgate preventing a chain reac-
tion of collapsing confidence among financial institutions, given the asymmetries of in-
formation and the liquidity-related interdependence in the banking network. In No-
vember 1997, a default in the inter-bank market produced a credit contraction through
much of the system. If deposits had been affected, its influence would have been much
more serious, since the problem of asymmetrical information is more marked among
general depositors than in the inter-bank market. Probably, part of the background to
this problem was the lack of trust in financial disclosure and in the system of account-
ing/auditing set up to this end. Even in the inter-bank market, a market for profession-
als, a single case of default quickly generated widespread suspicion. Given the lack of a
system to remedy such asymmetries, self-responsibility of market participants may cause
investors to adopt extreme caution, and credit may contract over a wide area.

Full protection of deposits can therefore be regarded as providing a breathing
space in which to build a highly transparent financial system, based on principles of
self-responsibility and market discipline. For market discipline to work well and en-
courage good management in financial institutions, an infrastructure (such as a trust-
worthy disclosure system) must first be established so that a lender can judge a bor-
rower's ability to repay (and the asymmetry of information can be rectified). Secondly,
the incentives have to be sufficiently widespread among market participants so that
they can take responsibility for the judgments they make. These, therefore, are two
conditions to be satisfied. The second condition will only be satisfied by introducing a
causal relation: that the full protection of deposits is abolished so that depositors be-
come responsible for the losses borne. On the other hand, the first condition can be
satisfied only when the system has been improved, the rules are observed, and adequate
information is disclosed. Naturally, this takes time. So, while full protection for de-
posits was maintained, the disclosure system was significantly strengthened by the
1998 amendment to the Banking Law. This has now been implemented, and measures C
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 75

are being taken so that the system takes root.5 In order to satisfy the second condition,

Japan is moving towards lifting the ban on loss-bearing by depositors and moving to-

wards greater self-responsibility.

Full Deposit Protection and Market Discipline

In spite of the important role played in the 1990s by full deposit protection, its side-

effects cannot be ignored. The first of these is moral hazard. This focuses on the rela-

tionship between ex post measures of failure resolution and ex ante measures of failure

prevention. Reducing the number of cases of failure resolution through successful pre-

vention is the most desirable course, but in the real world failure resolution tools (safety

nets) are needed. However, even carefully crafted safety nets may discourage market

discipline, reduce the effectiveness of preventive measures, and increase the need for

failure resolution.

In a highly liberalized, competitive environment, health-check regulations for

each financial institution lie at the core of preventative policies. They can be roughly

classified as follows: (i) market discipline-oriented regulations such as those to improve

the disclosure system and related monitoring arrangements; and (ii) administrative
leadership-oriented regulations, such as capital ratio regulations, prompt correction

measures, and financial inspection. In fact, the main reason why an excessive safety net

provision may undermine prevention policy is that it may have an adverse effect on

regulations for market discipline. As a result, it seems that administrative leadership-
oriented regulations have to bear a greater burden. Putting it plainly, if deposits are fully
protected, each depositor loses the incentive to choose a financial institution of his own

and monitor the operational situation of the institution where he has deposited money
(i.e., depositors' moral hazard). As a result, financial institutions that are not selected in
this way by depositors have less incentive to manage risk properly and apply other aspects
of good management (i.e., financial institutions' moral hazard).

^ In the December 1999 Report of the Financial Council (Financial Council, 1999, pp. 19-20), it is pointed out that
improvement of the disclosure system ought to be the first step in improving the environment to be completed by the
expiry of the special measure (full protection of deposits). The 1998 amendment of the Banking Law provided (i) a
change from instruction to obligation, (ii) a change from setting the items for disclosure by auto-regulation (unified
disclosure standards of the Banking Association) to mandatory edict announced by the administrative authorities (or-
dinance of Prime Minister's Office/ordinance of MoF), (iii) the obligation of disclosure on a consolidated basis, and (iv)
stronger penalties, including the introduction of criminal punishment for breaches of the disclosure obligations (Ki-
noshita, 1999; Part 2, Chapter 6). C
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76 TAKAFUMISATO

From another point of view, such a situation will cause malfunction in the
pricing mechanism, which works through fluctuations in deposit interest rates (inter-
est on financing for financial institutions). To raise funds, an unhealthy (or high
risk/high return type) financial institution would have to offer a higher interest rate
than a healthy (or low risk/low return) one. Yet with the full protection of deposits they
can do so at a relatively low interest rate. The full protection of deposits will thus con-
ceal differences in the financial situations or operating policies of different financial in-
stitutions. As a result, investment risk will not be reflected in financing costs and ex-
cessive risks may be taken by society as a whole, as opposed to the level of risk taken
when there is a clear risk premium. This situation does not allocate resources efficiently
and is likely to lead to more failed financial institutions and undermine the effective-
ness of failure prevention policy as a whole. Furthermore, it will discourage the estab-
lishment of an effective disclosure system, thus impeding market discipline in the fi-
nancial market.

If we look at this as a combined problem of failure resolution policy and fail-
ure prevention policy, the choice is between having elaborate administrative leadership-
type health-check regulations plus widespread safety nets (the first combination), or a
system based on market discipline-oriented health-check regulations plus limited safety
nets (the second combination). The shift towards the new deposit insurance system is
a shift from the first to the second combination with its reliance on market mecha-
nisms. Given the enhanced power of the markets and the advances in technology and
risk management, the effectiveness of the administrative leadership-type health-check
regulations is significantly reduced because it depends on a uniform ratio, sometimes
to an excessive degree.6 Therefore, the shift to the second combination appears to be
part of the natural course of events.

Under the system of full deposit protection, the failure-preventive health-
check regulations appear to lean towards an administrative leadership-oriented sort of
system. Thus with the shift towards limited deposit protection, an appropriate supple-
mentary relation between these two types of health check regulations needs to be es-
tablished. Under the new framework, individual failure resolution must be made con-

6 For example, Okina (1997) pointed out the problem of the current capital ratio regulations with a uniform ratio in
her introduction on the effectiveness of the incentive-compatible approach. She further stated "it is quite paradoxica
that public involvement in the form of 'safety nets' has necessitated public involvement in owned capital ratio 'regula-
tions'." (p. 20) The argument holds that the provision of safety nets makes government regulations necessary. Such a
line of reasoning involves the problem of where the starting point of the argument is to be found, that is, whether to
set the entirely competitive world (where market mechanism is fully working) as the starting point or rather to set the
actual situation of society (where minimum safety nets are needed) as the starting point.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 77

sistent with principles of market discipline. The failure resolution principle used in the
United States demands that the resolution scheme selected must abide by market dis-
cipline. This means that Americans are keenly aware that individual failure resolution
has a substantial impact on how failure-prevention policy will work in the future. Typ-
ical is the concern that if deposits not covered by insurance were to be fully protected
somewhat discretionally, problems of moral hazard might arise and spread among mar-
ket participants, and that market discipline might not work. In real cases of individual
failure resolution, as the 1999 Financial Council report notes, it is naturally desirable
for liabilities over and above the assets of a failed financial institution to be minimized
through prompt resolution, as should the damage arising from large deposits or other
deposits not covered by insurance. At any rate, it is vital to make it known that the sys-
tem of deposit protection with an upper limit is stable and not easily changed.

Full Protection of Deposits and its Cost

The second side effect of full protection of deposits is the burden it places on public
funds. The major part of failure resolution costs is borne by the deposit insurance sys-
tem. Financial assistance comes in the form of grants, a loan/deposit, asset purchases
and guarantees/underwriting of debt. Out of this, the final losses from deposit insur-
ance arise mainly from grants to cover the liabilities over and above the assets of a failed
financial institution, and the secondary losses that arise when the non-performing
loans of a failed financial institution are acquired. The grants in the former case repre-
sent a particularly large burden.7

As has been mentioned above (except during the post-war period), deposits re-
ceived protection even before the deposit insurance system came into being. Prior to
1990, failure resolution was conducted outside the deposit insurance system. Large-
scale banks with surplus funds provided the necessary funding, motivated by the
prospect of business expansion. Between 1991 and 1995, it became more difficult to
find such large-scale banks with surplus funds, and deposits were protected by pay-
ments from deposit insurance within the pay-off cost. However, since the gap between
liabilities and assets usually surpassed the pay-off cost, the full protection of deposits
was achieved through a combination of contributions from relieving financial institu-
tions and payments from deposit insurance.

7 Financial assistance is also applied to resolution by Special Public Management and Financial Reorganization
Administrator/Bridge Bank based on the Financial Function Reconstruction Law.
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78 TAKAFUMISATO

From 1996 to the present, when the full protection of deposits was guaranteed
by the system, the gap was normally covered by payment from deposit insurance. This
was paid for up to 1997 by general insurance money (up to the pay-off cost) and special
insurance money (for amounts above the pay-off cost). Since 1998, when public funds
were introduced, general insurance money (present and future) has covered amounts
within the pay-off cost and special insurance money from public funds (through na-
tional bonds) has covered the excess.

What has been the financial situation of the deposit insurance system during
this period of transition? Table 4.3 provides a breakdown of profit and loss concern-
ing financial assistance (grants) of the deposit insurance system. It covers the period
between 1971 and 1991, when no financial assistance was given; the period between
1992 and 1995, when financial assistance was provided, but there was no system for
the full protection of deposits; and the period between 1996 and 1999 when the sys-
tem of full deposit protection was established. The accounts of the Deposit Insurance
Corporation (DIG), the organization in charge of financial assistance, are divided into
the general account (which covers "general financial assistance" for amounts within the
pay-off cost, along with sources of revenue from general insurance moneys) and the
special operations account (which covers "special financial assistance" for amounts ex-
ceeding the pay-off cost, financed by special insurance money and national bonds).8

In the period between 1971 and 1991, when there was no financial assistance,
the revenue from the insurance premium totaled approximately 490 billion yen over
this 21-year period, and the total amount combined with its operating revenue was ap-
proximately 690 billion yen. This amount was accumulated as a reserve fund at the end
of 1991, which reached its peak at the end of 1994 at approximately 870 billion yen.
In the period between 1992 and 1995, a little less than 710 billion yen was spent as
grants, with the insurance premium revenue totaling a little less than 260 billion yen
and a deficit between basic revenue and expenditure of about 450 billion yen. (So far
as this chapter is concerned basic revenue and expenditure is taken to mean the insur-
ance premium revenue minus the amount of grants for each period). By the end of
1995, the reserve fund was down to about 380 billion yen.

Over the next four years (1996-99), the insurance premium revenue increased
to 1.8 trillion yen (seven times the amount during the previous four years) due to a
hike in the premium charged. However, due to the huge grants (some 8.8 trillion yen),
the balance between revenue and expenditure was in deficit to about 7 trillion yen. To

8 Here the years shown are Japanese financial years (April to March).
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80 TAKAFUMI SATO

cope with this, public funds of around 4.8 trillion yen were granted, but there was still
a deficit (an accumulated deficit) of some 1.9 trillion yen at the end of 1999. The fig-
ures covering the many failures in 1998 and 1999, but still unresolved as of the end of
1999, are not included in the grants for this period. The anticipated amounts required
to deal with the major cases (such as Nippon Credit Bank) are expected to total about
4.8 trillion yen.

Looking at the eight years from 1992 to 1999, revenues from insurance pre-
miums were about 2.1 trillion yen, grants about 9.5 trillion yen, and the deficit be-
tween revenues and expenditures 7.4 trillion yen. If we add the resolution costs of
about 4.8 trillion yen for the cases still unresolved as of the end of 1999, the grants re-
quired for financial failure resolution in the 1990s are likely to rise to over 14 trillion
yen. As a result, the expected deficit for the 1990s would be over 11 trillion yen, even
if we take into account revenue from the insurance premiums in 2000 and 2001.

If we now look at the period 1996-99 in greater detail, paying attention to the
measures for full deposit protection, there were financial grants of about 8.86 trillion
yen. These can be broken down as follows: grants within pay-ofFcost (general financial
assistance) was about 2.83 trillion yen, plus special financial assistance of about 6.03
trillion yen. By contrast, the total revenue from the insurance premiums in the same
period was only 1.87 trillion yen (despite the sevenfold increase in premiums), of which
1.07 trillion yen came from general insurance premium and 800 billion yen from spe-
cial insurance premiums. Therefore, in the general account of the DIG, the amount of
financial assistance surpassed revenues from the insurance premiums by 1.76 trillion
yen. Even though the accumulated revenue (386.6 billion yen at the end of 1995, 876
billion at the end of 1994) has been consumed since then, the amount of cumulative
deficit surpassed 1.3 trillion yen at the end of 1999. In order to eliminate this deficit,
the government will have to depend on future revenues from the general insurance
premium. At the same time, the deficit in the special operations account totaled 5.23
trillion yen during this period, far higher than the general account. To meet this short-
fall, some 1.2 trillion yen of national bonds were cashed in 1998, and 3.65 trillion in
1999 (a total of about 4.85 trillion yen). To pay for future resolution of the failures still
unresolved at the end of 1999, special financial assistance totaling a further several tril-
lion yen is likely to be needed. Existing national bonds of up to 7 trillion yen were ex-
pected to be used up, with a further 6 trillion to be added in 2000. Therefore, of the
grants required for the resolution of financial failures to the end of 1999, that pertain-
ing to the full protection of deposits will total about 6.03 trillion in special financial
assistance plus about 3.53 trillion yen from general account, for a possible total of
about 10 trillion yen. Since the revenue from the special insurance premium is ex-
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 81

pected to total only about 1.2 trillion yen, including the expected revenue for
2000—01, the major portion is expected to be covered by public finance.9

Total financial grants of 8.86 trillion yen represents 0.44 percent of Japan's
total GDP for this period (1996-99) and 1.4 percent of the average deposit balance at
year-end for each year for all banks and cooperative financial institutions participating
in the deposit insurance system. Further, when we consider the total 1.87 trillion yen
of general and special insurance premiums in terms of the financial system to bear the
burden, it represents 9.3 percent of the total business profit made by those participat-
ing in the insurance system for the same four years. Further, if we look at the amount
of public finance required (4.84 trillion yen) it represents 5.1 percent of the total na-
tional general account tax revenue of 95.1 trillion yen.10

How should we regard such a situation where huge costs arise from the full
protection of deposits?11 The deposit insurance premium is paid directly by each fi-
nancial institution depending on its deposit balance, and this burden is reflected in ei-
ther the expansion of the margin of deposit and lending interest rates (spreads) or the
decrease of net profits for the financial institution concerned. In other words, interest
rates for depositors would be lower and/or lending rates higher than would otherwise
be the case, dividends to investors/shareholders would be lower, or reserves would
be reduced. The burden of deposit insurance premium is thus shifted to depositors,
borrowers or shareholders. Part of the special insurance premium is positioned as an
extraordinary/emergency burden, but it is borne basically by a beneficiary (though the
benefit that depositors, borrowers or shareholders receive from the deposit insurance
system varies).

9 According to Matsumoto (1999 p. 222), to resolve the Savings and Loans (S&L) crisis in the United States in the
1980s, about $161 billion was required for failure resolution from 1980 to 1994. Of this, about $28 billion was paid
from deposit insurance premiums and about $132 billion from government funding.
10 The GNP calculation is based on the Prompt Report of National Income Statistics by Quarter (June 2000). The de-
posit balance and business net profit of financial institutions participating as members of the deposit insurance system
are based on published data, settlement notes, and prompt report of settlements of industrial organizations such as the
Federation of National Banks Association, Local Bank Association, Second Local Bank Association. The general ac-
count tax revenue is based on the Settlement Explanation for FY 1998 and Explanation for FY (secondary) Supple-
mentary Budget. Business net profit to be given to failed financial institutions was excluded from calculation for the FY
in which they failed.
11 To understand the cost incurred by the introduction of the full protection of deposits, it is necessary to divide the
cost burden (grants by special financial assistance) into two parts: (i) the part generated by such changes as the rapidly
increasing number and scale of failures, based on the increase in non-performing loans; and (ii) the part caused by sys-
tematic changes (such as financial assistance for the amount exceeding the pay-off cost even though there may have been
no major changes in the trend of failure occurrence). In fact, the general financial assistance within pay-off cost was
about 710 billion yen for the four years 1992-95, and this sharply increased to 2.83 trillion for the four years 1996-99.
Since this suggests that trend of part (i) was the main cause, it seems inappropriate to judge that the increase of the cost
burden is mainly attributable to systemic change when compared with the previous period.
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82 TAKAFUMISATO

On the other hand, there are cases where the bulk of the burden has not been
shifted to others but has been borne internally by the financial institutions themselves.
When this occurs, the burden may fall on the financial sources applied to bad loans
resolution and/or internal reserves. In such cases, excessive insurance premiums may
hinder a financial institution's capacity to resolve its bad loan problems and/or rein-
force its owned capital. It can therefore add to the instability of financial institutions.
In either case, so long as public finance is used in the deposit insurance system, an ad-
ditional burden (on the industry or its beneficiaries) is created by means of a special in-
surance premium. To justify the fiscal burden, the financial institution must show that
it is used to supply public goods that go beyond the framework of the beneficiary's bur-
den, and the existence of a special insurance premium proves that.

When public finance is clearly positioned as a last resort, intervening only
when a financial institution has made the maximum efforts and beneficiaries have
shouldered the maximum burden, then it is construed as contributing to the supply of
public goods. A huge amount of the current fiscal burden of several trillion yen can be
classified as such.

Public goods here mean the maintenance of financial stability in a narrow
sense (i.e., to prevent materialization of systemic risk). The stability of the financial sys-
tem maintained by preventing systemic risk is of benefit to all citizens, and it is im-
possible to exclude any group from enjoying it (impossibility of exclusion). At the same
time, the stability of the financial system is undertaken for all citizens so the marginal
cost to expand marginally the scope of beneficiaries is zero (joint consumption). Indi-
vidual private bodies are given few incentives to provide goods or services having these
attributes, so they must be supplied instead by a public body.

In practice, it is no easy task to judge at what point the maintenance of finan-
cial stability is truly necessary to avert systemic risk. In particular, where no sign of sys-
temic risk has become apparent (whether preventive measures have been successful or
even if no policy has been implemented), mounting risk may often continue without
being known to the general public. If in such situations public funds are to be used, it
is reasonable that the question arises of whether the risk is serious enough to ask the
taxpayer to bear the burden. Where such action is taken only when systemic risk is
widely apparent, it is no longer a preventive measure and the need for public finance
may well rise to prevent spiraling damage.12 The new deposit insurance system, as

12 Financial authorities may be destined to face such difficulties. Goodhart et al. (1998, p. 54) pointed out that society
in general tends to be negatively biased towards evaluating financial administration. The reason for this is, they su
gested, that successful resolutions are not usually published, for the sake of stability of the system or for reasons of con-
fidentiality, while unsuccessful resolutions become widely known as the problems surface.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 83

amended in 2000, aims to overcome this difficulty of judging whether the situation is
critical enough to justify exceptional measures by establishing a procedure to distin-
guish times of emergency from times of stability, and to introduce criteria for the ap-
plication of public funds. If public funds are used to protect deposits when there is no
systemic risk, it involves shifting income from taxpayers to depositors with large de-
posits. Making this an emergency response and creating a strict procedure reduces the
chances of this happening.

Changes and Effects of the Intended Incentive Structure

A shift to limited protection of deposits implies modifying the balance between ex ante
and ex post measures. While we are aware of the need to prevent escalation of an indi-
vidual financial failure from becoming a systemic problem (ex post policy), we now
place more emphasis on the ex ante policy of failure prevention through market disci-
pline. The immediate effect of the shift will be to change the incentives for those large
depositors who fall outside the system of protection.13 Because small deposits are to be
fully protected as before, theoretically there will be no big change in their incentives.

In the case of large depositors, the effect of the change will be to strengthen their
incentives in times of stability to select strong financial institutions in which to deposit
money, and to monitor them carefully. However, when they learn of deterioration or
when another financial institution of the same sort fails, they are more likely to with-
draw their money to avoid loss. That is to say, while a shift to the limited protection of
deposits will strengthen the monitoring mechanism of financial institution management
in times of stability, it will have the opposite effect in times of financial difficulty or fail-
ure, increasing the chances of a chain reaction of deposit withdrawals. However, if in-
formation asymmetries have been rectified in the first case as a result of a depositor's ac-
tive production of information in times of stability, the probability of escalating deposit
withdrawals in the second is likely to remain small. Furthermore, active production of
information promoted by the first change will improve disclosure and use of the infor-
mation to which this gives rise, reducing the chances of financial institution failure. This
is a positive causal relation generated by the change in the incentive structure.

13 When we look at this in comparison with the present situation in which creditors are also protected to a substantial
degree, the incentives for creditors will also change, just like large depositors. On the other hand, shareholders/investors
have an incentive related to the damages caused by the failure of financial institutions. This incentive structure will not
change even with a shift to the limited protection of deposits. If we compare the influence on banking management by
shareholders and large depositors, shareholders have two choices: to participate in management or to sell their shares,
whereas large depositors have the single choice of withdrawing their deposits. Thus, large depositors seem to have
greater influence on banking management when deposit protection is limited.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



84 TAKAFUMI SATC

On the other hand, we cannot deny the possibility of increased financial fail-
ure due to the shift towards more limited protection. Two instances emerge. The first
is one where relatively poorly managed financial institutions are eliminated through the
outflow of deposits. Depositors will be inclined to be much more selective about the
financial institutions they choose to deposit their money in. In policy terms, much will
depend on the viewpoint adopted. It could be regarded as a healthy market mechanism
to eliminate unhealthy financial institutions; or alternatively as a destructive move that
drags many otherwise sustainable financial institutions into turmoil.14 One way of
looking at this is to see it as a temporary phenomenon that follows in the wake of a
framework change; another as a continuing phenomenon that may make the entire sys-
tem unstable. If the latter is the case, and if increasing failures are likely to result in
systemic risk, application of exceptional measures (full protection of deposits, etc.) in
critical cases will be discussed as one option.

The second instance is that where there is an asymmetry of information be-
tween large depositors and financial institutions, and the failure of a particular finan-
cial institution leads to a run on other financial institutions. This can happen when a
strengthened incentive to produce information that follows the framework change does
not penetrate each and every party concerned, or when the disclosure system is not
working reliably and actual monitoring activities are not conducted by large depositors.
Preventing a situation that might lead in this direction was a problem that needed to
be solved by March 2002.

What effects will a shift to the limited protection of deposits have on the cost
burden of failure resolution? Two problems pose themselves. The first is the problem
of how the total cost burden arising from failure resolution (or losses in general arising
from financial failure) will change as a result of the shift. The second is how this total
will be shared by the parties involved.

With regard to the first, generally speaking the effect will be to reduce the cost.
Apart from the possibility of a temporary increase in failures following the shift to the
new system, the effect of failure prevention policies will be enhanced by the strength-
ened market discipline, coupled with the health-check regulations by the administra-
tion. Failures should therefore be reduced in the medium or longer term. With regard
to the second, the scheme of loss sharing arising from financial failure will change sig-
nificantly. Under the current framework, a loss up to pay-off cost is covered by the gen-

14 Ikeo (1994, p. 50) insists that a run on deposits is not necessarily undesirable. For example, it is desirable socially as
it will reduce failure resolution costs, because an insolvent financial institution whose failure is unavoidable will be
forced to fail at an earlier stage.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 85

eral insurance premium, and a loss exceeding this is covered by the special insurance
premium or public funds. Under the new system, a loss exceeding the pay-off cost is
borne by large depositors (and general creditors) of the failed financial institutions. At
a time of stability (all other matters being equal), the part to be covered by the insur-
ance premium (a burden shared by financial institutions in general, who are members
of the deposit insurance system, or their depositors) will be reduced.15 The fiscal bur-
den will also be eliminated. Large depositors (and general creditors) of each failed indi-
vidual financial institution will face an increase in the burden borne, subject of course
to the current situation being reinstated in the event of a "critical situation" arising.

Due to these changes in risk bearing, market discipline will play a more im-
portant role in the incentive structure. When such causal relations are thoroughly pur-
sued, the argument may arise that market discipline could be further promoted by
building in differences in the levels of insurance premiums that reflect the risk man-
agement ability and financial situation of each financial institution; or in other words,
introducing variable insurance premiums. This was intended as a means to give stronger
incentives to financial institutions to improve management by reorganizing the revenue
structure of the deposit insurance system to one more consistent with market disci-
pline. This could be done in such a way as to mesh with market discipline under pres-
sure from depositors. From this viewpoint, the system of fixed insurance premiums at
the current uniform rate does not take into consideration the degree of failure risk for
each individual financial institution or, put in another way, the degree of cost-bearing
risk in deposit insurance. The unintentional result is an income transfer from healthy
financial institutions conducting excellent risk management (or their depositors) to
unhealthy ones conducting careless risk management (or their depositors). This creates
a problem of fairness. On the other hand, it has been pointed out that the introduc-
tion of variable insurance premiums will give rise to difficulties in evaluating the future
health and revenue producing ability of each financial institution. It will have to be es-
tablished whether supervisory technology has made sufficient progress to overcome
such difficulties, or whether it will be possible to set administrative costs at a practical
level. It may be worthwhile studying the possibility of introducing variable insurance
premiums once other contextual issues have been resolved, when the issue of non-
performing loans has been addressed.

'' Even if the special insurance premium burden is removed, the general account of the DIG now has a huge cumula-
tive deficit. Its repayment depends on future revenues from a general insurance premiums, so it is difficult to forecast
whether the actual level of the insurance premium burden will fall or not from its present level, or even if it is supposed
to become lower when it is actually lowered. The 1999 Financial Council Report (Financial Council 1999, p. 18) states
that insurance premium levels should be based on current levels, which were raised sevenfold in 1996.
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86 TAKAFUMI SATO

Conclusions

The bad loan problem in Japan led to the failure of many financial institutions that did
not have adequate risk management. However, the diversification of policies used to
handle failure resolution at each stage, coupled with the expansion of safety nets, in-
cluding full deposit protection, enabled the financial system to survive. Today, finan-
cial instability comes not so much in the form of classic phenomena like bank runs,
rather in the form of the huge burden imposed on public finances. As Ikeo has put it,
"we are protected as depositors because the government guarantees payback of our de-
posits while we must bear a burden of loss as taxpayers" (Ikeo, 1994 p.76). The use of
public funds to extend full protection to deposits should be thought of as a way to re-

duce systemic risk. It should not be seen as the attempt to protect each individual de-
positor, even though in fact we cannot deny that this was a result.

During the 1990s, Japan's failure resolution policy was characterized by the di-
versification of failure resolution schemes, with a view to maintaining financial opera-
tions borne by failed financial institutions and protecting deposits to cope with finan-
cial instability. The 2000 amendment basically succeeded in achieving the former, but
has brought with it important changes with regard to the latter by shifting the empha-
sis towards principles of self-responsibility and market discipline. This shift towards the
limited protection of deposits contains important changes in the way the burden of
maintaining financial stability is shared. It involves a change in the relations between
benefits and costs, or in other words a shift from the cost being borne by public funds/
taxpayers to it being borne by beneficiaries (financial institutions/depositors), based on
the principle of self-responsibility. It also seeks to reduce the social expense by strength-
ening market discipline. We can surmise that such changes in relations between bene-
fits and costs aim to reduce the costs borne by society as a whole.

The transition to the new system must work effectively, avoiding the sowing

of mistrust in the financial system. The following are indispensable conditions for this
to happen: establishment of the infrastructure for market discipline, including a reli-

able system of disclosure; the infusion of an awareness of self-responsibility among

market participants; and the improved effectiveness of health-check regulations for
each financial institution. The period leading up to March 2002 was the 'grace period'

in which to ensure that these improvements were firmly rooted and put well on track.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b
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Appendix 4.1. Aims of and Policies for Financial Failure Resolution1

Failure Resolution and Maintenance of Financial Stability

When government authorities become involved in resolving failed financial institutions,
their primary purpose is to maintain financial stability. The legislation governing finan-
cial failure resolution in Japan defines its purpose as maintaining financial stability and
protecting depositors. "Financial stability" means a situation in which the functions of
settlement and financial intermediation are working effectively as a whole, providing for
the needs of a real economy that depends on the infrastructure of the financial system.
However, depending on how financial stability is defined, there may be considerable
differences in the scope and manner in which failure resolution is applied. For this rea-
son, therefore, it is important to try and sort out what the concept means.

The maintenance of financial stability in a narrow sense means preventing sys-
temic risk, and there is a wide consensus that this is its most important purpose. Sys-
temic risk means that problems in some part of the system will quickly spread out,
eventually leading to a malfunction of the whole system. The financial system embod-
ies its own vulnerability because of the asymmetry of information and the interde-
pendence of financial institutions. Therefore, failure of a specific financial institution
may adversely affect other institutions if the problem is left unattended. Healthy insti-
tutions may also experience financial difficulties, resulting in serious problems for the
financial system as a whole. The top priority for failure resolution is to cut off this chain
reaction and avoid the malfunction of the whole financial system. When an individual
institution fails, the decision whether to cope with it or not therefore depends on the
threat it poses to the total financial system, and the direct individual influence is treated
as a secondary problem (if not neglected).2

Maintenance of financial stability in a wide sense means tackling the adverse
effects of a certain financial institution's failure, even though it is unlikely to spread to
other financial institutions, since the loss of financial functions borne by this failed fi-
nancial institution itself constitutes a problem. Even though a chain-reaction affecting
other financial institutions may not be immediately expected, the effects of failure of a
large-size financial institution on the economy cannot be ignored. Thus, it is impor-
tant that the institution maintains its financial operations (mainly the settlement and

1 Portions of this appendix are based on Sato (2000).
2 For example, Ikeo (1994, pp. 45-48) distinguishes management failure of an individual financial institution and the
instability problem of the whole financial system from this point of view, insisting that "maintenance of financial sta-
bility" should be interpreted as narrowly as possible.
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88 TAKAFUMI SATO

financial intermediation functions) to the maximum extent possible, keeping its ser-
vices going and minimizing the losses incurred by its customers (depositors and bor-
rowers). This is particularly important in a situation where financial services offered by
a failed financial institution weigh heavily in a given region or industry. Interpreting fi-
nancial stability in a wide sense inevitably brings side effects and additional costs for
failure resolution and, therefore, careful judgment is always required in weighing fi-
nancial stability against the strength of social demands.

Failure Resolution and Depositor Protection

In Japan, the protection of depositors has always been viewed as the most important
purpose of failure resolution, alongside the maintenance of financial stability. However,
protection of depositors means a variety of things, and these need to be defined ac-
cording to their functions. It is therefore useful to distinguish between the protection
of small depositors and protection of deposits as a mean to avoid systemic risk.

The need to protect depositors with small deposits stems from the information
asymmetries inherent in financial transactions and the costs of producing the informa-
tion to rectify this problem. Defining the need of protecting depositors in this way,
protection of depositors with large deposits is not the purpose of failure resolution.
Many of these are professionals in the area of financial transactions, and have sufficient
incentive to bear the costs of producing the information needed.

Apart from protecting small depositors, the real importance of deposit protec-
tion in failure resolution lies in maintaining financial stability and preventing systemic
risk. As mentioned above, the financial system involves unique systemic risks. One of
these risks, vulnerability, stems from information asymmetry and is triggered by a bank
run or other rapid outflow of funds from a financial institution that no longer com-
mands confidence. Such vulnerability will spread to other financial institutions by
chain reaction. Vulnerability is also derived from the interdependence of financial in-
stitutions and will typically be set off by a shortfall on the balances they hold in the
central bank. This may also lead to a chain reaction due to insufficient liquidity in the
settlement system. Effective ex ante measures to prevent such a chain reaction include
reducing information asymmetries through better disclosure and, secondly, lowering
the liquidity interdependence through the introduction of real time gross settlement
(RTGS) in the bank-to-bank settlement system. However, thinking retrospectively of
measures to deal with financial failure, deposit protection is possibly a more direct
measure. For example, if all deposits are fully protected, there will be no chain reaction C
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 89

in the form of bank runs. Nor will there be insufficient liquidity in the settlement sys-
tem, so long as the BoJ extends loans to cope with temporary liquidity shortfalls on the
part of individual financial organizations. Even when only small depositors are pro-
tected, their incentive to withdraw cash will be considerably reduced. In this way, pro-
tection of deposits is the most direct measure to prevent systemic risk.^

Failure Resolution and the Protection of Borrowers

Another problem in failure resolution is determining how to treat a borrower (i.e.,
debtor) who has received a loan from a failed financial institution. On the one hand, a
borrower who has neither the willingness nor the ability to repay his debt is partly re-
sponsible for the failure of that financial institution. The debt must be recovered from
this borrower. On the other hand, for the borrower who is repaying his debt and is in
a healthy financial situation, a sudden suspension of financing due to the financial in-
stitution's failure will cause a substantial economic loss. Protecting borrowers mainly
means protecting this second type of borrower.4 Financial intermediation by deposit-
taking financial institutions is typically a combination of receiving funds from deposi-
tors and making loans to borrowers. In this respect, a degree of protection for borrow-
ers is required as well as for depositors. In maintaining financial stability in the wide
sense, protection of borrowers is therefore important.

Where a loan to a healthy borrower is cut off against the will of both parties
due to the failure of the financial institution acting as lender, both the borrower and
the lender will be financially affected. In the case of small- or medium-sized companies
that have yet to establish a market reputation, the stopping of a credit may cause real
difficulties. They may be unable to switch immediately to borrowing from other fi-
nancial institutions, or to turn to the capital market for direct financing. Where a bor-
rowing company cannot raise alternative funds, it could go bankrupt. If a failed finan-
cial institution is resolved through liquidation, many of its lending assets will be
evaluated by the liquidation value of a borrower, and the amount of losses for the failed
financial institution will be larger too.

3 In cases where the total financial system is unstable, in fact, full protection of deposits is insufficient for this purpose.
There may be situations where the protection is also needed in the inter-bank market. As has already been mentioned,
when the financial system became unstable in November 1997 (due to default in the inter-bank market for the first
time since the end of World War II), investors took an extremely cautious attitude. It led to a tremendous reduction in
the transactions on the inter-bank market, prompting the MoF to issue a statement (1997) that led to the protection
of all liabilities of the deposit-taking financial institutions.
4 In reality, there are a number of borrowers who are positioned between the former and the latter. C
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90 TAKAFUMISATO

Looking at this from the policy point of view, the information that a financial
institution has on a borrower (whether through screening or through his track record
as a customer) helps to rectify the information asymmetry and enable a loan transac-
tion to be undertaken. This is an important asset for a financial intermediary, however
it is not always an all-purpose marketable asset because it only has value as long as fi-
nancial relations continue between the financial institution and the borrower. If their
relationship is broken, its value is lost. Where this happens, the information asymme-
try increases and financial intermediation becomes weaker, ultimately resulting in a loss
for society as a whole.5 The failure of a financial institution can produce such a situa-
tion if (i) it is forced to be liquidated because no relieving financial institution is found
to take on its business or no scheme exists to cope with such a situation; and (ii) if, even
where the business is taken over by another financial institution, the scope for loan
credit is greatly reduced.

Principles of Failure Resolution

When measures are taken to resolve failure, either in the narrow or wider sense, the re-
sources used to this end are restricted by the policy priorities within society as a whole.
Also, the effects of such measures and their harmonization with norms of social fairness
must be taken into account. Therefore, where failure resolution comes about through
deposit insurance payments (that is, where public authorities are involved and public
funds are used), the presuppositions on which this takes place must be clarified. In
Japan, the principles of failure resolution were set out in a report by the Financial
System Research Council in December 1995, entitled Policies to Stabilize Financial
System: Construction of New Financial System Based on Market Discipline.6 This re-
port establishes that "it is depositors and financial stability that must be protected by
the deposit insurance payment, and not the failed financial institutions, their managers,
shareholders/investors, or employees". It goes on to make the following four points: (i)
a failed financial institution should not be allowed to continue to exist; (ii) management
should resign and its civil and criminal liability investigated; (iii) shareholders and in-

5 If a market is developed for securitization of loan credit and the collected information on borrowers is priced as an
asset, this problem may be reduced to some extent.
6 This report emphasized the importance of clarifying the administrative schemes and strengthening market discipline
with particular attention paid to the seriousness of non-performing loans, the delay in the establishment of the infor-
mation disclosure system, the lack of transparency of the administrative measures, as well as that of the financial syste
as a whole at a time of frequent failure of financial institutions due to insufficient risk management at a time of finan-
cial liberalization. The full protection of deposits was established as a temporary measure for five years from 1996 in
line with this report.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 9 I

vestors should bear the loss; and (iv) borrowers' accountability should be pursued and
credit should be rigorously collected from borrowers. These conditions are effective in
preventing an unjustifiable increase in failure resolution costs and reducing the moral
hazard among financial institution managers by clarifying the extent to which the par-
ties concerned should take responsibility and bear the costs of failure resolution. In
practice, these are the guiding principles applied in the failure resolution measures that
accompany deposit insurance payments in Japan.

Taking some additional elements from the Financial Function Reconstruction
Law (1998) and the Report by the Financial Council (1999), and adding them to the
above, other key points emerge: (v) an unhealthy financial institution that seems un-
likely to recover should be dealt with at an early stage; (vi) importance should be at-
tached to maintaining financial operations; and (vii) the costs of failure resolution
should be minimized.7

From these principles, attention needs to be paid to that of the non-survival of
a failed institution in respect of (i) above, a condition that underlies principles (ii) to
(iv). It is vital to prevent moral hazard in financial institution management. For this
reason, financial assistance from deposit insurance is to be given to a relieving financial
institution alone and not to a failed financial institution undergoing failure resolution
under a Financial Assistance Scheme. This means, however, that if no relieving finan-
cial institution is found, it is difficult to maintain the financial operations of the failed
financial institution under the Financial Assistance Scheme. As mentioned above, how
to cope with this problem was a key point in improving failure resolution schemes in
the 1990s.

Basic Characteristics of the Current Failure Resolution Scheme

Although defining financial failure resolution in the narrowest sense involves counter-
ing systemic risk and protecting small depositors, in practice (notwithstanding the
principle of non-survival of a failed financial institution) emphasis was placed on min-
imizing the losses of financial functions caused by failure. To achieve this, there are an

7 In the United States, the Federal Deposit Insurance Corporation (FDIC) produced four principles for failure resolu-
tion in 1990 (Okina, 1993, pp. 44-45). These are, (i) securing the reliability of the financial system and maintenance
of its stability, (ii) selection of a resolution scheme that can keep market discipline working for financial institutions,
(iii) minimization of failure resolution costs, and (iv) securing maximum fairness and consistency between each failure
resolution. Furthermore, as secondary targets, it established (v) minimization of confusion in the area where a failed fi-
nancial institution is located and (vi) limitation of the government's role in failure resolution and the importance of pri-
vate leadership.
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92 TAKAFUMI SATO

array of schemes in place and financial support is institutionalized. At this point, it
would be useful to review the tools available for failure resolution.

Failure resolution schemes can be classified as follows: (i) liquidating a failed fi-
nancial institution without maintaining its financial functions; (ii) liquidating or sub-
stantially liquidating a failed financial institution but transferring its financial functions
on a limited basis mainly to protecting depositors; (iii) transferring the financial func-
tions of a failed financial institution to a relieving financial institution; and (iv) trying
to maintain the financial operations of a failed financial institution even when there is
no relieving financial institution. In Appendix 4.2, Table 4.1 illustrates this classifica-
tion, depending on whether or not there is a relieving financial institution and whether
or not financial operations are to be maintained.

Firstly, the Pay-off Scheme of the deposit insurance system is one whereby de-
positors are paid insurance money from the DIG when an insurance event (suspension
of repayment of deposits or cancellation of license/declaration of bankruptcy of a fi-
nancial institution) takes place. Basically, this is a scheme to protect the monetary value
of deposits within a certain range. In this case, the financial functions of the failed in-
stitution are not taken into consideration, so it falls under category (i). The Deposit
Purchasing Scheme, a variation on the Pay-off scheme, also falls under category (i).
Without waiting for the completion of bankruptcy resolution of the failed financial in-
stitution, the DIG will pay in advance the expected amount equal to the liquidation
dividend to depositors for the amount exceeding the upper limit of insurance.

Next, the transfer of business to the Resolution and Collection Corporation,
under the supplementary provision to the Deposit Insurance Law, means the partial
maintenance of financial functions (although no new credit is given) mainly for the
purposes of depositor protection and credit collection. This thus comes under category
(ii). The Hanwa Bank Scheme, whereby failure was resolved by a newly established as-
suming bank whose job is only to manage/pay-back deposits of a failed financial insti-
tution, falls under category (ii).

The Financial Assistance Scheme, based on the Deposit Insurance Law is a
scheme by which the DIG donates money to apply to the excess liabilities of a failed
institution and purchases its non-performing assets on the basis that the financial func-
tions of the failed financial institution will be maintained by transferring the failed in-
stitution s business to a relieving financial institution. This falls under Category (iii).

Each scheme falling under categories (i) through (iii) was combined with the
temporary measure fully to protect deposits. That is, in the case of category (i), the De-
posit Purchasing Scheme was established, whereby the expected dividend rate could be
set as 100 percent, and in the case of categories (ii) and (iii), a system of Special Fi-
nancial Assistance was established under which financial grants could cover the amount
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 93

exceeding the pay-off cost (the amount borne by the DIG, which is required for orig-
inal limited protection of deposits). In practice, such schemes are utilized to achieve the
full protection of deposits.

The Financial Reorganization Administrator/Bridge Bank scheme and the Spe-
cial Public Management system, based on the Financial Function Reconstruction Law,
fall under category (iv). The Financial Reorganization Administrator Management is a
scheme in which the supervisory authority selects and dispatches a financial reorgani-
zation administrator to the failed financial institution. It authorizes the administrator
to conduct the business of (or manage or dispose the assets of) the failed financial in-
stitution, subject to certain conditions that are applied to allow it to continue to exist
as a corporation and thus to maintain its operations. Such conditions are applied when
the financial institution's business operations is considered important, or where closure
without transfer to another business would upset the smooth flow of demand for and
supply of funds or greatly prejudice customers in the area or field in which it does busi-
ness. In the case of management by a financial reorganization administrator, the system
aims to transfer the failed financial institution's operation to a private financial institu-
tion as an outlet. However, if this is not possible and the failed financial institution con-
tinues to meet the second condition mentioned above, and if the provisional continu-
ance of its business is regarded as necessary, it will be taken over by a Bridge Bank
(established as a subsidiary of the DIG) as a business transfer. With this achieved, the
transfer of business to a private financial institution as an outlet would be sought. If this
proved impossible, then liquidation would follow.

Special Public Management is a scheme whereby, if certain conditions are ap-
plicable to the failed bank, the DIG forcibly obtains all its shares and nationalizes it,
and the management and auditor appointed by the authority operate the bank. Under
this scheme as well, the failed financial institution continues to exist as a corporation
and its business continues so that its financial operations continue for the time being.
The Special Public Management scheme is designed to avoid systemic risk such as the
widespread effect of failure on other financial institutions or on the international fi-
nancial market. Its target is assumed to be a large bank with an extensive business.

Those schemes based on the Financial Functions Reconstruction Law seem to
be partly in breach of the principle of the non-survival of a failed financial institution.
Nevertheless, they are intended to be exceptional measures for circumstances when there
is no relieving financial institution immediately to be found and when, at the same time,
it is vital to maintain financial functions to protect financial stability. In this case, the
management is forcibly replaced either by a financial reorganization administrator or
through temporary nationalization. In the case of the category (iv) schemes as well, the
measures are supplemented by the temporary full protection of deposits, as in (i) to (iii).
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94 TAKAFUMISATO

Appendix 4.2. Formation of Failure Resolution System

The framework for the current system, consisting of a diversity of failure-resolution
schemes, was developed in stages during the 1990s, when financial failures were no
longer exceptional phenomena.

The deposit insurance system, founded in 1971, originally limited itself to
protecting small depositors through the Pay-Off Scheme until amended with the in-
troduction of the Financial Assistance Scheme. Up until 1990, failure resolution was
conducted outside the compass of the deposit insurance system, which gave full pro-
tection to deposits and allowed for failed financial institutions to carry on with their
financial functions. However, with the increased weight of bad loans from 1990 on-
wards, rescues involving deposit insurance payments became much more common. To
cope with this situation, the conventional de facto policy targets (full protection of de-
posits and extensive maintenance of financial functions) were maintained, and efforts
devoted primarily to those ends. In such circumstances, it became increasingly difficult
to implement conventional failure-resolution schemes, which involved the burden
being borne by other financial institutions with surplus funds, while no new frame-
work was established to replace the old one. In this situation, measures were taken on
an ad hoc basis in response to each failure whilst efforts were made to improve the over-
all framework at each stage.

In the natural course of events, what followed was a shift from a resolution
method that depended on individual administrative efforts to one based on the deposit
insurance system, a system functioning as a common and proactive rule. In the process,
the following interaction took place: on the one hand there was an existing framework
for failure resolution that provided (or restricted) solutions on individual cases, and on
the other there were cases of individual failures that shed light on failings of the system
and thus generated further improvements in it.

In summarizing how financial failure resolution procedures were adapted from
the period of high economic growth period up to the present, three main points
emerge. First, apart from the immediate post-war period, priority was given to pro-
tecting depositors. Second, in addition to the protection of depositors, priority was al-
ways given to those measures that aimed to ensure continuity in the financial functions
of each failed financial institution. Third, in the latter half of the 1990s when the bad
loan problem was becoming serious and the number of failures was growing, deposi-
tors found themselves fully protected and systemic catastrophe was averted. However,
this involved a huge burden being shouldered by the deposit insurance system, ulti-
mately a fiscal problem.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 95

Here, the transition is divided into three periods, starting with the high growth
period and moving up to the present. Thereafter, the transition will be evaluated, fo-
cusing mainly on the 1990s. Then, by analyzing the shift towards a more permanent
system after the end of the special measures, current and future trends are linked. Ap-
pendix Table 4.1 summarizes the transition in the 1990s, linking major failures to im-
provements in the safety-net.

Up to the /970s: The High Growth Period

In the period immediately after World War II, as financial institutions incurred losses
due to the suspension of wartime compensation (debt repayment to companies to
which the government owed money), small depositors were protected but larger ones
were not.1 Subsequently, as we have seen, all deposits came to be protected, but there
was no call for public financial support either in this period or the next. The most com-
mon response to failure was for financial institutions to merge, with the supervisory au-
thority playing a mediating role. In this way, losses were absorbed by the relieving
financial institution. As a result, all deposits were fully protected. The banks in those
days had quite large franchise values (privilege value as a licensed industry) within a
framework that restricted competition by regulating inside/outside financial transac-
tions, business fields, interest rates, etc. As the operational scale expanded through ab-
sorption (in particular acquisition of shop networks) and this was directly connected to
increases in profits, financial institutions were assumed not to bear too large a burden.

From 1971 to 1990: Deposit Insurance

The deposit insurance system was founded in 1971, but in the beginning consisted
only of the Pay-off Scheme with an upper limit of 1 million yen per depositor in the
eventuality of a failed financial institution being liquidated. In 1986, the Fund Assis-
tance Scheme was added in the case of a business transfer to a relieving financial insti-
tution, and the payment limit was raised from 3 million to 10 million yen. Still, there
was no deposit insurance payment made in this period, and failure resolution still took
the form of consolidation or relief by a large-scale financial institution with the neces-
sary surplus funds. Depositors were supposed to be protected up to a certain limit
under the deposit insurance system, but deposits were actually fully protected outside
the scope of the deposit insurance scheme.

1 See Ministry of Finance (1983) for details, especially Chapter 1.
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96 TAKAFUMI SATO

Appendix Table 4.1. | Major Financial Failures and Improvement of Safety Nets

Major cases of financial failures (2), (3) Improvement of
No. of (month, year) and resolution cost (amount safety nets

Year failures ( 1 ) of financial grant (4): unit of 0. 1 billion yen) (month, year)

71— '90 0 • Foundation of deposit insurance
system (Apr 7 1 ) — deposit insurance
with upper limit; pay-off scheme

• Introduction of financial assistance
scheme (Jul 86)

9 1 1 Toho Sogo Bank (Jul 9 1 ) loan of 80
92 1 Toyo Credit Cooperative (Apr 92) 200
93 2
94 4 Tokyo Kyowa Credit Cooperative (Dec 94)

Anzen Credit Cooperative (Dec 94) 400:
total of two credit cooperatives

95 6 Cosmo Credit Cooperative (Jul 95) 1 ,250 • Establishment ofTokyo Kyodo Bank
Hyogo Bank (Aug 95) 4,730 (Jan 95)
Kizu Credit Cooperative (Aug 95) 1 0,048 • Establishment of Resolution and
Taiheiyo Bank (Mar 96) 1 , 1 70 Collection Bank

96 5 Hanwa Bank (Nov 96) 803 • Establishment of special financial
97 1 7 Kyoto Kyoei Bank (Oct 97) 438 assistance scheme (full protection of

Sanyo Securities applied for the Stock deposits)
Company Reorganization and • Raising of insurance premium and
Rehabilitation Act (Nov 97) introduction of special insurance

Hokkaido Takushoku Bank (Nov 97) 17,732 premium (|ul 96)
Yamauchi Securities announced • Diversification of resolution schemes

discontinuation of business (Nov 97) such as new establishment/merger,
Tokuyo City Bank (Nov 97) 1 , 1 94 etc. (Dec 97)

98 28 Midori Bank (May 98) 7,700 • Introduction of public fund for full
Fukutoku Bank/Naniwa Bank* (May 98) protection of deposits
Long-term Credit Bank of Japan **(Oct 98) • Expansion of the facilities of

32,39 1 Resolution and Collection Bank
Nippon Credit Bank **(Dec 98) 32,440 • Foundation of capital infusion system

99 45 Kokumin Bank (Apr 99) *** 1 ,769 for financial institutions (Feb 98)
Kofuku Bank (May 99) ***4,259 • Introduction of special public
Tokyo Sowa Bank (Jun 99) ***4,3 1 2 management system
Namihaya Bank (Aug 99) ***3,740 • Introduction of financial reorganization
Niigata Chuo Bank (Oct 99) *** 1 ,687 administrator/bridge bank system

'9 1 -'90 1 09 • Capital reinforcement system for
financial institutions (Oct 98)

Source: Deposit Insurance Corporation (July 2000). Annual Report of Deposit Insurance Corporation for 1999.
*: a special merger which means buying-up alone and not a financial grant
**: a special public management.
***: management by a financial reorganization administrator
1 . The number of failures was counted as the number of failure resolution cases accompanied by exercise of deposit insurance based

on the announcement date of failure. All failures of banks and major failures of credit cooperatives/unions are included in the chart
as individual cases.

2. The failure resolution schemes employed were generally the Financial Assistance Scheme under the premise of transfer of opera-
tion/business (partly relieving merger) but since 1998 new resolution schemes were often used.

3. In the resolution of Long-term Credit Bank of Japan, besides the above-mentioned financial grant of 3,239 billion yen, the additional
amount of 348.9 billion was supplemented from the financial reconstruction account. In the cases of Nippon Credit Bank and five
banks which failed in 1998, their financial resolution was not completed and the amount of financial grant was not ascertained when
this paper was written, so the amount of liabilities exceeding the assets is shown at the end of March 2000.

4. The amount of financial grant may change due to reduction at a later date.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 97

From 1991 to 1993: Deposit Insurance Kicks In

Deposit insurance was used for the first time during the resolution of Toho Sogo Bank
(merged into lyo Bank) after its failure in July 1991. The following year, deposit in-
surance was paid in the case of the failed Toyo Credit Union (April 1992) and others,
and thus its use began to spread. However, there were only four such cases in this three-
year period. However, as the 1990s proceeded, relieving financial institutions began to
request financial assistance more persistently from deposit insurance as they undertook
the bail-out of failed financial institutions. This position became the norm, and
changes were evident in the financial situations of financial institutions in general, as
well as in the way they regarded franchise value in this period. Deposit insurance was
implemented through the Financial Assistance Scheme once a relieving financial insti-
tution had been found.

The full protection of deposits was observed de facto, although de jure finan-
cial assistance from deposit insurance was limited to a fixed pay-off cost, usually insuf-
ficient to cover all the losses of a failed financial institution.2 Therefore, special efforts
were made to ensure the full protection of deposits for each individual case, meeting
the shortfall through cooperation with related private financial institutions.

From / 994 to / 995: Frequent Financial Failures

In these two years, there were ten cases of financial failure. A series of large-scale failures
occurred in succession, including the collapse of Tokyo Kyowa Credit Cooperative/
Anzen Credit Cooperative (December 1994), Cosmo Credit Cooperative (July 1995),
Hyogo Bank (August 1995), Kizu Credit Cooperative (August 1995), andTaiheiyo Bank
(March 1996). These generated great public apprehension for two reasons. Firstly, it was
no longer possible to assume that another financial institution would appear as a candi-
date to help relieve the financial institution concerned, a necessary condition for the Fi-
nancial Assistance Scheme to be applied; and secondly it became difficult to maintain a
policy of full deposit protection through financial assistance within pay-off costs.

2 When the operation of a failed financial institution with its liabilities in excess of its assets is transferred to a relieving
financial institution, the excess liabilities must first be reduced to zero to achieve a balance between assets and liabili-
ties. If no liability (including the accepted deposits) is reduced as a result of loss-sharing by creditors, the total amount
of excess liabilities must be supplemented in one way or another. This procedure was applied to ensure full protection
of deposits. However, financial assistance from deposit insurance with the pay-off cost at its specified limit was usually
insufficient to cover the excess liabilities. Pay-off cost means the amount to be borne by deposit insurance when insur-
ance is paid within the upper limit (10 million yen per depositor).
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98 TAKAFUMI SATO

The Tokyo Kyowa Credit Cooperative/Anzen Credit Cooperative was the first
case in which no relieving financial institution came to the rescue. As already men-
tioned, since financial assistance by deposit insurance was available only to a relieving
financial institution, the Pay-off Scheme (a scheme limited to partial protection of de-
posits) had to be invoked, and the full protection of deposits (hitherto the norm) had
to be amended. To avoid pay-off, a new financial institution, the Tokyo Kyodo Bank,
was established for the primary purposes of protecting deposits and collecting credits.
In this way, financial assistance was made possible by transferring business to this bank.
Through this financial assistance and the cooperation of related financial institutions
in covering that part of the excess liabilities over and above pay-off costs, full deposit
protection was achieved.

Failure resolution without a relieving financial institution continued to occur
in succession, and the Cosmo Credit Cooperative and Kizu Credit Cooperative were
resolved by transferring their business to Tokyo Kyodo Bank in the same manner. In a
slightly different way, a new assuming bank was established to resolve the failure of the
Hyogo Bank and Taiheiyo Bank because these institutions needed to continue their
business while also protecting their deposits. Their business was transferred to the
newly established Midori Bank and Wakashio Bank.

With the losses from failed financial institutions reaching huge proportions, it
became increasingly difficult to cover the gap between liabilities and assets when this
exceeded the pay-off cost. Such liabilities could not be covered by the deposit insurance
available at that time. Among the above-mentioned banks and credit cooperatives/
unions, the policy of filling the gap with financial cooperation from related private
financial institutions was undertaken for the Cosmo Credit Cooperative, Hyogo Bank,
and Taiheiyo Ban, albeit with special effort in each case. However, in the case of Kizu
Credit Cooperative, the losses totaled approximately 1 trillion yen, too much to cover
in such a manner. Full deposit protection became impossible without public financial
assistance to cover the amount exceeding the pay-off cost. This obliged the government
to improve its Special Financial Assistance scheme. As a result, the problem of Kizu
Credit Cooperative was only finally resolved through financial assistance to cover the
surplus once the Deposit Insurance Law was amended in 1996.

There were four reasons for the difficulty in finding a relieving financial insti-
tution in this period. Firstly, financial liberalization reduced the franchise value of
banks and the increase in business scale did not bring direct advantages like increases
in profit. Secondly, those financial institutions that had previously come forward in re-
lieving institutions had less surplus and felt constrained in accepting the transfer of
business/operation from failed financial institutions. Thirdly, it was difficult to say
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 99

whether the assets to be transferred from the failed financial institution were healthy or
not, and even when a relieving financial institution absorbed its assets after an evalua-
tion of their worth, there was a high risk of secondary loss when the economic situa-
tion was deteriorating. Fourthly, where the relieving financial institution took on the
business of the failed financial institution with assets and losses in equal amounts, its
own capital ratio would drop, thereby increasing the burden on its own financial situ-
ation. The practice of providing capital for a relieving financial institution was intro-
duced later on in response to this problem.

The main innovation in this period was to create a new relieving financial in-
stitution for each individual case when no relieving financial institution was readily to
be found to protect deposits fully and to keep financial operations going. The Tokyo
Kyodo Bank was reorganized into the Resolution and Collection Bank by the 1996
amendment and this was supposed to become a permanent institution for taking on
failed financial institutions.

With regard to the aim of enabling failing financial institutions to carry on
functioning, each was judged according to how best to meet the criterion of "main-
taining financial stability" in the wider sense. In the cases of Hyogo Bank and Taiheiyo
Bank, their businesses were taken over by a newly established assuming bank and it
continued. In the cases of Tokyo Kyowa Credit Cooperative, the Anzen Credit Coop-
erative, Cosmo Credit Cooperative, and Kizu Credit Cooperative, their businesses were
transferred to the Resolution and Collection Bank and suspended. As the Resolution
and Collection Bank does not provide new credit, business transfer to this bank aims
primarily to protect depositors and collect credits.

From 1996 to October 1998: Institutionalization of Full Deposit Protection

with Public Funds

In this period, the systems were improved in response to two big problems that
emerged in 1994-95. First of these was reconciling the framework of limited protec-
tion of deposits with the actual policy goal of providing full protection, especially in
terms of finding a financial source. The second was that the lack of relieving financial
institutions was no longer an exceptional matter, and this meant that failure resolution
through the Financial Assistance Scheme became limited in its uses.

Regarding the first of these, the actual policy target was confirmed on a time-
limited basis and the institutional framework was revised in this respect. This led to full
deposit protection being institutionalized with the 1996 amendment to the Deposit
Insurance Law. Specifically, Special Financial Assistance was added to make it possible
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100 TAKAFUMI SATO

to cover the amount exceeding the pay-off cost for a time-limited period until March
2001,3 and a "Special Insurance Premium" (0.036 percent) was also introduced as an
additional source of finance. Also, in response to the rapid increase in expenditures on
deposit insurance, the general insurance premium was raised fourfold from 0.012 per-
cent to 0.048 percent, increasing the total premium to 0.084 percent of the deposit
balance covered by insurance. As a result, the total insurance premium level, including
special insurance premiums, increased sevenfold over the earlier level. To help evaluate
those measures, it is worthwhile looking at the report of the Financial System Research
Council of December 1995 (Financial System Research Council, 1995), on which the
amendment was based. The report aimed to build a more transparent financial system
based on the promotion of market discipline and the principle of self-responsibility. To
this end it proposed establishing a transparent new administrative structure to under-
pin it. At the same time, it emphasized that strenuous efforts had to be made to pro-
tect depositors and maintain financial stability, since the situation was insufficiently
stable to guarantee orderly credit flows for up to five years. In other words, the report
advocated full deposit protection for a certain period, under the provision of a shift to
a limited deposit protection system at the end of that period.

So, the Kizu Credit Cooperative had its business transferred to the Resolution
and Collection Bank (with financial assistance to cover the amount exceeding the pay-
off cost). Hanwa Bank, which failed in November 1996, had its business liquidated.
The authorities ordered business to be suspended with a full guarantee on deposit pro-
tection. The failure was resolved by establishing the Kii Deposit Management Bank,
whose only purpose was to pay back depositors.

A string of new financial failures in November 1997 called for further changes.
In quick succession, Sanyo Securities applied for the Corporate Reorganization Law on
November 3, which was followed by a default on the short-term inter-bank financial
market (the first case of its kind since World War II). Hokkaido-Takushoku Bank failed
on November 17, Yamaichi Securities announced the cessation of business on Novem-
ber 24, and Tokuyo City Bank failed on November 26. As a result, transactions on the
inter-bank market fell sharply, leading to difficulties in raising funds. At the same time,
share prices dropped, the ratings of financial institutions fell, the Japan premium grew,
and there was a run on deposits in some financial institutions.

Together, these developments upset confidence in the banking system and in
the country as a whole. In this situation, the policy to protect not only deposits cov-
ered by insurance but also deposits not covered, as well as debts other than deposits,
was announced by the Minister of Finance on November 24. The reluctance of banks

' A Special Deposit Purchasing Scheme provided for the full protection of deposits.
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CHANGES IN THE JAPANESE FINANCIAL FAILURE RESOLUTION SYSTEM 101

to lend money threatened a loss of the intermediation function in the financial system.
To cope with the problem, the Deposit Insurance Law was amended at the beginning
of 1998. Public funds totaling 17 trillion yen were provided for failure resolution,
under the provision of full protection for deposits. Of this, 7 trillion yen came from
national bonds and 10 trillion in government guarantees. Thus, the Special Financial
Assistance for the amount in excess of the pay-off cost was underwritten financially
with public funds, in addition to the special insurance premium. In the case of the fail-
ure of Kyoto Kyoei Bank, Hokkaido-Takushoku Bank, and Tokuyo City Bank in the
autumn of 1997, a relieving bank was found for each of them from among existing pri-
vate financial institutions, and deposit insurance was applied under this system.

The second major problem was what to do if no relieving financial institution
could be found. The Resolution and Collection Bank was established as an assuming
institution for failed credit cooperatives/unions as the reorganized Tokyo Kyodo Bank,
on the basis of a 1996 amendment to the Deposit Insurance Law. In another amend-
ment to the Law (December 1997), new measures were taken to add to the circum-
stances in which financial assistance would be provided for resolution failure, when fi-
nancial institutions in difficulty were merged and re-established as a new financial
institutions. Another amendment (at the beginning of 1998) gave the Resolution and
Collection Bank responsibility as a relieving bank not just for failed credit cooperatives
but for failed financial institutions in general, including banks. However, since the
bank did not give any further new credit to the borrowers of a failed bank, it was not
until the Financial Function Reconstruction Law (enacted in the fall of 1998) that sys-
tematic improvement was achieved for maintaining financial operations and protect-
ing the borrowers.

On this point, measures were taken to create a context in which a relieving
financial institution was likely to appear through the Financial Function Stabilization
Emergency Measures Act, enacted at the same time that the Deposit Insurance Law was
amended at the beginning of 1998. This provided a system through which a capital in-
jection of public funds could be carried out in a relieving financial institution, and thus
alleviating its problems in terms of capital adequacy. The transfer of business (includ-
ing risk assets) from a failed financial institution will lead to a lower capital ratio in a
relieving bank. The measure is intended to compensate for this burden, so that exist-
ing banks are encouraged to come forward as candidates for a relieving bank.

From October 1998 to March 2001: Full Protect/on Framework

The most important change to the system during this period was to establish a scheme
to cope with situations where it proved difficult to find a relieving financial institution,
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102 TAKAFUMI SATO

but where it was particularly important to maintain financial operations. This was an
issue left pending in the previous period. In an extraordinary session of the Diet in the
summer of 1998, legislators discussed the resolution of the Long-term Credit Bank of
Japan. Later, in October, the Financial Function Reconstruction Law was enacted
as a piece of time-limited legislation, and a new failure resolution scheme, the system
of Financial Reorganization Administrator/Bridge Banks and the system of Special
Public Management was introduced. With these changes, the financial operations of a
failed bank could be maintained for a while, even if a relieving financial institution was
not found. As there was less need to find a relieving financial institution, attempts at
failure resolution could start early on, and the authorities were vested with strong pow-
ers to do this. Considerable importance was attached to maintaining financial inter-
mediation and protecting borrowers. Even as temporary measures, these had charac-
teristics that existing failure resolution systems did not have. Also, regarding the full
protection of deposits, the framework for special financial assistance and public fund-
ing, established in preceding periods, was applied to those rescues undertaken under
the Financial Function Reconstruction Law.

Since the Financial Function Reconstruction Law came into force, it has be-
come common for either special public management teams or a financial reorganization
administrator to handle proceedings for resolving major financial failures. At the same
time, the Financial Assistance Scheme, based on the Deposit Insurance Law, was mainly
used in cases where small and medium-sized financial institutions, such as credit coop-
eratives/unions, had failed and where a relieving financial institution could be found.
Of the most important individual cases, The Long-term Credit Bank of Japan (Octo-
ber 1998) and Nippon Credit Bank (December 1998) were resolved through a special
public management scheme. The Kokumin Bank (April 1999), Kofuku Bank (May
1999), Tokyo Sowa Bank Qune 1999), Namihaya Bank (August 1999), Niigata Chuo
Bank (October 1999) were managed by a financial reorganization administrator.

Thus the current system of failure resolution is a combination of the original
deposit insurance system being placed on a permanent footing and various temporary
measures established in the second half of the 1990s. The latter involved additional
measures to enable the full protection of deposits, financial backing including public
funds, and the resolution scheme envisaged in the Financial Function Reconstruction
Law. Appendix Table 4.2 summarizes the procedures for failure resolution. The system
was to remain in force up until March 2001. For the future, a series of bills to reor-
ganize the system, involving temporary measures as well as a shift to permanent lim-
ited deposit protection, was submitted to the ordinary session of the Diet in 2000. This
was based on the Financial Council's report of December 1999, ratified the following
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May. The main points (and how these relate to the preceding periods) are described in
the next two sub-sections.

From April 2001 to March 2003: Transitory Measures

Many parts of the Financial Function Reconstruction Law were no longer applicable
after March 2001. On the other hand, the Financial Reorganization Administrator/
Bridge Bank system was to be succeeded by the Deposit Insurance Law (its main pro-
visions) on a permanent basis. At the same time, the Special Public Management Sys-
tem was to be applied in exceptional circumstances as a way to coping with "a critical
situation" (e.g., situations of systemic risk) through a Special Crisis Management Bank
as part of the new system. Also, the system of reinforcing capital through injections of
public funds was to be abolished at the end of March 2001 (March 2002 in the case of
cooperative financial institutions). While the system to reinforce the capital of relieving
financial institutions was to continue on a permanent basis, the capital injection of pub-
lic funds was brought in on a permanent basis but applied only in "critical situations."

The full protection of deposits was to be extended by one year on a temporary
basis to the end of March 2002. From April 2002, limited protection was to be applied
to term deposits, with an upper limit of 10 million yen. However, liquid deposits (cur-
rent and ordinary deposits) were to be fully protected for another year from April 2002
through March 2003 as a transitory measure. Deposits not covered by insurance were
not to be protected, and an ordinary liquidation dividend was to be paid, for instance,
in cases where deposits exceeded the 10 million yen limit.

As an exceptional measure, and only in "critical situations," full protection of
deposits would be made available. To finance this, the possibilities of public financial
support is not excluded, though there is an understanding that the burden will be
borne first by financial institutions. As we have already seen, the capital reinforcement
system was also available as an emergency measure.

April 2003 and beyond: A Permanent System of Limited Deposit Protection

When these transitory measures of full protection for liquid deposits end, the whole
system will be made permanent with an upper limit to deposit protection. In part, this
was to come about during the previous period. What follows are the main points of the
permanent system.

The instruments available for failure resolution in normal situations will in-
clude: (i) the Pay-off Scheme; (ii) (with an upper limit of pay-off cost) the general Fi-
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nancial Assistance Scheme; (iii) the Financial Reorganization Administrator/Bridge
Bank Scheme; and (iv) the transfer of business/operations to the Resolution and Col-
lection Corporation (for the time being). Some additional and exceptional measures are
still available for critical situations of systemic risk. There is the Special Crisis Manage-
ment Bank, the system of special financial assistance (which can provide financial as-
sistance for amounts exceeding the pay-off cost), and the capital reinforcement system.

Regarding deposit protection, deposits covered by insurance will be protected
to the upper limit of 10 million yen. Deposits not covered by insurance will not be pro-
tected, and money will be paid back according to an ordinary settlement dividend, just
as would be the case of deposits exceeding the 10 million yen. On an exceptional basis,
limited to "critical situations," full protection of deposits will remain an available op-
tion. To finance it, public sector support is not excluded as a possibility, even under the
supposition that the burden would be borne first by financial institutions.4

4 On July 30, 2002, Prime Minister Koizumi directed Financial Services Minister Yanagisawa to examine measures to
ensure the stability of the payment/settlement system and to produce a plan for revision of the introduction of the Per-
manent System of Limited Deposit Protection cited above. Accordingly, the Financial Services Agency requested the Fi-
nancial System Council to check the measures in place for reducing payment/settlement risk and to consider other ap-
propriate measures to ensure the stability of the payment/settlement system whilst preventing moral hazard. This new
development presumably was in recognition that the payment/settlement is the key function of the financial system,
other than financial intermediation. It seems to indicate the authorities' firm intention to avoid any malfunction in the
payment/settlement system under the new system of the limited deposit protection. With only partial protection for
depositors, the failure of a financial institution would result in losses for depositors, and this might lead to lack of li-
quidity in payment and settlement. It is understandable that avoiding such an eventuality carries a high priority. The
Financial System Council was expected to complete its deliberation on this matter by the fall of 2002. How to protect
the payment/settlement account deposits would be the central issue. So, the result may well lead to some modification
to the permanent system described with regard to the extent of deposit protection. However, any modification is likely
to be rooted in the basic philosophy of adhering to market discipline and preventing moral hazard. The author pre-
sumes that, in any event, modifications will not stray far from the Permanent System of Limited Deposit Protection as
described. Accordingly, the fundamental drift of the argument in this chapter still applies.
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hi CHAPTER 5

Banking Crises in Latin America:
Regulatory and Supervisory Issues

Ruth de Krivoy

Notwithstanding their diversity, banking crises in Latin America and the Caribbean re-
gion follow a pattern common to emerging markets in general. They have been costly,
their effects on the banking system have been severe and protracted, they have had dire
consequences on the domestic economies, and attempts to manage them have gener-
ally been ineffectual. Up until the Asian banking crises of the late 1990s, Latin Amer-
ica has had the worst record of any part of the world.

This dismal story is a symptom of some of the region's key characteristics: the
susceptibility of its economies to shocks, the structural fragility of its financial systems,
and poor crisis management. Many of these weaknesses persist. Although progress has
been made both in the realm of macroeconomic policy as well as in that of financial
regulation and supervision, the recent crisis in Argentina and instability in Brazil,
Colombia, Ecuador, Peru and Venezuela may lead us to the conclusion that not much
of lasting value has been accomplished. However, improvements in banking regulation
and supervision have helped mitigate the political and economic shocks afflicting these
countries.

In spite of the progress made in enacting modern risk-focused regulation, im-
proving supervision and enhancing market discipline, this combination is no guarantee
that systemic crises will not recur. Many of the causes of financial vulnerability in the
region persist, and new risks emerge from the changing competitive landscape. Capital
flows remain highly volatile, and this is potentially damaging to both government and
private sector borrowers. Regulations have been modernized, but international guide-
lines need to be adapted to address the risk of currency mismatches between assets and
liabilities, of changing valuations of government bonds in the portfolios of financial
institutions, and—more generally—the need for asset valuation rules appropriate to
highly volatile economies. Rule enforcement is still deficient in many countries, because
of political pressures and weak institutions. Furthermore, progress and stability are at
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108 RUTH DE KRIVOY

risk in some countries from the rise of political leaders bent on reviving populist poli-
cies and ideologically biased against the banking industry.

The challenge facing Latin America is to prevent systemic crises from reoccur-
ring, to minimize the pain caused by bank failure, and to turn banking into a power-
ful motor of growth factor rather than a mechanism for political control. Experiences
of crisis management in Latin America in the 1990s provide a wealth of lessons. In
countries where governments tackled problems head-on and succeeded in building up
both public and private-sector surveillance, banking systems are thriving; elsewhere,
the safety and soundness of financial systems is still in doubt.

Beyond the need for consistent, sound macroeconomic policies, Latin Ameri-
can countries need to be proactive toward banking regulation and supervision. A three-
pronged policy is needed: (i) supervisors need to be strong and independent; (ii) cor-
porate governance needs to be improved; and (iii) market discipline needs to be made
more effective. Problems of inadequate credit are on the rise in some countries, reflect-
ing in part a shrinkage in capital inflows, but also changes in their banking systems. Be-
cause larger segments of the financial industry now operate under risk-focused regula-
tion and supervision and prudential rules have been strengthened, they adopt more
cautious lending policies. Though such changes are a step in the right direction, the task
now is to find ways to ease domestic credit by strengthening protection of creditors'
rights. This will make it easier for banks to mitigate risk and lend more. Latin America
also needs to develop strong second-tier public sector financial institutions to increase
the flow of funds to underserved segments of society. Strong institutions are required
that focus on developing microfinance and well-designed financial services for rural and
urban small and medium-sized firms as well as individuals. Also needed are effective
prudential regulations that are less pro-cyclical than those that currently exist.

Experiences in Crisis Management

Given the weaknesses of Latin American banking systems and the history of crises
within them, shocks have tended quickly to translate into runs on deposits and capital
flight. These, in turn, deplete sources of bank funding, depreciate bank assets, dimin-
ish or destroy capital, and provide strong incentives for banks to bide their time and
bet on a government bailout or a change of luck. Depositors have long been quick to
remove their money from banks at times of crisis, fearing real financial losses from bank
failures and resulting currency crises. History has often vindicated such fears.

When times get tough in Latin America, international investors lose confi-
dence easily. The region then finds itself squeezed out of international capital markets
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in circumstances that, if they happened in developed countries, would not block their
access to international funding. This affects the stability of the banking system in many
ways. Sudden interruptions in capital flows, due to political events or contagion from
crises elsewhere, lead to painful exchange rate adjustments that affect a country's cur-
rent account and its non-tradable sector. They reduce rates of growth in the economy
and damage the quality of banks' loan portfolios. The macroeconomic volatility to
which they give rise makes it more difficult to manage banks soundly. Direct foreign ex-
change risk in banks can usually be mitigated by prudential regulations, but the indi-
rect effect of exchange rate adjustments caused by their borrowers' currency mismatch
(for example, the dollarization of liabilities by debtors) can generate severe problems if
not properly dealt with. The recent situation in Argentina exemplifies this problem.

Structural fragilities in the banking sector generally stem from a history of gov-
ernment failure to promote healthy banks. For too many years, regulations have been
used to favor political constituencies, and banking systems were seen as mechanisms of
political patronage. Meanwhile, rigid rules have constrained bank activities, reducing
their ability to diversify risk. Designated lending rules geared to supporting certain pri-
ority sectors and lending practices designed to serve shareholder interests have stood
in the way of objective credit risk assessment. Opaque licensing policies, entry restric-
tions, lax accountancy rules, low capital requirements, and weak supervision have all
created artificial franchise values. Unclear exit rules have allowed weak and even insol-
vent banks to remain open too long, increasing the cost to the taxpayer when eventu-
ally they failed. Bank supervisory agencies have lacked the know-how, the indepen-
dence, the tools, the resources, the authority, and the flexibility to deal effectively with
banking problems. They have also lacked political support in carrying out their mis-
sion. Private sector surveillance has been virtually nonexistent.

Governments have tended to react to crises by adopting costly strategies, such
as unlimited deposit guarantees, open-ended liquidity support, repeated capitaliza-
tions, debtor bailouts, and regulatory forbearance. They have often lacked the powers
to cope with crises, or have responded in such ways as to shift the cost of these onto
the banks. In some cases, such costs were particularly high because public funds were
used to insure offshore and off-balance sheet liabilities, and the true size of these only
became known when the crisis had peaked. Delays in decision-making, contagion, po-
litical turbulence, and social upheaval all made things worse, and each time it was the
taxpayer that ended up footing the bill.

Managing a crisis is always difficult, but especially so when supervisors are
poorly equipped to deal with it. A survey of supervisory organizations, conducted by
the Financial Stability Institute using data from 60 developed and developing countries,
provides a snapshot of how organizational shortcomings hamper bank resolution and
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crisis management (Financial Stability Institute, 2000). The most important shortcom-
ings had to do with deficiencies in the laws and regulations at the disposal of supervi-
sors handling crises. Thirty-five percent of respondents complained about a lack of
prompt corrective action rules and insufficient regulatory powers to resolve problem
banks. Twenty-five percent of supervisors cited what they called "people problems."
One such set of problems is the shortage of personnel with the necessary skills to
supervise banks, assess their problems, and eventually run those taken over by govern-
ment. Another is uncooperative shareholders, directors and managers, often unwilling
to recognize losses. When asked to cite the most important success factors for dealing
with bank crises, the two most frequent responses again had to do with the human el-
ement. Thirty four percent cited high skill levels among personnel as the most crucial
success factor, and 25 percent mentioned inter-agency coordination. The study's lessons
are particularly apt for Latin America, where institutions often suffer from institutional
weakness, especially in human resources and organizational culture.

The shortage of non-inflationary sources of funding to resolve banking crises
has also hampered crisis management. This is because Latin American governments are
largely confined to using scarce domestic capital and/or loans from multilateral organ-
izations. Shallow markets for non-performing assets and failing institutions have also
made it especially difficult for governments to dispose of assets acquired during a cri-
sis. Many of the alternative methods used in the United States by the Resolution Trust
Corporation are not available to Latin American countries, and the flexible methods
used by the U.S. Federal Deposit Insurance Corporation to price and sell assets is ei-
ther constrained by law in Latin America or is politically impractical. Government
agencies thus end up holding onto assets for too long and the assets depreciate further,
thus adding to the costs incurred.

Latin America has come a long way since the 1980s and 1990s, but challenges
still abound. Until recently, the region's economies seemed to have gained stability,
banks were stronger and the authorities seemed better placed to deal efficiently with
bank failures. Today, however, such perceptions are more questionable, given the crisis
in Argentina and instability in Brazil, Colombia, Ecuador, Peru, and Venezuela. It may
be that not much was accomplished after all. Still, improvements in banking regulation
and supervision have helped mitigate the risk of political and economic shocks in such
countries. By international regulatory standards, Latin American countries rank among
the best in the developing world.1 However, though regulations may have been mod-

1 A World Bank comparison of bank regulatory quality in developing economies study shows that four of the top five
positions are held by Latin American countries: Argentina, Chile, Brazil and Peru. World Bank (1998), cited in Calo-
maris and Powell (2000)
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ernized, enforcement is still deficient in many countries because of political pressures
and weak institutions. Insolvent public banks remain a source of problems to which
solutions seem elusive. Meanwhile new leaders are appearing, ideologically biased against
the banking industry and bent on reviving populist policies.

Chile: An Encouraging Experience

Having undergone severe crises, Chile was able to build credibility through a country-
specific combination of macroeconomic policy, institutional reform, new regulations,
and strengthened market discipline. However, best practice only partly explains Chile's
accomplishments; to understand fully its success, we need to see how the country's legal
framework was built on to create more prudent banking, despite the political difficul-
ties involved.

Chile suffered a severe banking crisis in the early 1980s that cost Chileans
a sum equivalent to 43 percent of GDP. In global terms, this was the second most
costly crisis of its era (Honohan and Klingebiel, 2000). The authorities reacted to the
crisis with a combination of macro and microeconomic measures. Regulations were
modified to extend the maturity of viable loans and impose severe penalties on stock-
holders. Prudential regulation was made more stringent and regulatory institutions
were reformed to strengthen their supervisory function. A strong fiscal effort comple-
mented the restructuring program, and a gradual approach to financial deregulation—
consistently implemented over time—allowed these changes to take root. Strong insti-
tutions and contractual commitments were developed and the quality of corporate
governance and bank management improved. By creating a pension fund industry, the
government helped raise the level of domestic savings, brought depth to the capital
market, and helped stabilize financial flows. By 1995, almost 15 years after the crisis
first surfaced, Chile had one of the healthiest and most resilient banking systems in the
region. This explains why the country was not harmed by fallout from the Mexican
tequila crisis of that year.

Today, the Chilean banking industry is among the largest in Latin America,
with bank assets accounting for 97 percent of GDP.2 According to a February 2001
World Bank survey (Barth, Caprio and Levine, 2001), in most respects, the Chilean
banking system and its regulatory regime are in line with Latin American averages.
Concentration in the banking industry is about average, with the five largest banks ac-

2 For the purpose of this chapter, Panama is excluded from the analysis due to its offshore banking activity.
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1 1 2 RUTHDEKRIVOY

counting for 59 percent of total assets. Government-owned financial institutions hold
12 percent of bank assets and foreign-owned banks account for 32 percent, a structure
similar to Chile's neighbors. Fifty percent of its 10 largest banks are rated by interna-
tional rating agencies, again matching the regional average. The effective capital ratio
is 13 percent, compared to a minimum regulatory requirement of 8 percent; both fig-
ures line up with regional norms. Even levels on the overall index of supervisory power
and the prompt-corrective-action index are similar to those of other Latin American
countries. Where Chile stands out, however, is the way in which it combines top-down
regulatory supervision with bottom-up market-based incentives. Both its score in the
index of overall bank activities and ownership restrictiveness and its private sector mon-
itoring index rank among the highest in the region. Furthermore, its regulatory frame-
work is among the most transparent in the developing world, achieved with just three
professional supervisors per bank.

Argentina: A Success Story that Turned Sour

Argentina also suffered a major banking crisis in 1982 that cost 13 percent of annual
GDP (Rojas Suarez and Weisbrod, 1996). In the wake of the crisis, the country em-
barked on a course of wide-ranging macroeconomic and bank regulatory reforms. Bank
reforms promoted privatization, financial liberalization, free entry, limited safety net
support, and a mix of regulatory and market discipline to ensure stable growth in the
banking system. Both the economy and the banks recovered.

Unlike Chile, Argentina was unable to escape the effect of the 1995 Mexican
tequila crisis, and simultaneous currency and banking crises triggered heavy runs on
banks. Macroeconomic imbalances were to blame: a current account deficit, low levels
of domestic savings, and a deteriorating fiscal position. Furthermore, provincial banks
were not only distressed but they also kept on financing the fiscal deficits of the provin-
cial governments. Such conditions engendered public distrust of Argentine banks.
Nonetheless, the government's response to the crisis contained the macroeconomic im-
pact. Crisis management was quick, consistent, and comprehensive. The government
avoided discretionary treatment of distressed banks, allowed the closure of banks, and
redoubled regulatory efforts to enhance market discipline. The Argentine banking sys-
tem was later put to the test and proved to be quite resilient during the Asian, Russian
and Brazilian crises of the late 1990s.

The recent history of deposit insurance in Argentina provides some interesting
lessons. Before 1991, the Argentine banking system operated under a regime of op-
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tional, explicit deposit insurance, coupled with extensive implicit deposit insurance
(central bank willingness to aid failing banks). This system was abolished in 1991-2,
and deposit insurance was repealed. The government and the central bank then tried
to convince actors in financial markets that they would not, under any circumstances,
rescue a failing bank, and the market responded by developing private arrangements
(lines of credit) to help banks cope in times of difficulty. In 1995, with elections pend-
ing and in response to the tequila crisis, the government decided to re-institute deposit
insurance in an effort to stave off an all-out bank panic. However, the new system dif-
fered radically from the old one. The new deposit insurance was made compulsory and
was entirely funded by banks through risk-based premiums. Coverage for depositors
was limited and incentives for depositors and bankers were aligned.

Prior to the 2002 crisis, the size of the Argentine banking system was 54 per-
cent of GDP, close to the Latin American average, and several characteristics gave the
impression that the Argentine banking system was stronger than turned out to be
the case. The five largest banks accounted for 48 percent of total bank assets, one of
the lowest market concentrations in Latin America (Barth, Caprio and Levine, 2001).
Moreover, government-owned banks held 30 percent of total assets and foreign-owned
banks held 49 percent. This market structure limited the lobbying power of the bank-
ing industry. The Argentine index of overall regulatory restrictiveness was the lowest in
the region and the private monitoring index was among the highest. All of its 10 largest
banks were rated by international rating agencies. Transparency in the Argentine regu-
latory framework was also among the highest in the developing world alongside Chile's
(World Bank, 1998). Market discipline seemed to have had a significant role in en-
couraging banks either to limit asset risk or lower their leverage. The capital adequacy
ratio before the crisis was 16 percent while the regulatory requirement was 11.5 per-
cent, placing Argentina among countries with the highest capital positions in the de-
veloping world and asset quality was perceived to be high. According to the World
Bank survey, Argentine authorities have strong and prompt corrective action powers as
well as high forbearance discretion. The supervisory agency was getting the job done
with 2.4 professional supervisors per bank.

However, as a premonition for what was waiting to happen, Argentina was
listed among the countries providing the least protection to creditors' rights by an
Inter-American Development Bank (IDE) study (Galindo and Micco 2001). It ranked
together with Peru, Paraguay and Colombia in the group of countries in which the
legal system provided the lowest protection to the financial system from the risk that
borrowers default. All four countries scored zero on the Effective Protection of Credi-
tors' Rights Index. In 2002, Argentina moved further in the wrong direction. In the
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1 1 4 RUTHDEKRIVOY

midst of the crisis, Congress passed legislation that temporarily suspended all legal ac-
tions by creditors to collect on their debts.

At the time when the 2002 crisis burst, Argentina's banking system was well reg-
ulated and supervised. Banks were liquid and well capitalized and could have survived a
down cycle. In fact, they had been able to withstand a severe and prolonged recession
that had began in 1998. However, the tide began to change when the country's credit-
worthiness plunged in 2001 and the viability of its fixed exchange rate system came in-
creasingly into question. The loss of policy credibility hurt bank assets. The banks were
heavily invested in government bonds ('forced' on them by the government), which lost
market value. Their loan portfolio was damaged because of the scale of their exposure to
dollar-denominated loans extended to borrowers with peso-denominated incomes. In
turn, loss of confidence in the banks caused massive runs, especially in the two major
publicly-owned banks which accounted for a significant portion of the system's deposit
base and which were directly affected by mounting fiscal problems at both the federal
and provincial levels. In addition, the compulsory sale of government bonds to pension
funds contributed to the fall in private bank deposits as pension funds financed the pur-
chase of government bonds by withdrawing their deposits in the financial system.

The government first reacted by limiting monthly cash withdrawals, shortly
after imposing a deposit freeze. The monetary overhang (the excess of checking and
savings account balances over the level that would be consistent with the underlying
transactional needs) turned crisis management into a nightmare. On the exchange rate
side, the convertibility system gave way to a sharp devaluation followed by an asym-
metric "pesification" of bank assets and liabilities that wiped out the entire capital of
the banking system, and introduced a significant foreign exchange exposure into banks'
balance sheets as foreign obligations and lines of credit remained denominated in their
currency of origin.

Good regulation and supervision strengthens banks, but no regulatory or su-
pervisory framework could have protected the Argentine banks from insolvency in this
type of situation. The liquidity and solvency crisis of 2002 was largely attributable to
government policy actions undertaken in the context of a severe macroeconomic crisis,
associated with a loss of access to international capital markets. The payment system
collapsed and the economy imploded. Along the way, several foreign banks operating
in Argentina refused to recapitalize their Argentine operations and chose to leave. They
thus showed that although they may have stronger muscles than others, their priority
is to protect shareholder value and are unwilling to throw good money after the bad.
A severe political crisis only made things worse. C
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Rebuilding confidence in the Argentine banking system requires restoring an
adequate liquidity and capital base and restoring a functioning payment system by lift-
ing restrictions on cash withdrawals. Furthermore, the central bank needs to regain
control over monetary policy, the fiscal crisis must be brought under control, and pub-
lic banks must either be restructured or privatized. There are several ways out of the cri-
sis, but the prerequisite for any effective solution is a stable and enabling political en-
vironment. This may remain elusive for some time to come.

Work in Progress: Two Other Cases

Mexico

The Mexican banking crisis that burst in 1994 cost Mexicans a sum equal to 20 per-
cent of their country's GDP (Honohan and Klingebiel, 2000). Even today, substantial
assets are still in the hands of the Institute for the Protection of Bank Savings (IPAB),
Mexico's deposit insurance and banking resolution agency, posing a major challenge for
asset management. The handling of the crisis in Mexico was controversial, involving a
massive bailout of banks and depositors. Subsequently, the banking system experienced
substantial consolidation, and today over 80 percent of the banking system is either
fully-owned or controlled by foreign banks. This seems to have taken care of systemic
risk. Explicit deposit insurance has recently replaced the expensive implicit pre-
crisis coverage. It still needs to take root and its effectiveness has yet to be put to the
test. Regulation today is more risk-focused and supervisors are better prepared to en-
force it. The authorities also have greater powers than previously to resolve problem
banks. However, with 11.5 professional supervisors per bank, the highest ratio in Latin
America after Honduras (12), they still face major organizational challenges.

The magnitude of Mexico's past banking troubles explains the small size of its
current financial market. Bank assets measure a mere 30 percent of GDP, one of the
lowest proportions in Latin America. At the same time, as mentioned above, the mar-
ket is highly concentrated. Furthermore, Mexico's combination of public and private
sector monitoring of the financial system differs greatly from that of Argentina or
Chile. Mexico's ranking in the index of overall restrictiveness is higher than Chile's and
almost double Argentina's, but its ranking in the private sector monitoring index is on
the low side. Mexico's minimum capital adequacy ratio is 8 percent and (at the time of
writing) the actual reported ratio was 12.5 percent. C
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I 16 RUTH DE KRIVOY

Tight credit supply today constrains financial market activities in Mexico. This
scarcity has two causes. One is that banks are now more risk-averse. Private borrower
default risk rose in the wake of the crisis and the rate at which banks are willing to lend
is too high for market conditions. Second, the legal system does not adequately protect
banks from the risk of default. According to the IDE study, on a scale from 0 to 1, Mex-
ico's Index of Effective Protection of Creditors' Rights is 0.1. Inadequate bankruptcy
legislation is largely to blame for this; company assets are not adequately protected from
insiders and banks find it difficult to foreclose on collateral.

Venezuela

The factors usually cited as potential ingredients for a banking crisis can all be found
in the Venezuelan banking crisis of 1994: weak regulation and supervision, poor cor-
porate governance, bad banking, skewed economic incentives, and moral hazard. Prior
to the crisis, these factors had been silently undermining bank solvency. However,
macroeconomic volatility and external shocks also played a role, Venezuela has one of
the most volatile economies in Latin America, while the political turbulence that fol-
lowed the failed military coup of February 1992 helped accelerate the crisis and ex-
plains its timing.

The total cost of the Venezuelan banking crisis came to 11 percent of GDP
(Krivoy, 2000). Delays and inconsistent crisis management policies exacted a heavy toll.
Clumsy closure of banks prompted violent contagion effects. Over an 18-month period,
crisis management lurched forward through a series of disjointed, improvised measures.
As a result, the crisis lasted longer, cost more, and destroyed more banks than might oth-
erwise have been the case. Furthermore, in response to intense political pressure, Con-
gress expanded the official safety net to include uninsured bank liabilities, thereby more
than doubling the size of the financial burden assumed by the government.

Today, Venezuela has the smallest financial sector in the region, with total
bank assets accounting for only 19 percent of GDP. In part, this is explained by
Venezuela's dual economy. Oil accounts for 23 percent of GDP and the public sector
and the oil industry together represent almost 40 percent. The banking industry
mainly channels domestic deposits into local private investment, thus its market is lim-
ited largely to non-oil activities. Such activities account for only 60 percent of GDP. In
addition, since 1994, lending activity has been slow, both because banks have become
more risk averse and demand for loans has been sluggish. The Venezuelan banking sys-
tem has also suffered the consequence of persistent demonetization since 1992.

Concentration in the Venezuelan banking ranks in the upper half in the World
Bank Surveys sample, with the five largest banks holding 64 percent of total assets. The
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banking system is largely in private hands, and government-owned banks account for
only 5 percent of total assets. Foreign-owned banks hold 40 percent of total assets. The
minimum risk-weighted capital ratio is 10 percent and the actual ratio is 14 percent.
Although prudential regulations have been implemented since 1994 and supervisors
now have more powers than previously to deal with failing banks, enforcement needs
improvement. Key regulatory powers vested in the Office of the Superintendent of
Banks by the 1994 Banking Law were transferred to the Financial Emergency Board, a
political body created at the time of the crisis. This body is still in force, albeit under a
different name. The deposit insurance system is weak, and both the overall regulatory
restrictiveness index and the private sector monitoring index rank Venezuela low. Only
40 percent of the 10 largest banks are rated by international agencies. The dearth of
skilled people to conduct risk-focused banking supervision limits oversight effective-
ness, and the Venezuelan supervisory agency has only one professional supervisor per
bank. Together with El Salvador, this is the lowest ratio in the region. Budget was a
major problem until 1994, but today contributions from the financial institutions
cover the cost of supervision.

Venezuela and El Salvador are the only two Latin American countries in the
World Bank survey where discretion on regulatory forbearance is zero. This ties the
hands of supervisors who handle problem cases, thereby making crisis resolution more
difficult to achieve. Although some may argue that this lack of forbearance power
makes bank resolution fairer and more transparent, in fact it hampers the process. The
government does not give up flexibility to deal with bank failures. Rules end up con-
centrating regulatory power in the hands of politicians, instead of giving skilled pro-
fessional supervisors the leeway they need to do their job.

The economic performance of the Venezuelan banking system is currently
dwindling. Margins are being compressed both by competition and political pressures
on interest rates. Operational costs are being brought down too slowly, and non-per-
forming loans are on the rise due to a combination of volatility and plummeting
growth. Directed lending rules are high on the agendas for political leaders which, if
implemented, would pose a further threat to the health of the banking sector.

Looking Ahead: Some Pointers to Policy

The current wave of reforms in national bank supervision in Latin America is a by-
product of the internationalization of financial markets. Market participants are free to
choose and must assess counterpart risk in order to price transactions accordingly.
Countries with weak banks and ineffective systems of supervision simply lose access to
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I 18 RUTH DE KRIVOY

international capital unless they are willing to pay very high rates for it. Therefore, the
more dependent a country is on international financing, the stronger the incentives are
for governments and bankers to improve bank supervision and comply with interna-
tional regulatory standards.

What needs to be done to strengthen banking systems is by now widely known.
First, official monitoring of banks has to be strengthened. This means empowering su-
pervisors by giving them the authority and resources they need to be effective, and to
shield them from day-to-day political pressures. Public sector banks likewise need to be
placed under the authority of the bank supervisor and subjected to just the same sol-
vency, liquidity, and disclosure rules as private banks. De facto, and sometimes even de
jure, forbearance turns them into the cancer that undermines the health of the financial
system and the whole economy. Latin American culture and traditions favor top-down
economic management styles, so in this region it may be easier to sell the idea of
strengthening supervision than putting in place bottom-up incentive systems to make
bankers more responsible for bank health. Still, public supervision alone cannot ensure
sound banking. Also required are solid corporate governance and market discipline. So
these are the second and third rules. They mean that governments must have the polit-
ical will to convince shareholders that they will be held responsible for their banks and
persuade all stakeholders in the financial system that banks can fail and that they will
be allowed to do so.

The three proactive strategies that are crucial for the health of Latin American
banking systems are: (i) strong and independent bank supervision to make regula-
tion work, (ii) powerful corporate governance to strengthen banks from within, and
(iii) proper disclosure to improve market surveillance.

Bonk Supervision

Effective financial supervision requires strong and independent supervisors, shielded
from political pressures by means of a clear mandate, legal protection, and the politi-
cal support needed to do their job. The Basel Core Banking Principles begin by stating
the importance of "operational independence" for banking supervisors in all countries
of the world. This is a complex notion, and the nuances that country-specific circum-
stances may bring to the problem are as varied as each country's historical, political, and
cultural realities. When trying to determine whether supervisors are independent or
not it is easy to identify the clear-cut black-and-white cases; what is more difficult is
to separate out the "more independent" from the "not so independent" in the varying
tones of gray in between.
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Making supervisors more independent requires, first of all, a helpful legal
framework. Bank supervisors are increasingly called upon to exercise judgment and to
be proactive, rather than to just passively apply predetermined rules. Therefore, their
mandate must be clearly spelled out in law so that supervisors are accountable, can pro-
tect citizens from bureaucratic abuse and protect themselves from harassment from
vested interests. The specifics of their working environment will indicate whether a par-
ticular team of supervisors is able to enforce decisions in such a fair and timely fashion
so as to promote sound banking. Can supervisors work without fear of dismissal for
merely doing their job? Do their contracts span pre-specified time periods? Is their re-
moval by an incoming administration prohibited? Is their agency budget relatively se-
cure and autonomous of fluctuating political circumstances? To strengthen their au-
thority, clearly-defined supervisory powers and rules that also protect their staff from
improper political influence are needed. Without such powers and rules, bankers will
not respect supervisors. If supervisors lack the authority to enforce laws, levy fines, and
(responsibly) take people to court, it will be impossible to persuade bankers to follow
the rules.

However, independence has to go hand-in-hand with accountability. Regula-
tors need to be accountable both to the executive and legislative branches of govern-
ment, because social checks and balances rest on accountability. How well the system
of checks and balances actually works in practice depends on the strength of demo-
cratic institutions and the overall transparency of public decision-making. Strengthen-
ing democratic governance, therefore, works in tandem with enhancing accountability.

Corporate Governance

Improving corporate governance is the path to strengthening banks from within. The
private sector must become a powerful ally in the quest for banking safety and sound-
ness. This is especially important in Latin America, where many banks are either closely
held by individuals or families and run by submissive boards and managers, or are
owned by the government and run by political appointees prone to caving in under po-
litical pressure. In such instances, it may be hard to protect minority shareholder rights.
The board of directors may be simply a rubber-stamping body with internal controls
more of a ritual than an effective check on managers. Latin American experience has
shown how weak corporate governance in all of these institutions results in poor lend-
ing practices, loan concentration, connected lending, significant term mismatch or cur-
rency mismatch, careless collateral management, and poor loan recovery. Poor risk
management obscures the vision of directors and managers. Ineffective internal con-
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trols can just serve to conceal problems, while poor disclosure rules may block investor
access to timely and reliable information. Even the best of regulatory practices is inef-
fective where corporate governance is weak.

Corporate governance improves when laws and regulations clearly define the
responsibilities and liability of directors, and establish mechanisms for making them
accountable. Boards of directors must take responsibility for bank decisions, spell out
bank policies and make sure they are adhered to. Dealing head-on with conflicts of in-
terest and making controlling shareholders, directors, and managers fully accountable
leads to stronger banks that operate under more prudent policies. And effectively pro-
tecting the rights of outside investors and minority shareholders helps these to moni-
tor bank activities.

Implementing proper rules of corporate governance can be difficult, especially
in countries where bank failures usually end up in criminal proceedings. First, supervi-
sors must have real powers to force banks to remove incompetent managers and direc-
tors, along with irresponsible or uncooperative shareholders. When asked, supervisors
often say that one of the single most effective steps towards resolving a bank's problems
is replacing its managers and board of directors. They ranked this a higher priority even
than stripping shareholders of their control over banks (Financial Stability Institute,
2000). If supervisors suspect fraud, they must be able to make their case and bring
wrongdoers before the courts. Independent and well-qualified judges are also needed in
such cases. So efforts to strengthen Latin American judicial systems at the same time
help to modernize financial regulatory systems. Where supervisors lack the power to re-
move managers and directors, no one will take any notice of them. Still, once again,
they must exercise their authority prudently, and be able to distinguish between poor
business decisions, negligence and non-compliance by banks with their own risk-
management policies. To do this well and to have standing in the banking community,
supervisors must know as much as bankers do about banking and have a clear under-
standing of the inner workings of any particular troubled bank.

Disclosure

In market surveillance, the crucial word is disclosure. As to the key questions what
should be disclosed and when, the answer is the timely disclose of all relevant infor-
mation about a bank's asset quality, risk exposure, profitability, and net worth. How-
ever, if the aim is to rein in connected lending and weak corporate governance, we need
to go further. Market actors need to be informed about beneficial ownership in banks.
They need to know who the real stakeholders and the real decision makers are, and to
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be able to access bank risk-management policies. In countries where connected loans
are allowed, market actors must be informed about the amount of each loan and its
performance. Reliable risk-focused external auditor reports need be made public. Rules
for compliance and disclosure for government-owned banks must be the same as those
for private banks, and public-sector banks should not be given an unfair competitive
advantages or be in any way shielded from the public eye.

External ratings undertaken by credible and accountable rating agencies help
the market to monitor bank risk. In Latin America, however, the ratings industry is
weak and capital markets are underdeveloped, so there is little incentive for companies
to submit to being rated. Furthermore, conflicts of interest can bias ratings, since exist-
ing regulations do not provide adequate oversight of ratings agencies. The ability of ex-
ternal rating agencies to play this role is therefore reduced. Perhaps a more immediately
useful step is to develop indicators on market perception of bank risk. Sophisticated
depositors know well enough what it means when a bank begins to pay well over mar-
ket rates. The more skilled they become in responding to such signals, the lower the
cost of bank failure is likely to be. So regulators can enhance such signaling devices,
both from the deposit and inter-bank markets, to communicate market perceptions of
bank risk. Subordinated debt indicators, however, are not useful in most Latin Ameri-
can countries, because capital markets are so poorly developed.

Credit Crunch and the Risks to Long-term Financial Stability

What is the definition of a credit crunch, a term one often hears during times of eco-
nomic distress? A credit crunch can be defined as a situation in which the supply of
credit is restricted below the range usually identified with prevailing market interest
rates and the profitability of investment projects. The key factors leading to a credit
crunch can thus be divided into two broad categories: external factors (mainly stem-
ming from sudden interruptions in capital inflows) and domestic factors (mainly asso-
ciated with the regulatory framework and policy responses by governments). Concern
about credit crunch surfaces at times of economic distress and can hinder business de-
velopment and create social tensions.

Today's scarce and costly credit in Latin America is due in part to the decline
in capital flows to the region. Paradoxically, it is the unfortunate by-product of efforts
to enhance bank regulations and push for a stronger banking system and better qual-
ity assets. As banks become more risk averse, they pull back sharply on credit extended
to those borrowers deemed less creditworthy. Prudential regulations thus exert a pro-
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cyclical influence, deepening crises when a country suffers a shock. This is especially
noticeable in markets where foreign banks are significant players and the proportion of
banks operating under the new rules rises abruptly. Because large international banks
are often better managed and more widely diversified, they exert a positive influence
on domestic financial markets by introducing competition and making the financial
system more efficient, less vulnerable to pressures from government and more able to
deal with a crisis. However, their presence also changes credit allocation. Foreign banks
tend to be much more risk-averse than their domestic competitors in Latin America,
so less credit-worthy borrowers now find it more difficult to get loans.

Bolivia's recent credit crunch problem illustrates the point (Jemio, 2001). From
1997 to 1999, Bolivia suffered a double external shock, Brazil underwent a currency cri-
sis and prices for Bolivia's main exports (zinc, gold and soybeans) declined sharply. The
credit boom of 1997-98 thus turned into a credit crunch in 1999, and this persisted
into 2000. A decline in deposits and capital outflows only partly explain the crunch; the
full story requires a look at microeconomic factors. First, banks increased liquidity in
response to a crisis environment. Second, stricter loan classification and provisioning
rules, coupled with deteriorating borrower repayment capacity, made banks extra cau-
tious about granting new loans, and as loan quality deteriorated higher provisioning
requirements began to absorb an increasing proportion of bank resources. Third, new
rules on credit risk assessment meant that greater importance was placed on cash flow
than on collateral. Although these are good rules, they slowed the granting of new loans
since in times of crisis corporate cash flows become more volatile, making borrowers less
creditworthy. Fourth, risk-weighted capital adequacy rules induced banks wishing to
show stronger capital positions to restrict lending and invest in risk-free government
bonds. Fifth, foreign banks assumed a greater preponderance in Bolivian banking. For-
eign banks use global rather than domestic parameters to manage risk exposure so, in
response to the Brazilian crisis, headquarters directed their Bolivian operators to reduce
market share in Bolivia and thus lower their exposure to Latin American risk.

The process of modernizing banking systems in Latin America, then, has real-
located credit flows. This not only has a direct social cost, but also carries with it the
risk that government may react by imposing directed lending rules or credit amnesties.
Such obsolete policies have fallen into disuse in recent years, but politicians may be
tempted to resurrect them. This is an especially real danger in countries where populist
policies are on the rise and political leaders are emerging who are ideologically biased
against the banking industry. So besides a direct social cost, a credit crunch that befalls
a country going through a transition to new rules and more competition in the bank-
ing sector carries with it the danger of a political backlash against prudent supervision.
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At issue is not the entry of foreign banks or the region's need for prudential regulation.
Foreign banks exert a positive influence in the markets and they are here to stay, pro-
vided that there is an enabling business climate and government policies allow for rea-
sonable profits. Prudential regulations must not only be kept but strengthened, and
strictly enforced. However, the impact of these new forces on domestic financial systems
in the region can and should be moderated. This can be done in a number of ways.

First, governments can establish laws to improve the protection of creditors'
rights. This may help banks mitigate risks, so encouraging them to lend more. New
laws are needed to ease the use and appropriation of bank collateral, free parties to fix
terms and conditions of credit contracts, set up bankruptcy rules that effectively pro-
tect company assets from insiders, and define more narrowly the circumstances under
which companies can declare reorganization or bankruptcy. The possibility of amnesty
must simply be removed from the political agenda. This may go against the wishes of
strong political constituencies and spark emotional or ideological responses, but it is
necessary if banking systems are to be strengthened. Informal markets in Latin Amer-
ica are free and competitive, and usurers can freely foreclose collateral. If governments
want to expand the scope for efficient financial intermediation and channel credit to
wider segments of the population at lower cost, then creditors in the formal segment
of our economies must also have full rights.

Second, a strong second-tier of public sector financial institutions can be de-
veloped to make funds flow more efficiently to people who are underserved. Strong
microfmance institutions and well-designed financial services for rural and urban
small and medium-sized firms and individuals would fill important gaps in our econ-
omies and help put the brakes on political initiatives to establish mandatory portfolio
rules.

Third, prudential regulation can be made less pro-cyclical, something that is
especially important in Latin America's volatile shock-prone economies. International
agency discussions on capital adequacy and provisioning rules should include topics
such as cycles, shocks and their transmission to the banking sector. These need to take
into account the challenges facing those countries that are just beginning to implement
prudential rules as they come out of systemic crises, a stage at which they are also more
susceptible to external shocks. Under current world economic conditions, this is par-
ticularly relevant.

Risk valuation and provisioning requirements are especially critical. The push
to comply with stricter capital requirements gives banks an incentive to invest in gov-
ernment bonds that appear, in some countries, to be low or no-risk and are classified as
zero-risk assets. However, they carry market risk, as the extreme volatility of the sec-
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124 RUTH DE KRIVOY

ondary market for emerging market sovereign debt clearly demonstrates. Their price is
also subject to political risk. Cash-strapped governments in many countries easily get
away with shirking their debt obligations to domestic banks. When governments run
deficits, they like to raise funds by inducing banks to invest in government bonds, even
though that may crowd out the private sector. In being overexposed to government
debt, banks remain extremely vulnerable, even if capital ratios make them look good on
the surface. Fiscal discipline is a precondition for prudential regulation aimed at reduc-
ing bank exposure to government debt. Reckless governments will not even consider
such regulatory reforms.

Provisioning requirements are pro-cyclical since higher provisions are called
when an economy goes down and non performing loans rise. This is especially signifi-
cant in volatile economies. Dynamic provisioning might help solve this problem. Fur-
thermore, provisioning requirements are usually backward looking. They are based on
past performance of loans and fail properly to take into account forward-looking cri-
teria, such as exposure to exchange rate risk. Latin American countries have signifi-
cantly increased regulatory capital requirements and, throughout the region, capital ra-
tios are significantly above the minimum. However, adoption of proper provisioning
rules is less universal and less well-known. Latin American regulators, multilateral in-
stitutions, and international standard-setting bodies (in particular the Basel Commit-
tee on Banking Supervision) need to join forces to conduct research on the potential
combined effects of capital adequacy rules, generic and specific loan-loss provisions, tax
treatment of such provisions, and rules protecting minority bank shareholders in post-
crisis volatile economies.

The challenge, then, for Latin America and emerging markets more generally,
is to achieve two seemingly contradictory objectives: more lending and greater prudence.
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MARKET DISCIPLINE
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N CHAPTER 6

Japanese Financial Deregulation
and Market Discipline

Mitsuhiro Fukao

A consequence of prolonged economic weakness and declining asset prices in the
1990s, the Japanese financial sector confronted an enormous problem of bad loans.
When a few financial institutions failed in 1996, the Deposit Insurance Law was
amended to allow the Deposit Insurance Corporation (DIG) to protect fully all de-
posits up until March 2001. In spite of this uncommonly extensive protection of de-
posits, public concern about the soundness of the financial system became intense after
the successive failures of Sanyo Securities, Hokkaido Takushoku Bank, and Yamaichi
Securities inlate 1997.

Depositors and investors in bank debentures issued by the long-term credit
banks imposed some market discipline. There was a run on the deposits of banks with
low credit ratings because depositors feared that they would be unable to withdraw
their deposits quickly if the banks were closed. The Long-term Credit Bank (LTCB)
and the Nippon Credit Bank (NCB) faced a rush to redeem their debentures early be-
cause these were not covered explicitly by the deposit insurance system. Stock prices of
weaker banks fell sharply and caused mild bank runs in some cases.

In view of the severity of the problem, the government and politicians finally
moved. The government puts up 30 trillion yen of public money to pay for the pro-
tection of depositors, injects capital into weak banks, and achieves the resolution of
failed financial institutions. An initial capital injection of 1.8 trillion yen into major
banks in the spring of 1998 was too small relative to the size of the problem. In the
summer of 1998, the stock price of the LTCB fell sharply, when Sumitomo Trust and
Banking effectively refused a merger with the LTCB. In October 1998, in this dis-
turbed climate just before the LTCB went bankrupt, the Financial Revitalization Act
and the Bank Recapitalization Act were enacted.

Under the Bank Recapitalization Act, 7.5 trillion yen in capital was injected
into 15 major banks at the end of March 1999. Unlike the previous year's attempt, the
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130 MITSUHIRO FUKAO

program was better designed and succeeded in eliminating the persistent 'Japan pre-
mium' that emerged in late 1997. The gradual recovery of the Japanese economy and
the announcements of large mergers amongst major banks also created public alarm
about the financial system.

Although the banks issued large quantities of preferred shares to the govern-
ment, thus diluting the ownership of existing shareholders, there was no public outcry.
Despite the near collapse of the major banks, the shareholder meetings that approved
the issuance of preferred shares to the government were all calm. No major sharehold-
ers objected, mainly because the management of the major banks was well protected by
extensive cross shareholdings with friendly life insurance and industrial companies.
While healthy industrial companies sold badly performing bank shares, weaker com-
panies bought bank shares so as to be protected by the banks. As we shall see, the cor-
porate governance structure of major Japanese life insurance companies is weak be-
cause they are organized as mutual companies in which representative policyholders are
effectively chosen by management.

The Japanese financial system still faces a number of problems. Firstly, since
the bursting of the bubble, its profit margins are too small to cover the increased de-
fault risk. Many firms have not overcome their debt overhang and survive only with
the help of their banks. Banks have not succeeded in increasing their lending margins
under strong competitive pressure from government-backed financial institutions.
They are also facing strong pressures from the Financial Services Authority (FSA) to in-
crease lending to small and medium-sized firms. This is because banks are obliged to
increase such lending as a condition for the government's 1999 capital injection. As a
result, banks cannot raise capital by promising a good return to investors. To allow the
capital market to function as the source of the recapitalization of the Japanese banking
sector, it is necessary to remove market distortions created by the government-backed
financial institutions and FSA requirements on new lending to small and medium-
sized companies. Only strong market discipline on banks exerted by shareholders will
allow to overcome the bad loan problem.

Secondly, banks still have excessive stock investments. Although their balance
sheets as of the end of March 2002 showed they had 30.2 trillion yen in capital, this
figure is inflated by 10.7 trillion yen in deferred tax assets (present value of future tax
shelter) and 7.2 trillion yen from the government's capital injection. Since the banks
have committed themselves to repaying the capital injection, the remaining net capital
is only 12.3 trillion yen. Their permanent capital is small compared to their stock port-
folio of 31.3 trillion yen and the 67.8 trillion yen in problem loans. The cross-holdings
of shares between banks and other companies need to be unwound because of their
negative implications for market discipline.
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Thirdly, the government guarantee of most banking sector liabilities has yet to
be removed. Deposit protection has weakened market discipline. As soon as the finan-
cial system is stabilized, risk-adjusted deposit insurance premiums have to be introduced
so as to strengthen market discipline on banks. Also, the scale of the huge postal savings
system fully guaranteed by the government has to be taken into account. In order to re-
move the market distortion introduced by the postal savings system and to achieve a
level playing field among financial institutions, this system has to be privatized.

Finally, the life insurance sector has yet to be stabilized, its weakness exempli-
fied by the failure of Chiyoda Life and Kyoei Life in 2000. In the 1980s and early
1990s, life insurance companies promised high minimum returns on their long-lasting
life insurance and annuity policies. Since the duration of their assets and liabilities were
not matched, life insurers faced an enormous negative yield gap when Japan experi-
enced very low nominal interest rates in the late 1990s. Life insurance policies are an
important savings instrument in Japan, i.e., the sector controls about 160 trillion yen
in assets. Moreover, banks provided subordinated credit and surplus notes to mutual
life insurance companies that amounted to 2.3 trillion yen as of the end of March
2000. On the other hand, life insurance companies provided 6.7 trillion yen in subor-
dinated credit to the banks and own 7.7 trillion yen in bank stock. Given this double
gearing between the life insurance companies and the banks, the systemic risk of Japa-
nese financial system remains high and capital markets do not provide proper discipline
over the management of banks.

The Real Estate Bubble and the Financial Crisis

In this section, we briefly review what happened with the asset price bubble and its
consequences for the financial crisis of the 1990s.

Origins of the Problem

To examine the origins of the Japanese financial crisis we first require a brief review of
the magnitude of the 1980s asset price bubble. From the early 1950s to the early 1980s,
the market value of the stocks on the Tokyo Stock Exchange 1st as a ratio to nominal
GDP had been between 20 and 40 percent (Figure 6.1). However, stock prices started
to rise in the mid-1980s, with the ratio reaching 140 percent by the end of 1989. After
the bursting of the bubble, the ratio fell to the 50-80 percent range. In relation to the
evolution of nominal GDP, residential land prices almost doubled in the second half of
the 1980s and commercial land prices tripled (Figure 6.2). After the bubble, the fall in
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the commercial land price index was extremely sharp, dropping to less than 20 percent
of its peak level relative to nominal GDP.

The asset price bubble was created by the following three factors: loose mon-
etary policy, tax distortions, and financial deregulation.1 Asset price inflation often oc-
curs in countries that exhibit these three factors. The Japanese case was not a singular
phenomenon. Yet the size of the asset price bubble in Japan was enormous and the im-
pact of its bursting extremely severe.

In the late 1980s, Japanese monetary policy was clearly too loose. Policy mak-
ers put too much emphasis on stabilizing the appreciating yen and too little on stabi-
lizing asset price inflation and overheating. The Bank of Japan (BoJ) tried to tighten
monetary policy in late 1987 to counter overheating and rising asset prices. However,
the October fall in stock prices on "Black Monday" in the United States thwarted this.
The Bank did not raise its discount rate until May 1989, thus failing to stop asset price
inflation at an early stage. Stock prices defied the intention of the BoJ and continued
to rise until the end of 1989. Land prices peaked in early 1990. Had the Bank acted in
late 1987 or early 1988, it could have alleviated the asset price deflation of the 1990s.

Until the bubble burst, the Japanese tax system encouraged debt financed real-
estate investment. Since tax distortions on real-estate investment cover a wide spec-
trum, only two major factors are illustrated here:

1. The marginal rate of inheritance tax was very high in Japan. It was 75 per-
cent over 500 million yen until 1988 and it is still 70 percent over 2 billion
yen. However, the appraisal of land for taxation purposes used to be about
one-half of the market value and the debt was considered at face value dur-
ing the bubble period. As a result, wealthy individuals borrowed money to
buy land so as to reduce exposure to inheritance tax.

2. Capital gains on land are not taxed until the time of its sale, and interest
rate payments can be deducted from taxable income for companies and in-
dividuals investing in condominiums and offices. Moreover, the effective
property tax rate on land was very low (about 0.1 percent of the market
value) until the early 1990s. As a result, a large number of real estate in-
vestments were carried out for tax planning purposes.

1 See Shigemi (1995) and the Bank for International Settlements (1993) for the causes of asset price inflation in major
countries.
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As far as financial deregulation is concerned, the financial system in Japan
was liberalized very gradually. The driving forces were the massive issuance of gov-
ernment bonds in the late 1970s and the increasing internationalization of financial
markets. Ceilings on bank deposit interest rates were liberalized gradually from large-
denomination to smaller ones from 1985 to 1994. Restrictions on the issuance of cor-
porate bonds were gradually liberalized during the 1980s. As a result, large listed com-
panies, which are the traditional customers of Japanese banks, gradually shifted their
funding from banks to the capital market. Banks thus faced the prospect of a profit
squeeze due to rising funding costs and a declining customer base.

In view of the declining rents from traditional business on retail deposit-tak-
ing and commercial lending to large firms, banks tried to increase their middle-market
business. Most thus started to increase real estate lending. In expanding such lending,
they relied exclusively on collateral and paid little attention to the cash flow of the un-
derlying business. This was so because the nominal land price in Japan had been on a
rising trend ever since the end of World War II, and the pace of land price inflation
was on average higher than government bond interest rates. This gave rise to a general
perception among bankers that they could always avoid loan losses as long as loans were
secured by real estate. This was certainly true until the bubble burst in the 1990s. Many
banks solicited loans to customers by providing information on real estate investment
opportunities. During the bubble period, even an ordinary salaried worker living in
Tokyo could easily borrow up to 100 million yen for any purpose at long-term prime
rate if his house was used as collateral. Thus, financial liberalization created a perfect
environment for the asset price bubble since, in the 1980s, firms and households could
easily acquire real estate with borrowed money.

Financial intermediation by the banks expanded significantly in the 1980s.
The ratio of bank lending to GDP rose from 70 percent in the late 1970s to 108 per-
cent by 1990 (Figure 6.3). The composition of the loan portfolio of Japanese banks also
changed dramatically. The share of the manufacturing sector in their loan portfolio de-
clined from 25 percent in 1977 to less than 15 percent by the end of 1980s. On the
other hand, the share of loans to real estate and finance companies rose sharply over
the same period. Since lending to finance companies, such as jusen (housing loan com-
panies), was often on-lent to real estate investment, the involvement of banks in real
estate-related lending became very large in the 1980s.

The Slow-moving Financial Crisis (1991-96)

Reflecting the successive tightening of monetary policy from May 1989 until February
1991, stock and real estate prices started to decline rapidly. The ratio of land prices to

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



F
ig

u
re

 6
.3

. 
I 

Lo
an

s 
a
n

d
 D

is
co

un
ts

 O
u
ts

ta
n
d
in

g
 b

y
 T

yp
e 

o
f F

in
an

ci
al

 In
st

itu
tio

n
I 

(P
er

ce
nt

 o
f n

om
in

al
 G

D
P)

So
ur

ce
: 

B
an

k 
uf

 ja
pa

n 
C

D
-R

O
M

, 
20

00
.

N
ot

es
:

1.
 D

om
es

tic
al

ly
 li

ce
ns

ed
 b

an
ks

: 
ba

nj
ki

ng
 a

cc
ou

nt
s 

of
 d

om
es

tic
al

ly
 l

ic
en

se
d 

ba
nk

s 
+
 tr

u
st

 a
cc

ou
nt

s 
of

 d
om

es
tic

al
ly

 li
ce

ns
ed

 b
an

ks
. 
P

rio
r 

to
 t

he
 I

 s
t q

u
a
rt
e
r 

of
 1

97
7,

 b
an

ki
ng

ac
co

un
ts

 o
f 
fo

rm
e
r 

m
em

be
r 

ba
nk

s 
of

 th
e

 F
ed

er
at

io
n 

of
 B

an
ke

rs
 A

ss
oc

ia
tio

n 
of

 J
ap

an
 +

 a
cc

ou
nt

s 
of

 S
ou

go
 b

an
ks

. 
P

rio
r 

to
 t

he
 3

rd
 q

ua
rt
er

 o
f 

19
93

, 
ba

nk
in

g 
ac

co
un

ts
 o

f
m

em
be

r 
ba

nk
s 

of
 th

e
 F

ed
er

at
io

n
 o

f 
B

an
ke

rs
 A

ss
oc

ia
tio

n
 o

f J
ap

an
 (
do

m
es

tic
 a

cc
ou

nt
s)

 +
 tr

u
st

 a
cc

ou
nt

s 
of

 m
em

be
r 

ba
nk

s 
of

 th
e
 F

ed
er

at
io

n
 o

f 
B

an
ke

rs
 A

ss
oc

ia
tio

n
 o

f J
ap

an
.

2.
 P

rio
r 

to
 t

he
 4

th
 q

ua
rt
er

 o
f 

19
91

, b
as

ed
 o

n
 2

7
 c

om
pa

ni
es

 b
as

is
; f

ro
m

 th
e

 I
 st

 q
ua

rt
er

 1
99

2,
 b

as
ed

 o
n

 a
ll 

in
su

ra
nc

e 
co

m
pa

ni
es

 b
as

is
; S

ou
rc

e:
 T

o
ta

l 
Li

fe
 I

ns
ur

an
ce

A
ss

oc
ia

tio
n 

of
 J

ap
an

.
3.

 D
om

es
tic

al
ly

 li
ce

ns
ed

 b
an

ks
. 

Li
fe

 in
su

ra
nc

e 
co

m
pa

ni
es

 a
nd

 S
hi

nk
in

 b
an

ks
 =

 d
at

a 
un

til
 4

th
 q

ua
rt
er

 1
97

9 
=

 6
8S

N
A

 b
as

is
, d

at
a 

fr
o
m

 1
st

 q
ua

rt
er

 1
98

0 
=

 9
3S

N
A

 b
as

is
.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



JAPANESE FINANCIAL DEREGULATION AND MARKET DISCIPLINE I 37

the nominal GDP index fell twice in the past 30 years (see Figure 6.2). When this hap-
pened in the early 1970s, nominal land prices did not decline much (the fall was caused
by a sharp rise in inflation of goods and services). However in the 1990s, the decline
came about because of the fall in nominal land prices. This contrast is significant in
evaluating the fall-out from the bursting of the bubble. In the 1970s, investors who
bought land with borrowed money could repay their debt; in the 1990s, they could not.

At first, bankers and bank supervisors thought that the fall in land prices
would be temporary. They expected that by waiting for the economy to grow, banks
would eventually recover most of their bad loans. However, the wait-and-see strategy
did not work and real estate prices continued to fall. The understatement of bad loans
by some banks involved falsification of financial statements. Since the falsification of
statements for listed companies carries stiff criminal penalties, the managers of banks
with large bad loans faced a difficult choice: covering up the extent of their problem to
keep their banks open or facing a run on their banks by disclosing the real situation.
They chose the first option. Apparently, until early 1997, bank supervisors actively
connived in this choice.

Reflecting their increasing loan losses and declining stock prices, the banks saw
their credit rating decline sharply. In the mid-1980s, Japanese banks enjoyed the very
highest credit ratings with regulated interest rates and huge unrealized capital gains in
their equity portfolio. However, financial deregulation and asset-price deflation com-
pletely transformed this. By 1992, Japanese banks had the lowest average credit rating
of all major countries.

Against this dire background, both the Ministry of Finance (MoF) and the BoJ
denied the severity of the bad-loan problem and collaborated in delaying the costly
resolution of insolvent financial institutions. There were several reasons for their slow
response.

• A number of large financial institutions were either insolvent or severely
undercapitalized.

• In order to resolve the crisis, public money was necessary. However, using tax-
payers' money was not a popular option.

• Top officials at the MoF's Banking Bureau rotate every few years. As a result,
there was a strong incentive to postpone resolution of such politically thorny
problems.

An important factor in this context was the mismanagement of the jusen cri-
sis. Jusen companies are nonbank financial institutions that are affiliates of groups of
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banks. Jusen started business as housing loan companies, but their development was
limited by two factors. Firstly, the Japan Housing Loan Corporation, a governmental
company, provided subsidized loans with prime collateral. Then, parent banks also
started to provide housing loans in the late 1970s. As a result, the jusen companies were
gradually marginalized in the housing loan market. In the 1980s, jusen companies
started to shift their business into more risky real estate loans. They often took second
rate collateral to make high-risk loans.

With the bursting of the bubble, jusen companies swiftly became insolvent.
This became obvious to related parties by 1992 and 1993, but parent banks and MoF
officials decided to wait for a recovery of real estate prices. By 1995, the fate of the
jusen became a serious political problem. Since they financed their real estate loans with
borrowed money from small agricultural credit unions, the failure of jusen companies
brought with it the failure of a number of these credit unions. Since agricultural credit
unions represented an influential lobby in the Diet, politicians mounted strong pres-
sures on the MoF to resolve the jusen crisis without causing the collapse of agricultural
credit unions. As a result, 680 billion yen of public money was used to cover part of
the credit unions' losses, without any bankruptcy procedures taking place or their man-
agers being asked to take responsibility. Seven of the eight jusen companies were liqui-
dated and most of the losses were borne by parent banks. However, public opinion was
highly critical at the skewed resolution of the jusen problem by the MoF and politi-
cians, making it politically impossible to discuss further use of public: money to resolve
the financial crisis. As a result, the problem was not addressed.

Market participants were well aware of Japan's problem. As the asset price de-
flation continued, the funding costs for Japanese banks started to increase relative to
European and American banks, due to rising perceptions of credit-risk. Even the most
solid banks found that they had to pay a risk premium (the so-called "Japan premium")
on their inter-bank borrowing (Figure 6.4).

The Japanese Financial Crisis since 1997

In November 1997, the failure of Sanyo Securities, Hokkaido Takushoku Bank and
Yamaichi Securities sharply increased financial instability. These events generated a
severe credit crunch in the Japanese financial market, inducing an extremely serious re-
cession. What were the causes of this enormous problem for Japan? Two factors stand
out: the first being the stock market crash and the bursting of the real estate market
bubble in the 1990s, and the second the collapse in confidence in the accounting and
auditing system.
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Figure 6.4. 1 Japan Premium (3-month Tibor-Libor)
I (In percent)

Source: QUICK.

The actual amount of bad loans uncovered at failed financial institutions was
far larger than previously published. The Hokkaido Takushoku Bank was forced into
bankruptcy, even though it had posted profits and paid dividends for the year to March
1997. Financial statements for that year showed 3 billion yen in capital; inspections
after the failure found a negative equity of 1.2 trillion yen as of March 31, 1998. This
indicates window-dressing of almost 1.5 trillion yen. Likewise, Yamaichi Securities was
hiding 260 billion yen of losses on securities investments (more than one-half of its
equity capital), which neither MoF inspections nor BoJ examinations had reportedly
been able to uncover.

Depositors and investors in the bank debentures issued by long-term credit

banks imposed some market discipline. Deposits were withdrawn from banks with low

credit ratings because depositors feared that they would not be able to withdraw de-
posits quickly if the banks were closed. The LTCB and the Nippon Credit Bank also

faced rapid early redemption of their debentures in 1997, because these were not cov-

ered explicitly by the deposit insurance system. Stock prices of weaker banks fell

sharply and caused mild bank runs in some cases (Figure 6.5).
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Such failures exacerbated suspicions, both in Japan and abroad, regarding the
financial statements and regulatory supervision of Japanese financial institutions. It was
this mistrust in banks' financial statements that caused the Japan premium to widen,
blocked the domestic call market (which is used for short-term inter-bank loans), and
multiplied the number of cash-strapped financial institutions turning to the BoJ for
loans. Japanese financial markets thus experienced a kind of credit crunch because of the
rash of failures, declining asset prices, and growing mistrust in financial statements and
the regulators. This credit crunch in turn cut into corporate investment and hiring, in-
creased bankruptcy rates, and cut into consumption and housing investments as work-
ers feared for their jobs. This turned into a vicious circle as it led to further contraction
of credit. In other words, unreliable financial statements became a serious impediment
to the functioning of a market economy (Figure 6.6).

The downturn was somewhat abated by the emergency economic package an-
nounced by the Liberal Democratic Party and the MoF at the end of 1997. The gov-
ernment prepared to inject 13 trillion yen to boost the capital of solvent banks and 17
trillion yen to protect the depositors of failed banks. If the MoF had used the fund ef-
fectively and forced banks to write off their bad loans, public confidence in the finan-
cial institutions and oversight could have been restored. However, most of the money
was left unused. A mere 1.8 trillion yen of the 13 trillion yen had been injected into
21 large banks by the end of March 1998, and there had been no exhaustive examina-
tion or comprehensive clean-up of bank balance sheets.

The failure of the capital injection only became apparent a few months later.
In the summer of 1998, the stock price of the LTCB fell sharply when Sumitomo Trust
and Banking refused a merger with it. The LTCB was a big bank with 26.2 trillion yen
in assets as of March 1998. In October 1998, just before the LTCB went bankrupt, the
Financial Revitalization Act and the Bank Recapitalization Act were enacted. This time,
the government prepared to spend 60 trillion yen, about 12 percent of GDP. The Bank
Recapitalization Act involved 25 trillion yen as a capital injection into solvent banks,
whilst the Financial Revitalization Act readied 18 trillion yen for the resolution of fail-
ing banks, for capital injections into rescued banks, bridge banks and the disposition
of bad loans, and a further 17 trillion yen depositor protection by the DIG (Fukao,
2000).

Under the Financial Revitalization Act, the LTCB and Nippon Credit Bank
were nationalized in October and December 1998. Under the Bank Recapitaliza-
tion Act, 7.5 trillion yen in capital was injected into 15 major banks at the end of
March 1999. Unlike the earlier attempt, this program was much better designed and
succeeded in eliminating the Japan premium. The gradual recovery of the Japanese
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economy and the announcements of large mergers among major banks also helped
calm public concerns about the financial system.

The total net cost of these measures will not be known for years to come, be-
cause the government may recover some of the costs through sales of bad loans and
bank stock. The gross cost of these operations from 1992 until the summer of 2000
was about 27 trillion yen and can be broken down as follows (Horie, 2001):

Cost of capital injection: 10 trillion yen
Cost of grant to buyers of failed institutions 13 trillion yen
Cost of purchasing bad loans 4 trillion yen.

The Evolving Japanese Deposit Insurance System

The Deposit Insurance Law established the DIG in 1971. Its initial role was to protect
depositors of failed financial institutions up to 1 million yen per person by direct pay-
out of insured deposits. The limits on coverage were gradually increased to 10 million
yen in 1986 and the DIC obtained new powers to assist mergers of failed institutions
with sound ones to help protect depositors. After few failures of small financial insti-
tutions in 1994 and 1995, the law was amended in 1996 to allow the DIC to protect
depositors fully beyond the normal 10 million yen limit as a temporary emergency
measure to last until March 2001. At the same time, the "general" deposit insurance
premium was raised from 1.2 basis points to 4.8, covering the cost of protection up to
the 10 million yen limit. In addition, a "special" deposit insurance premium of 3.6
basis points was introduced to cover the cost of protecting deposits beyond the 10 mil-
lion yen limit. At the end of 1997, the DIC obtained the power to purchase bad loans
from failing financial institutions when they collectively create a new bank.2 The bor-
rowing limit of the DIC from the BoJ and private financial institutions was also raised
from 1 trillion to 10 trillion yen.

In spite of full protection for all the deposits beyond the limit of normal cov-
erage, public concern about the soundness of the financial system became extremely in-
tense after the successive failures of Sanyo Securities, Hokkaido Takushoku Bank, and
Yamaichi Securities in late 1997. Depositors were unsure whether the DIC had enough
money to honor the government's commitment to protect all deposits.

2 Since this measure was likely to preserve weak financial institutions as a new bank under largely unchanged manage-
ment structure, this method of assistance was abolished in March 1999, following the assisted merger of Fukutoku Bank
and Naniwa Bank in October 1998.
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144 MITSUHIRO FUKAO

In October 1998, just before the LTCB went bankrupt and the Financial Re-
vitalization and Bank Recapitalization Acts were enacted, amendments were made to
the Deposit Insurance Law. As a result, the principle of the resolution of failed finan-
cial institutions was established and a new mechanism introduced for rehabilitating
solvent but undercapitalized ones. The DIG was to fulfil the following temporary roles:
to act as an administrator of failing institutions; to establish bridge banks to keep failed
institutions running; to own stock in temporarily nationalized institutions and to
choose directors for them; to purchase bad loans from financial institutions; and to pur-
chase shares of undercapitalized institutions to bolster their capital position.

In May 2000, the Deposit Insurance Law was again amended so as to facili-
tate a scheme for permanent resolution for failing banks, in view of the fact that the Fi-
nancial Revitalization Act and the Bank Recapitalization Act were due to expire at the
end of March 2001. With this amendment, the bridge bank scheme and the procedure
of systemic exception from the minimum cost principle became permanent features of
the system. The termination of full protection of deposits was postponed for one year
from the end of March 2001. In March 2002, the full protection of time deposits was
removed, but the government postponed the removal of protection on transectional de-
posits. A further 10 trillion yen was added to the 17 trillion yen fund for the protec-
tion of depositors. The government has pledged to remove full protection for deposits
in 2004, but it introduced the permanent protection for all zero-interest payment de-
posits at the end of 2002.

The Weak Japanese Banking System

Despite the fact that more than a decade has passed since the sharp decline of asset
prices in 1990 and some years since the acute financial crisis of 1998, Japan still faces
a problem of increasing bad loans within the context of a very fragile economy. It has
yet to stabilize the weakened life insurance sector, which produced the recent failures
of Chiyoda, Kyoei, and Tokyo Life Insurance. Life insurance policies are an important
savings instrument and the sector controls assets worth more than 200 trillion yen. Life
insurance companies promised high minimum returns on their long-lasting life insur-
ance and annuity policies in the 1980s and early 1990s. Since the duration of their as-
sets and liabilities did not match, they faced an enormous negative yield gap when
Japan experienced very low nominal interest rates in the late 1990s This problem is
not addressed in detail here; to do so would require a book rather than the section of
a chapter (Fukao and JCER, 2000b).
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The Situation of Bad Loans in Japan

Table 6.1 shows the historical data of problem loans in Japanese banks. Since disclosure
of bad loans improved gradually, the data are not consistent over the years. For example,
the definition of bad loans outstanding has been expanded twice and, as a result, the dis-
closed figures jumped up because of this discontinuity. Until FY 1995, only major banks
disclosed loan loss figures. Japanese banks lost 66 trillion yen due to bad loans between
March 1992 and March 2000 (13 percent of GDP in 2000). Nevertheless, they still have
more than 30 trillion yen in disclosed bad loans, about 6 percent of their loan portfolio.
According to the FSA, classified bank loans (not disclosed on an individual basis) totaled
some 63 trillion yen, slightly more than twice the disclosed bad loan figure.

Figure 6.7 shows that while the bad loan/total loan ratio has stabilized for city
banks, the ratio for first-tier and second-tier regional banks has increased rapidly. This
is partly due to the application of a tougher classification standard by FSA, but it also
reflects deteriorating loan quality among smaller financial institutions.

Figure 6.8 compares the bad loan situations in Japan and the United States.
While the U.S. bad loan/total loan ratio has declined from 3 percent in 1992 to 1 per-
cent in 1999, the corresponding Japanese ratio has risen from 2 percent to 6 percent.
The loan-loss reserve/bad loan ratio in the United States has been above 160 percent
since 1994, while in Japan it has been in the 40—60 percent range. We can thus see that
while the U.S. banking sector recovered quickly from its bad-loan problems in the early
1990s, the Japanese situation was deteriorating even after the capital injection by the
government in 1998.

The reason for this increasing quantity of bad loans without loan-loss reserves
has been the low profitability of Japanese banking sector. Since banks do not earn
enough profit to write off all their bad loans, they try to postpone recognition of losses
so as to show relatively positive capital positions. If they were to write off bad loans im-
mediately, most banks would be unable to comply with the BIS capital requirements
and might even reveal negative equity positions.

Bank Profitability

Table 6.2 shows the profit structure of the Japanese banking sector. The gross lending
margin (A), the difference between interest and dividend income received and interest
paid, was about 10 trillion yen in the 1990s. Other revenue (B), which includes fees,
dealing profits from fixed income securities and foreign exchange operations, was about
3.5 trillion yen from 1995 until 1998. However, these figures exaggerate the underlying
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Figure 6.7. I Bad Loan/Total Loan Ratios
I (In percent)

Source: Japan Center for Economic Research (March 2001).

profitability of such activities because bond prices rose sharply with falling interest
rates. The underlying profitability of other revenue was probably about 2.5 trillion yen.

On the other hand, operating costs have been declining over the past two years
because of the cost cutting measures taken by Japanese banks. Here again, it seems that
the recent pace of cost cutting will be difficult to maintain. Certainly, Japanese banks
may cut salaries and wages further by reducing employees and average compensation.
However, the computer systems of Japanese banks are outdated. Banks have not been

able to invest adequately in the system because they have been preoccupied with the
bad loan problems since early 1990s. In the retail banking sector, banks have been un-

able to compete with national convenience store chains in payment services because
they cannot rival the sophisticated POS (point of sales) terminals of convenience shops.
Since banks will have to invest heavily in information technology in the future, it will

be difficult for them to cut total operating costs further.

In light of these profit and cost figures, gross profits before loan losses are
taken into account are about 5 trillion yen. However, loan losses have exceeded gross

profits ever since FY 1993. Since FY 1994, loan losses have been 6 to 14 trillion yen.
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Figure 6.8. I Comparison of Bad Loan Situations in Japan
I and the United States

(In percent)

Source: Japan Center for Economic Research (March 2001).
Notes:
1. Japan: fiscal year, US: calendar year.
2. Figures after fiscal year 1997 do not include data of Hokkaido Takushoku Bank, Tokuyo City Bank, Kyoto Kyoei Bank, Naniwa
Bank, Fukutoku Bank, and Midori Bank.
3. Japanese bad loan ratio = Risk control loans/total loans. US bad loan ratio = (loans in arrears for more than 90 days + loans
that do not count accrued interest rates as asset + restructured loans)/total loans.

Compared with the outstanding loan portfolio of about 500 trillion yen during this pe-

riod, the loan loss rate has been 1.2 to 2.8 percent. In other words, the Japanese bank-

ing sector has not been able to earn enough profit to cover its loan losses. When they

reported profit at the bottom line, they realized capital gains on their stocks and real

estate with low book values.
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Table 6.2. 1 Profitability of Japanese Banking Sector
1 (trillion yen)

Financial Year 89 90 91 92 93 94 95 96 97 98 99 00

Lending margin (A) 7.5 7.1 8.9 9.8 9.2 9.7 10.8 10.7 10.0 9.6 9.7 9.4
Other revenue (B) 2.5 2.6 2.2 2.5 2.8 2.1 3.3 3.7 3.6 3.1 2.5 3.0
Operating costs (C) 6.6 7. 1 7.5 7.7 7.7 7.8 7.8 8.0 8.0 7.5 7.3 7. 1

Salaries and wages 3.5 3.7 3.9 4.0 4.0 4.0 4.0 4.0 4.0 3.6 3.5 3.4
Gross profit (D) =

(A) + (B) - (C) 3.3 2.6 3.5 4.5 4.3 4.0 6.3 6.4 5.6 5.2 4.9 5.3
Loan loss (E) 1.4 0.8 1.0 2.0 4.6 6.2 13.3 7.3 13.5 13.5 6.3 6.6
Net operating profit

(F) = (D)-(E) 1.9 1.8 2.5 2.5 -0.4 -2.2 -7.0 -1.0 -7.9 -8.3 -1.4 -1.3
Realized capital gains (G) 2.8 2.0 0.7 0.0 2.0 3.2 4.4 1 .2 3.6 1 .4 3.8 1 .4
Net profit = (F) + (G) 4.7 3.8 3.3 2.5 1 .7 1 .0 -2.6 0.2 -4.2 -6.9 2.3 0. 1

Asset 944 928 914 859 850 845 848 856 848 760 737 804
Outstanding loans

(domestic banks) 424 446 460 472 478 483 482 478 473 463 457

Source: Financial statements of all commercial banks.

Notes:
1 . Other revenue (B) includes all the other profit such as dealing profits and fees, but excludes realized capi-

tal gains of stocks and real estate.
2. Realized capital gains include gains of stocks and real estate.

Weak Capital Position of Japanese Banks

These flow figures for profits show that the capital position of Japanese banks has been
deteriorating. Because of Japanese accounting rules for banks and the leniency of the
regulators, the BIS capital ratios have been manipulated in many ways. Banks have fre-
quently used historical cost book keeping of equity portfolio, under-reserving against
bad loans, and using subordinated debt from friendly life insurance companies to raise
their BIS ratios. Consequently, most failed banks could maintain more than 8 percent

of BIS capital ratios right up to the moment they went bankrupt. Therefore, we have
tried to estimate simple leverage ratios of major banks and adjusted the simple core
capital (tier 1 capital) by taking account of unrealized capital gains and losses.

Table 6.3 shows the adjusted core capital/total asset ratios for major Japanese
banks since 1998. In estimating these, we added unrealized capital gains and loan-loss

reserves and subtracted the standardized estimated loan losses from disclosed bad loan

figures. This particular estimate of capital is used because this variable worked well in C
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Table 6.3. I Distribution of Adjusted Capital /Asset Ratio of Major
I Japanese Banks

Weighted NikkeiNumber of banks (%) 6

average 225
Total <-2 > - 2 & < 0 > 0 & < 2 > 2 & < 4 > 4 & < 6 (%) index

Mar98 19 2 6 8 3 0 0.93 16,527
Mar 99 17 0 2 10 5 0 2.07 15,837
Mar 00 17 0 0 4 9 4 3.48 20,337
SepOO 15 0 0 5 10 0 2.36 15,747
MarOI 15 I 0 8 6 0 1.83 12,883
SepOl 15 I 3 II 0 0 0.86 9,774

Source: Japan Center for Economic Research (March 2001).
Notes:
1. Adjusted capital = core capital + unrealized capital gains and losses + loan loss reserves - estimated loan

losses - deferred tax asset.
2. Estimated loan losses = 100% of defaulted loans + 70% of risk loans + 20% of doubtful loans + 1% of nor-

mal loans.
3. Adjusted capital / asset ratio = adjusted capital / gross assets.

predicting bank failures over a one-year time horizon with a regression model of vari-
ous financial indicators (Fukao and JCER, 2000a). According to this estimated distri-
bution of core capital/asset ratios of banks, the leverage ratio fell to 0.93 percent in
March 1998. According to this estimation, as many as eight banks had a negative eq-
uity position while only two banks were nationalized. The capital ratio recovered one
year later with the 7.5 trillion yen capital injection by the government. It recovered fur-
ther to 3.48 percent by March 2000 as stock prices recovered. However, it started to
fall as banks continued to lose money through bad loans and stock prices dropped. By
the end of February 2001, the capital ratio had fallen to 1.8 percent.

Table 6.3 shows that the capital position of banks is quite sensitive to varia-

tions in stock prices. Table 6.4 shows the capital structure of all the commercial banks.
In this table, the core capital (based on traditional historical cost accounting) is ad-

justed for unrealized capital gains on stocks, deferred tax assets, and the public capital

injection, but not adjusted for under-reserving from loan losses. Although banks show
capital of 35.2 trillion yen on their balance sheets, this figure is inflated by 8.2 trillion

yen in deferred tax assets (present value of future tax shelter) and the 7.5 trillion capi-

tal injection from the government. Since banks have committed themselves to repay-
ing the injected capital, the remaining net capital is only 25.6 trillion yen, even taking

into account the after-tax unrealized capital gains on their stock portfolio. This
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permanent capital is small compared with their stock portfolio of 54.5 trillion yen and
the 63.4 trillion yen in problem loans (see Table 6.4).

Because the market value of stocks held by banks is about twice their net cap-
ital account, a 10 percent fall in the stock price index wipes out 20 percent of their net
capital. In the late 1980s and early 1990s, unrealized capital gains (the difference be-
tween column A and B) were very large and they could withstand fluctuations in stock
prices. However, during the 1990s, banks increasingly realized these gains so as to show
paper profits to cover up huge loan losses. As a result, the unrealized capital gains were
already depleted when the Nikkei index fell below 15,000 in late 2000.

Causes of Unprofitable Banking Sector

The profit margins of Japanese banks were too small to cover the increased default risk
after the bursting of the bubble. Many firms have not overcome their debt overhang
and are surviving with the help of their banks. Banks have not managed to increase
their lending margins, faced by strong competition from government-backed financial
institutions. Moreover, under the terms and conditions of the March 1999 government
capital injection, banks were required to maintain and increase loans to small and
medium-sized firms. Consequently, banks often disregard the internal, model-based
required lending margin to make new loans to such companies. In the remainder of
this section, we will look into the effects of financial deregulation and the presence
of government-sponsored financial institutions on private banks' profit margins.

Effects of Deregulation

The average lending rate of Japanese banks was 2.1 percent in FY 1999. On the other
hand, the average funding cost was 0.3 percent and the average intermediation cost 1.3
percent. As a result, the lending spread was around 50 basis points. Since the average
credit rating of borrowers from banks is about BB level, the annual loan loss rate is well
over 1 percent per year. Although part of this negative profit margin is offset by other
revenues (such as dealing profit and fees from customers) banks were making losses
from lending business (see Table 6.2).

One of the reasons for this low lending spread is the overhang of deposit in-
terest rate control until early 1990s. When the government controlled deposit interest
rates, banks could easily make money from deposit taking. On average, banks could get
a 1.5 percent point margin between the average funding rate and the short-term money
market rate. The average lending rate was almost equal to short-term market rates. This
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Figure 6.9. I New Lending Rate and Short-term Market Rate
I (In percent)

Source: Estimated by Ikuko Fueda of Japan Center for Economic Research.

fact probably indicates that banks passed a part of the regulatory rent of interest rate
control on to borrowers. As the deposit rate control was phased out in the late 1980s
and early 1990s, banks tried to maintain profit margins by increasing the lending rate
relative to short-term market rates. Figure 6.9 shows that the average lending rate rose
relative to 3-month CD rates at the turn of the decade.

Figure 6.10 shows the lending margin broken down into regulatory rent,
which is the spread between the short-term market rate and the average funding cost,
and the true profit margin, or the spread between the average lending rate and the mar-
ket rate. This figure shows that banks only replaced their lost regulatory rent with the
pure profit margin and have been unsuccessful in increasing their traditionally thin
margins in a period of high growth with rising asset prices.

While banks have not raised their profit margins, borrowers are paying a
higher interest rate vis-a-vis the money market rate. Figure 6.11 shows the movements
in the average new lending rate, overnight call rate, and the GDP deflator inflation
rate. The gap between interest rates and the inflation rate is the real interest rate. Re-
flecting the BoJ's loose monetary policy, the real interest rate of call fell between 1991
and 1998. On the other hand, the real interest rate of new lending did not fall much
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154 MITSUHIRO FUKAO

Figure 6.10. I Decomposition of Lending Margins
I (In percent)

Source: Ikuko Fueda (2000). Financial Liberalization, Asset Bubble and Bank Behavior. In: M. Fukao and JCER (Ed). Empirical
Analysis of Financial Recession. Japan Economic Journal

because of the increasing gap between the new lending rate and the call rate. While the
opportunity cost of borrowing for large creditworthy companies is close to the call rate,
the cost for small and medium-sized companies is close to the new lending rate. There-
fore, smaller companies during the 1990s enjoyed less of the expansionary effects of
loose monetary policy than larger ones. This fact may have contributed to the relatively

weak recovery of the small business sector so far.

In Japanese financial markets, the scale of activity of government-sponsored fi-

nancial institutions (GSFIs) is extremely large. Table 6.5 shows the market share of pri-

vate banks and GSFIs at the end of year 2000. GSFIs have about one-quarter of the loan

market, one-third of the deposit market, and 40 percent of the life insurance market.

In the loan market, GSFIs make very long-term loans at about 2 percent in-
terest. They are especially dominant in the housing loan market, holding more than

half of outstanding housing loans. Table 6.6 shows the lending rates of GSFIs on Feb-
ruary 9, 2001. While their new lending rates were similar to short-term loans by pri

vate banks, the average term to maturity of GSFIs is much longer. Since government

agencies usually accept prepayment on their loans without penalty, their loans are more
attractive to borrowers. While the loan market share of GSFIs is smaller than in other
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Figure 6.11. I Interest Rates and Inflation Rates
I (In percent)

Source: Japan Center for Economic Research (March 2001).
Note: GDP deflator inflation rate is adjusted for changes in consumption tax rate in 1989 and 1997.

Table 6.5. 1 Relative Size of Government Sponsored Financial Institutions,

1 at the End of 2000

Assets (trillion yen) Share (%) GDP ratio (%)

Loans
Government sponsored agencies 1 63 26 32
Private banks 464 74 90
Total 627 100 122

Deposits
Postal saving system 255 34 50
Private banks 486 66 95
Total 741 100 144

Life Insurance (assets)
Postal life insurance 1 1 9 40 23
Private life insurance companies 1 80 60 35

Total 299 100 58

Source; Prepared by the author from data of the Bank of Japan: Financial and Economic Statistics Monthly
(March 2001).
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Table 6.6. I Lending Rates of Government Sponsored Agencies, Interest
I Rates on 9 Feb 2001

Government
lending agencies

Japan Development Bank

People's Finance Corporation

Japan Finance Corporation for Small Businesses
Japan Finance Corporation for Municipal Enterprises
Housing Loan Corporation
Memorandum

Average loan rate of all banks
Fixed rate housing loan of Fuji Bank

Basic loan rate

(%)

2.05
2.05
2.05
1.90
2.70

2.12
4.65

Average terms
(years)

16.7
7.3
8.9
NA

25.4

Less than 1

20

Source: JCER Monetary Policy under Deflation, Japan Center for Economic Research (March 2001).
Note; Loan rates are fixed. NA: data not available.

markets, they have 30-40 percent share in rural prefectures. As a result, banks cannot
set significantly higher lending rates over those of government agencies. Since govern-
ment agencies obtain subsidies of about 1 trillion yen per year in direct subsidy and the

indirect subsidy of zero-cost capital, they can cover the losses from credit and other
risks in making loans. Compared with the outstanding domestic loans of GSFIs, this
subsidy amounts to a 0.6 percent point of cost advantage relative to private financial
institutions (Higo, 2001).

In the deposit market, the Postal Saving System (PSS) is a dominant player
and deposits in the PSS are fully guaranteed by the government. Deposit interest rates
are set competitively against those of private deposit taking institutions. PSS has more
than 24,000 branches, the largest network of any financial institution in Japan. The

largest private banking group, Mizuho, has only some 600 branches. Since the PSS

does not charge an account-maintenance fee to its customers, it is di fficult for private

banks to charge such a fee without alienating theirs. Under the zero-interest rate pol-
icy of the BoJ, banks cannot earn any profit margin between zero-interest demand de-

posit and the market rate.

Weak Governance in the Banking Sector

In spite of these findings on the reasons for unprofitability in the banking sector, the

important question remains as to why banks carry on with unprofitable lending activ-
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ities. In what follows a few hypotheses are offered, such as the absence of shareholder
control and the skewed incentive structure for the bank management caused by a neg-
ative equity position.

Absence of Control by Bank Shareholders

Although banks issued large quantities of preferred shares to the government in March

1999, diluting the ownership of existing shareholders, there was no public outcry from

this. Despite the near collapse of major banks, all the shareholder meetings that ap-

proved the issue of preferred shares to the government were generally calm. No major

shareholders objected to the deal. This is because the management of major banks is

protected by friendly shareholders, such as life insurance and industrial companies.

Table 6.7 lists the top five shareholders in the ten major Japanese banks. Out of 50

listed top shareholders, 25 are life insurance companies.

Since all major life insurance companies are mutual companies, there is no for-

mal cross holding of shares. However, life insurance companies have often relied on banks

to cultivate new corporate customers. Moreover, banks and life insurance companies have

relied on one another to raise broadly defined capital. Table 6.8 shows how banks pro-

vided subordinated credit and surplus notes to life insurance companies amounting to
2.3 trillion yen at the end of March 2000. At the same time, life insurance companies

provided 6.7 trillion yen of subordinated credit to banks and owned 7.7 trillion in bank
stocks. Given this effective double gearing between the two, it is difficult to expect life
insurance companies to exert strong governance pressure on the banks.

As mutual companies, the corporate governance structure of major Japanese
life insurance companies is also weak. In Japanese mutual life companies, 'representa-
tive policyholder meetings' play the role of shareholders' meetings in joint stock com-

panies. Each representative policyholder has one vote, and they are effectively selected
by the management itself. Sometimes, they become policyholders at the request of the
management. In other cases, the managers of a company to which the insurance com-

pany lends money are asked to become representative policyholders.

Interviews with top managers at major banks and large institutional investors

helped us establish the following points:

• When banks reported a loss for the first time in decades to the shareholders'

meeting, there was virtually no reaction from even the larger shareholders.

• Bank management generally secured a majority of votes through signed proxy

cards distributed prior to shareholder meetings. In addition, management
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Table 6.7. I Top Five Shareholders of Major Japanese Banks,, at the
I End of September 2000

Mizuho

Holdings

Sakura Bank

Sumitomo
Bank

Sumitomo
Trust

Bank of Tokyo

Mitsubishi

Mitsubishi
Trust

Sanwa Bank

Tokai Bank

Asahi Bank

Daiwa Bank

Ist

Daiichi Life: 4. 1

Mitsui Life: 3.6

Sumitomo Life:
4.5

Sumitomo Life:
2.5

Meiji Life: 5.0

BoTM: 4. 1

Toyo Trust: 4. 1

Toyota: 5.0

Daiichi Life: 4. 1

Nomura Sec:
3.2

2nd

Nippon Life: 2.7

Taiyo Life: 3.6

Nippon Life: 4.0

State St.: 2.4

Nippon Life: 3.6

Meiji Life: 3.9

Nippon Life: 4.0

Chiyoda Life:
3.7

Chiyoda Life:
3.2

Tokyo Life: 2.9

3rd

Sumitomo
Trust: 2. 1

Nippon Life: 3.6

Matsushita: 3.3

Sumitomo

Bank: 2.2

Sumitomo

Trust: 2.7

Mitsubishi

Heavy: 2.7

Sumitomo

Trust: 3.3

Nippon Life: 3.0

Yasuda Life: 2.8

Fuji Fire Ins: 2.6

4th

Yasuda Life: 2.0

State St.: 3,2

Sumitomo
Trust: 2.4

Sumitomo

Trust: 2. 1

Tokyo Marine:
2.7

Sumitomo
Trust: 2.4

Da/do Life: 3.0

Toyoshima: 2.4

Asahi Life: 2. 1

Osaka Gas
2.5

5th

Asahi Life: 1 .9

Chuo-Mitsui
Trust: 3.0

Sanyo Electric:
2.0

Mitsubishi

Trust: 1 .9

Daiichi Life: 2.5

Asahi Glass:
2.2

Meiji Life: 2.7

Daiichi Life: 1 .7

Sumitomo
Trust: 2.0

Nichido Fire
Ins: 1.8

Source: Nikkei Kaishajoho (Spring 2001).
Notes:
1. Italics are life insurance companies.
2. BoTM is the Bank of Tokyo Mitsubishi.
3. Chiyoda Life failed in October 2000 and Tokyo Life failed in March 2001.
4. Participations are expressed in percent

made sure that friendly shareholders sent representatives to the meeting and
that they constituted a two-thirds majority.
A former senior director of a major life insurance company stated that his
company had never voted against management in a shareholders' meetings.
On rare occasions, however, his company abstained from voting to indicate
dissatisfaction with the current management.
MoF regulation and surveillance was strong, and this meant that there was
scant incentive for shareholders to monitor bank management.
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160 MITSUHIRO FUKAO

• The industrial companies that entered into cross-shareholding relationships
with banks raised their funds primarily through bank borrowings, thereby
weakening their autonomy as shareholders.

Skewed Incentives for Bank Management

Another possible reason for the lack of profitability among Japanese banks is the
skewed incentive structure among bank managers. In order to correct the incentive
structure for corporate management and shareholders, it is important to maintain a
positive capital position. When there is no capital or even negative capital, the incen-
tive arises to invest in excessively risky projects, while management is inclined to con-
ceal any negative equity to keep control of the company for as long as possible.

In the case of those financial institutions that failed, there were large differences
in equity values before and after failure, as we saw above in the case of the Hokkaido
Takushoku Bank and Yamaichi Securities. Similarly, the LTCB and Nippon Credit
Bank finally revealed that they had 3 trillion yen negative equity after their failure.

The suspicion is that top management in most major banks knows that their
banks are either insolvent or very marginally capitalized. Under such circumstances, the
only safe exit from that position is to keep their banks running withctut disclosing the
truth, in other words, postponing recognition of bad loans. In addition, they have to
comply with any irrational FSA regulations, such as the requirement to make new loans
to small and medium-sized companies on the basis of a very thin spread.

Some Further Problems in the Japanese Financial System

We have seen how the stock market is still highly skeptical about the soundness of the
Japanese banking sector. Banks are regarded to be undercapitalized and the estimated
average fair deposit insurance premium is almost three times the current premium. We
believe that this market skepticism reflects a number of other problems in the Japanese
financial system, from which important lessons are to be learnt:

• Disclosure and honesty about the scale of the problem is essential. By con-
cealing the true picture, Japan lost a decade of growth and is still struggling to
escape from the slowly accelerating rate of deflation.

• Regulators should not allow banks with negative equity to operate under the
protection of the government. These "zombie" banks undercut the lending
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JAPANESE FINANCIAL DEREGULATION AND MARKET DISCIPLINE 161

rate and have a debilitating effect on healthy banks. Moreover, they can help
firms with negative equity. Bank-supported firms under-price their products
and create more "zombie" firms.
Deflation is very dangerous. The financial system cannot function well under
deflation. Even with a zero market interest rate in Japan, the real lending rate
is too high for small firms to survive with a 2 percent deflation or more.
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CHAPTER 7

Do Depositors Punish Banks
for Bad Behavior? Market Discipline,
Deposit Insurance and Banking Crises

Maria Soledad Martinez Peria
Sergio L. Schmukler

Over the last two decades, both developed and developing countries have endured
severe banking crises. The U.S. savings and loans (S&Ls) debacle in the 1980s, the
Chilean banking crisis in the 1980s, the Argentine and Mexican crises in the mid-
1980s and 1990s, as well as the recent financial turmoil in Asia and Russia are only a
few examples. At all times and, particularly, to avoid banking crises, regulators need to
find ways to promote prudent behavior by banks. The standard recommendation is for
countries to tighten supervision and prudential regulation. Alternatively, rather than
depending exclusively on regulatory action, banking authorities can also increase their
reliance on market discipline to oversee banks.

Market discipline in the banking sector can be described as a situation in which
private sector agents (stockholders, depositors, or creditors at large) face costs that in-
crease as banks undertake risks, and take action on the basis of these costs (Berger,
1991). For example, uninsured depositors, who are exposed to bank risk taking, may pe-
nalize riskier banks by requiring higher interest rates or by withdrawing their deposits.

Market discipline can be beneficial in several ways. This type of discipline may
reduce the moral hazard incentives, which government guarantees create for banks to
undertake excessive risks. Also, market discipline may improve the efficiency of banks
by pressuring some of the relatively inefficient banks to become more efficient or to exit
the industry. Moreover, the social cost of supervising banks may be lowered if regulators
cede greater control to market forces that can distinguish between good and bad banks.

The existing literature on market discipline primarily focuses on whether market
discipline exists in a particular country during a given period. Most of the papers focus
on the U.S. commercial banking industry, supporting the hypothesis that market disci-
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I 64 MARIA SOLEDAD MARTINEZ PERIA AND SERGIO L SCHMUKLER

pline is at work.1 Baer and Brewer (1986), Hannan and Hanweck (1988), Ellis and Flan-
nery (1992), and Cook and Spellman (1994), among others, analyze how yields on de-
posits respond to bank risk taking, as captured by balance sheets and by market measures
of risk. Goldberg and Hudgins (1996) and Calomiris and Wilson (1998) examine this
question by concentrating on the level or change of deposits. Park (1995) and Park and
Peristiani (1998) combine both approaches mentioned above.2 Calomiris and Mason
(1997) study whether bank failures are related to bank risk characteristics. Whereas the
literature on market discipline is quite vast for the United States, there are only a few pa-
pers on this subject regarding developing countries. Valdes and Lomakin (1988) examine
interest rate changes associated with bank riskiness in Chile in the mid- 1980s. Schu-
macher (1996), D'Amato, Grubisic, and Powell (1997), and Calomiris ;ind Powell (2000)
analyze whether market discipline exists in the case of Argentina during the 1990s.

The present chapter empirically examines two issues largely unexplored by the
literature on market discipline. First, it studies the interaction between deposit insurance
and market discipline.3 Second, the paper investigates the impact of banking crises on
market discipline. To study these two issues, we focus on the experiences of the Argen-
tine, Chilean, and Mexican banking sectors over the last two decades. The developments
in these countries and the unique bank level data we put together enable us to shed new
light on the links between market discipline, deposit insurance, and banking crises.

The deposit insurance scheme in place in a country may affect the extent of
market discipline. Deposit insurance systems are designed to proteci: small depositors
and to avoid systemic crises. If depositors know that their funds are safe and liquid,
they will not have an incentive to withdraw their deposits from their bank when they
see other banks fail. Consequently, deposit insurance can lower the probability of sys-
temic bank runs. At the same time, a credible deposit insurance system reduces the in-
centives of depositors to monitor banks, diminishing the degree of market discipline.
However, if the deposit guarantee is not credible or if there are costs associated with the
recovery of deposits following a bank failure, insured depositors will be compelled to
monitor banks.

Since our data set discriminates between insured and uninsured depositors, we
are able to examine the link between market discipline and deposit insurance. In par-
ticular, we can test whether both insured and uninsured depositors discipline banks.

1 Flannery (1998) provides an excellent survey of this literature.
2 Other studies, like Avery, Belton, and Goldberg (1988), Gorton and Santomero (1990), and Flannery and Sorescu
(1996), look at the existence of risk premia on subordinated notes and debentures, rather than deposits.
3 Demirguc-Kunt and Huizinga (2000) analyze how different design features of deposit insurance schemes affect de-
posit interest rates and market discipline.
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MARKET DISCIPLINE, DEPOSIT INSURANCE AND BANKING CRISES 165

Furthermore, since in some cases the deposit insurance scheme was introduced or mod-
ified during our sample of study, we can examine the extent of market discipline before
and after a change in the deposit insurance coverage. Comparing the response of in-
sured and uninsured depositors to changes in bank risk taking is interesting because we
are dealing with three countries, each with different deposit insurance schemes.

Banking crises are a unique time to study market discipline. First, during
crises, banks tend to be weak and the probability of bank failures rises. Thus, to avoid
losing their funds, depositors might increase market discipline during these periods.

On the other hand, banking crises tend to be associated with large macroeconomic ef-
fects and bank runs (which affect all banks regardless of their fundamentals) and with

bank interventions (which, in many cases, temporarily freeze deposits and interest rates).
Consequently, during crises, we might observe an increase in the relative importance
of the aggregate factors. Second, traumatic episodes may act as wake-up calls for de-
positors, increasing depositors' awareness of the risk of their deposits. Also, deposit in-
surance funds might be depleted during a crisis, diminishing the ability of insurance
schemes to guarantee deposits. As a consequence, after crises, we might see a rise in
market discipline. In this chapter, we assess the link between crises and market disci-

pline by studying banking crises in three countries. In particular, we compare the re-
sponsiveness of depositors to bank risk taking before, during, and after crises.

The remainder of this chapter is organized as follows. The first section describes
the empirical methodology, the second discusses the data and variables, the third pre-
sents the empirical results, and the fourth concludes.

Methodology

We estimate two sets of models to study market discipline, one for deposits and one for
interest rates. In each model, we test whether bank risk characteristics significantly ex-

plain the behavior of deposits and interest rates. We measure the reaction of deposits

to bank risk taking with the following reduced form equation for each country:

^Depositsit = [L- + dt+ (3' BankFundamentahit_^ + s-t (1)

such that z=l,...,./Vand t=\,...,T. Nis the number of banks in each country. The panel

is unbalanced, so T, the number of observations per bank, varies across institutions.
The left-hand side variable, ^.Depositsz- , represents the first difference of the

log of time deposits held by bank / at time t. The vector of bank risk characteristics,
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166 MARIA SOLEDAD MARTINEZ PERIA AND SERGIO L SCHMUKLER

Bank Fundamentals. t_p is described in the next section. This vector is included with a
lag, to account for the fact that balance sheet information is available to the public with
a certain delay. The time specific effect is represented by dt, included to control for
macroeconomic and banking sector developments, common across banks; while |xz

stands for bank specific or fixed effects

A common test of market discipline is whether the estimates of (B are individ-
ually or jointly different from zero. If there is no market discipline, deposit growth

should be uncorrelated with bank risk characteristics, and we should fail to reject (3 = 0.
However, the finding that deposits respond to bank risk is not enough, to conclude that
market discipline is at work. Depositors can discipline banks by withdrawing their funds
or by requiring higher interest rates on their deposits. If market discipline is present, we
should observe that risky banks are forced to pay high interest rates or, at least, that those
risky banks do not pay lower interest rates (when, at the same time, they face deposit
withdrawals).

Even though most of the literature studies market discipline by analyzing ei-

ther deposits or interest rates, an examination of both variables provides a more com-

plete test of market discipline. The analysis of interest rates can help distinguish be-
tween market discipline and other alternative hypotheses, such as regulatory discipline.

For example, banks may respond to regulatory pressure to comply with capital stan-
dards by reducing their assets, and consequently their liabilities. Thus, risky banks
might lower their interest rate to decrease deposits. As a result, under regulatory disci-
pline, interest rates should be negatively correlated with bank risk. On the other hand,
a positive correlation between interest rates and risk is a sign of market discipline.

To analyze whether depositors discipline bank risk taking by requiring higher
interest rates, we estimate the following equation for each country:

Interest Rates{t= \Li + d- + fS' Bank Fundamentalsi M + o .̂ f. (2)

The left-hand side variable, Interest Ratesi t, is the implicit interest rate paid by bank /

on its deposits at time t. We assume that the error terms s^and w^are independently

distributed with mean zero and variance cr2-t.
We report between and within or pooled estimators of equations (1) and (2).

Between estimators are obtained by regressing the mean of deposits of each bank on

mean values of the explanatory variables, excluding time effects. Withi n or fixed effects

estimators highlight the variation of deposits over time, using deviations from each

bank's mean. Based on specification tests, we report pooled estimations, which exclude

banks' fixed effects, when these effects are jointly insignificant. We only calculate be-
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tween estimators for the case of Argentina, for which there is a large number of banks.
In all the estimations, we conduct and report two additional diagnosis tests. First, we
present F-tests to evaluate the joint significance of bank fundamentals. Second, we test
the joint significance of time effects to determine whether systemic shocks—common
across banks—are important in explaining the behavior of deposits and interest rates.

We estimate various versions of equations (1) and (2) for each country. First,
we distinguish between insured and uninsured deposits. As discussed before, this dis-
tinction is important because, a priori, we expect to find differences in the degree of
market discipline across these two types of depositors. Among uninsured deposits, we
distinguish between medium and large time deposits, to study whether there are dif-
ferent patterns of behavior across deposit size.

Second, using equations (1) and (2), we divide the sample period to test for
the presence of market discipline before, during, and after banking crises. As an addi-
tional way to evaluate the effects of deposit insurance and banking crises on market dis-
cipline, we study the relative importance of bank fundamentals before, during, and
after crises, and among insured and uninsured deposits. We calculate the proportion of
the variance explained by these variables by estimating equations (1) and (2) with time
specific effects, after removing bank specific effects. Then, we re-estimate these equa-
tions, including bank fundamentals. We assign any correlation among the independent
variables to the time specific effects. Namely, to be on the safe side, we potentially bias
the results against the bank risk characteristics. For each estimated equation, we report
the proportion of the adjusted R-squared captured by bank risk characteristics.

Data and Variables

One important contribution of this paper is the novel data set we put together and an-
alyze. In particular, we work with bank level data for Argentina, Chile and Mexico to
examine different aspects of market discipline. Some bank level data have become more
easily available in the last few years and a number of financial services have started to
report cross-country data. However, detailed, comprehensive, and reliable panel data
sets are still not available. Moreover, existing data do not contain the level of disaggre-

4 Alternative specifications are displayed in the full working paper version of this chapter available at http://www.world-
bank.org/research. The paper displays estimates that use the level of deposits, as other papers have computed. To check
whether the results are robust to potential endogeneity, we use generalized method of moments (GMM) estimates, com-
bining variables in levels and first differences. The lessons from the alternative estimates are the same as the ones put
forth in this chapter.
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gation necessary to evaluate the behavior of insured and uninsured deposits separately.
Also, available data sets do not account for the large number of bank mergers, acquisi-
tions, and privatizations, which took place in the second half of the 1990s. If not han-
dled appropriately, bank panels would distort the evolution of balance sheet informa-
tion over time.

We collected bank specific data in close consultation with the financial super-
visors and regulators in the countries in our sample. In particular, we put together our
data set with the help of the Central Bank of Argentina, the Superintendency of Bank-
ing (Argentina), the Central Bank of Chile, the Superintendency of Banking and Fi-
nancial Institutions (Chile), and the National Banking and Securities Commission
(Mexico). These agencies oversee banks in each country. All banks are required to dis-
close their financial statements to the banking authorities on a regular basis. Bank spe-
cific balance sheet information is collected periodically, but published and available to
the public with a lag of around two months. Most bank specific data are available at a
quarterly frequency, although some variables exist on a monthly basis.

For each country, we gathered historical data. We constructed consistent vari-
ables over time and we built panels for each country. We also controlled for those cases
when banks merged, were acquired, or were privatized. Typically, these processes cause
a sudden change in the bank accounts. For those cases when a bank merged or was ac-
quired or privatized, we treat the resulting larger bank as a new bank in the sample. For
Argentina, the data set covers the period 1993 to 1997. In the case of Chile, we use
monthly data for the period 1981 to 1986, which includes the banking crisis that oc-
curred during the 1980s. For the period 1991 to 1996, we work with quarterly data. Fi-
nally, in the case of Mexico, the data are quarterly and cover the sample 1991 to 1996.-5

Bank level variables used in this paper include individual bank time deposits,
interest rates paid on deposits, and a group of bank risk characteristics. For Argentina
and Chile in the 1990s, we have data on time deposits by size. Consequently, we can
study the behavior of insured, uninsured, medium, and large time deposits. In the case
of Argentina, we use data on both peso and U.S. dollar deposits, given, that around half
of the deposits are in dollars. Also, comparing the behavior of deposit:; denominated in
different currencies is interesting since, in addition to the bank default risk and aggre-
gate factors that affect dollar deposits, peso deposits are also subject to currency risk. For
Chile in the 1980s and for Mexico, we only have information on total time deposits.
Local currency deposits are expressed in real terms (adjusted by the consumer price
index), to control for the potential growth in nominal figures that can be due to infla-
tion. With respect to the interest rates paid on deposits, we use an implicit measure,

5 In March 1997, the accounting system changed, making it difficult to consolidate data from before and after that date.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



MARKET DISCIPLINE, DEPOSIT INSURANCE AND BANKING CRISES 169

since marginal rates are not available. This implicit rate is calculated by dividing the
total interest rate expenses by the total interest bearing deposits. Contrary to the data
on deposit flows, we have no information on interest rate expenses by amount of de-
posits. Therefore, we can only examine the behavior of the interest paid on all deposits.

The measures of risk we calculate are akin to those used in the CAMEL rating
system of banks. CAMEL stands for capital adequacy, asset quality, management, earn-
ings, and liquidity. Deteriorating CAMEL indicators would signal an increase in the
risk profile of banks.

Capital adequacy is measured by the capital to assets ratio. We expect the cap-
ital adequacy variable to have a positive effect on bank deposits. On the other hand,
higher capitalization ratios should, in principle, allow banks to pay lower interest rates
on their deposits.

A number of indicators are used as measures of asset quality. A clear signal of
asset quality is the ratio of non-performing to total loans. This ratio measures the per-
centage of loans a bank might have to write off as losses. We expect this variable to have
a negative impact on deposits and a positive effect on interest rates.

The concentration of loan portfolios also captures the quality of the assets held
by banks. In general, a large exposure to a vulnerable sector, like real estate, raises bank
risk. On the other hand, because most real estate loans are mortgage loans (loans for
which the assets in question serve as collateral) it is possible that these loans can be con-
sidered relatively safe. Thus, it is a priori unclear what impact the proportion of real es-
tate loans should have on deposits and interest rates. We face a similar uncertainty
when analyzing personal or consumption loans, which are typically granted without
collateral. However, personal loans may be easier to recall than other loans (like mort-
gage loans), given that they are usually smaller and have a shorter maturity. Conse-
quently, one can expect a rise in this type of lending to indicate either an increase or a
decrease in the risk exposure of banks.

We measure bank profitability by the return on assets ratio. Assuming we are
adequately controlling for risk, we expect this variable to have a positive effect on de-
posits. On the other hand, we expect higher profitability to enable banks to offer lower
interest rates.

The efficiency of banks is measured by the ratio of non-interest expenditures
to total assets. Less efficient banks are expected to have higher expenditures. However,
it is also the case that banks that offer better services to customers might have higher
expenditures to total assets. If we could control for the quality of service, we would ex-
pect an increase in non-interest expenditures to have a negative effect on deposits and
a positive impact on interest rates. In our case, given that we cannot control for the
quality of bank services, the effect of this variable is indeterminate.
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The cash to assets ratio is included as an indicator of banks' liquidity and risk.
In general, banks with a large volume of liquid assets are perceived to be safer, since
these assets would allow a bank to meet unexpected withdrawals. In this sense, con-
trolling for other factors, we expect more liquid banks to suffer fewer deposit with-

drawals and to be able to pay lower interest rates. To the extent that the ratios of bonds
to assets and (financial) investments to assets can be considered as measures of liquid-
ity, we would expect them to have a positive effect on bank deposits and a negative im-
pact on interest rates. However, the recent history in emerging markets shows that

bonds can sometimes become illiquid, while their prices suffer large fluctuations. Thus,
a priori, it is difficult to predict the effect of this variable.

Results

We report the results under three headings. First, to assess the impact of deposit insur-
ance and banking crises on market discipline, we examine whether deposits and interest

rates are indeed affected by bank risk characteristics. Second, we study the link between

market discipline and deposit insurance. To do so, we compare the extent of market dis-
cipline among insured and uninsured deposits, and among deposits in periods with and
without deposit insurance. Finally, we evaluate the relation between market discipline
and banking crises. In particular, we contrast the response of deposits and interest rates
before, during, and after episodes of stress in the banking sector. To minimize the num-
ber of tables and to avoid referring to different specifications throughout the paper, we
work with a particular partition of the data that enables us to jointly shed light on
the three questions of interest. Thus, the next three sections refer to the same tables, al-

though particular specifications may sometimes provide more detail than needed.

Respons/Veness of Deposits and Interest Rates to Bank RiskTaking

This section evaluates whether there is evidence of market discipline, that is, whether

depositors respond to bank risk taking by withdrawing their deposits and/or by re-
quiring higher interest rates on deposits. Here, we do not focus our analysis on partic-
ular specifications, but we do so in the following sections. The estimations of equations

(1) and (2) are displayed in Tables 7.1 to 7.5. Fixed effects and time effects are not re-

ported to save space.

(Text continues on page 176)
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Table 7.3. I Argentina: Response of Interest Rates Paid on Deposits to
I Bank Risk Characteristics

Jun 93 - Sep 94
Pre-crisis period

Explanatory variables

Lag (capital/assets)

Lag (non-performing
loans/total loans)

Lag (real estate loans/
total loans)

Lag (personal loans/
total loans)

Lag (return/assets)

Lag (cash/assets)

Lag (bonds/assets)

Lag (expenditure/assets)

Adjusted R-squared
F-test fixed effects
F-test time effects
F-test bank fundamentals
Number of banks
Number of observations

1

-0.008
(-0.607)

0.052***
(5.343)

-0.001

(-0.112)

0.019**
(2.458)

-0.020
(-0.803)

-0.085***
(-4.873)

-0.002
(-0.073)

0.007
(0.068)

0.334

102

2

-0.090***
(-3.214)

-0.004
(-0.362)

-0.009
(-0.899)

0.014
(1.456)

-0.001
(-0.242)

-0.003
(-0.224)

0.01 1
(1 .161)

0.026
(0.288)

0.822
1 6.073***
9.554***
8. 1 90***

102
501

Jun 93 - Mar 95
Crisis period

1

0.003
(0.281)

0.0 1 9***
(2.638)

-0.012
(-1.572)

0.007
(1.235)

-0.024
(-0.897)

-0. 1 1 0***
(-7.673)

-Q.Q33
(-1.550)

0.086
(1.042)

0.368

1 14

2

-0.048***
(-2.575)

-0.012*
(-1.659)

-0.007

(-0.793)

0.005
(0.610)

0.000
(O.I 14)

-0.009
(-1.297)

-0.01 1
(-1.130)

-0.131
(-1.572)

0.745
1 1 .857***
32.3 1 0***
6.621***

1 14
750

Jun 95 - Mar 97
Post-crisis period

1

0.017
(1.093)

-0.009
(-0.970)

0.000
(-0.045)

0.005
(0.545)

-0.178
(-1.207)

_Q | 34***

(-3.208)

-0. 1 1 6***
(-3.654)

-O.I 17
(-0.745)

0.332

79

2

0.019
(1.344)

-0.008
(-1.028)

-0.017
(-1.268)

-0.043**
(-2.479)

-0.002
(-0.091)

-0.064***
(-3.735)

-0.005
(-0.560)

0.013
(0.153)

0.728
10.727***
28.413***
6.603***

79
570

Notes: I: Between estimates, 2: Within estimates. *: 10% level of significance. **: 5% level of significance. ***: I % level
of significance.
The table reports regression results of the growth of the interest rates paid on deposits on bank risk characteristics.
Between and within (fixed effects) or pooled results are reported. When the fixed effects are not jointly significant at
10 percent, pooled OLS results are reported. Estimators for time dummies, fixed effects, and the constant term are
not reported in the table, even though they are included in the regressions.T-statistics are in brackets. Robust stan-
dard errors with the White correction for hetero-skedasticity are obtained. F-tests for fixed effects, time effects, and
bank fundamentals (risk characteristics) test the null hypothesis that the corresponding group of variables is equal
to zero.
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Tables 7.1 to 7.3 present the results for Argentina. These tables show estima-
tions for peso and dollar deposits and for interest rates over the following periods: June
1993 to September 1994, June 1993 to March 1995, and June 1995 to March 1997.
Our data set begins in June 1993, when bank level data were made available systemat-
ically to the public on a quarterly basis. The Mexican crisis, which triggered a banking
crisis in Argentina, started in December 1994. Therefore, our first estimation covers the
pre-crisis period, June 1993 to September 1994. Our second estimation, for the period
June 1993 to March 1995, includes the so-called tequila crisis. For the period starting
in June 1995, our data set enables us to analyze the behavior of time deposits by size.
We conduct separate estimations for insured (those below 10,000 pesos or dollars) and
uninsured deposits (those above 20,000 pesos or dollars). To analyze the degree of
maket discipline exercised by medium size and large depositors, we distinguish between
deposits in the 20,000-100,000 peso/dollar range and those larger than 100,000 pesos
or dollars.

The results in Tables 7.1 and 7.2 support the finding that deposits respond to
bank risk taking. In particular, the ratio of non-performing loans has a significant neg-
ative effect on both peso and dollar deposits. Also, in several specifications, we find that
a rise in the capital to assets ratio fosters deposit growth. An increase in the expendi-
tures to asset ratio is associated with a fall in deposits. Meanwhile, profitable banks at-
tract more deposits. Medium size dollar deposits increase as banks' cash to assets ratio
rises. The ratio of real estate loans to total loans has a positive effeci: during the crisis
period.

Table 7.3 presents between and within estimates of the interest rate paid by Ar-
gentine banks on deposits. We find that across sample periods there i$; evidence of mar-
ket discipline. As expected, the significant coefficients take the opposite sign to the ones
in the regressions using deposits. We find that banks with higher capital to assets and cash
to assets ratios pay lower interest rates. Also banks with a larger share of non-performing
loans pay higher interest rates. Finally, Tables 7.1 to 7.3 show that bank risk characteris-
tics are jointly significant, even after controlling for fixed effects and time effects.

The results for Chile, including those for deposits during the 1980s, for peso
(or UF) time deposits during the 1990s, and for interest rates, are displayed in Table
7.4.6 There is no information on deposits by size in the 1980s and for interest rates.
Since Chile suffered a banking crisis in the 1980s, we divide the sample into three
periods, to capture the different phases of the crisis. For the period 1 991 to 1996, we
estimate a number of specifications. Given that we have information on the size of de-

UFs are unidades de fomento or units of account, equal to around $4,000 in 1997.
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posits, we present estimates for small, medium, and large time deposits. Small or in-
sured deposits are those smaller than 120 UFs. Medium deposits are defined as those
between 120 and 1,500 UFs. Large deposits are those above 1,500 UFs. We also esti-
mate an equation for uninsured deposits, namely, all deposits above 120 UFs.7

Overall, we find that deposits respond to bank risk taking in the period fol-
lowing the 1980s banking crisis. We find that a rise in bank capitalization and in the
cash to assets ratio lead to an increase in the growth rate of deposits. On the other
hand, a surge in the ratio of non-performing loans to assets has a negative impact on
deposits. Return over assets has a positive effect in the growth rate of deposits during
the 1990s. In the case of interest rates, the results indicate that Chilean depositors re-
quire higher interest rates as bank risk taking increases. In particular, as the bank cap-
italization ratio and the return over assets increase, interest rates drop. These signs, as
expected, are opposite to the ones obtained in the regressions in which deposit growth
is the dependent variable. The F-tests show that risk characteristics are jointly signifi-
cant in most equations for peso deposits and interest rates.

Table 7.5 displays estimates of the percent change of peso time deposits and in-
terest rates in Mexico. We estimate four sets of regressions. For the period March 1991
through September 1995, we only have information for the 12 most important Mexi-
can banks, which held 80 to 90 percent of total deposits. Approximately 18 banks were
in business at the beginning of the sample period. We study the behavior of deposits
during the pre-crisis period, March 1991 through September 1994. To test for the ef-
fect of the Mexican crisis, we expand the sample to include data through September
1995. For the post-crisis period, December 1995 to December 1996, we estimate two
sets of regressions. First, we use the 12 banks for which we have data for the whole sam-
ple, to compare pre-crisis, crisis, and post-crisis results. The other set of regressions in-
cludes all banks in the sample. The greater number of banks in the post-crisis period is
largely the outcome of the deregulation of the Mexican banking sector and the lifting
of restrictions on foreign entry after 1995.

The regressions for Mexico provide some evidence that deposits respond to
bank risk, particularly in the post-crisis period. During this period, banks with higher
returns on assets, higher capital over assets, and a higher proportion of personal loans,
attract more deposits. Bank risk characteristics are not significant in the pre-crisis and
crisis periods. On the other hand, the evidence suggests that interest rates do respond to
bank risk taking throughout the three periods. A higher proportion of non-performing

7 Dollar deposits in Chile account for only a small fraction of total deposits in Chile (around two to three percent). So,
those results are only reported in the working paper version of this paper.
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178 MARIA SOLEDAD MARTINEZ PERIA AND SERGIO L SCHMUKLER

loans raises the interest rates paid by banks. A rise in the cash to assets ratio and the cap-
ital to assets ratio reduce the interest rates charged to banks. Banks that increase the re-
turn on assets and the proportion of personal loans and real estate loans pay lower in-
terest rates. The F-tests indicate that bank fundamentals are generally jointly significant.

In the three countries, the F-tests for bank fundamentals show that bank risk
characteristics jointly affect the behavior of deposits and interest rates in most specifi-
cations; this is a sign of market discipline. However, the coefficients on various bank risk
characteristics are individually not different from zero. This can be due to two factors.
Since bank risk characteristics are highly collinear, the individual significance of certain
indicators is not captured in the estimations. Alternatively, the results could suggest that
depositors only monitor banks by following a few variables. Future research might help
to disentangle the relative importance of individual bank risk indicators.

Summarizing, the results discussed in this section indicate that there is evi-
dence of market discipline across the three countries. We find support for the notion
that deposit growth falls as bank risk taking increases. Moreover, the evidence suggests
that depositors require higher interest rates when banks undertake more risk. The find-
ing that depositors charge higher interest rates to riskier banks suggests that the be-
havior of deposits is not just the consequence of regulatory pressures on risky banks.
We proceed, in the next two sections, to investigate whether the differences across spec-
ifications are related to the existence of deposit insurance and to the occurrence of
banking crises.

Market Discipline and Deposit Insurance

Having found evidence of market discipline, we now concentrate on the effects of
deposit insurance on market discipline by comparing the behavior of insured and unin-
sured deposits. To study the relationship between market discipline and deposit insur-
ance, we refer again to Tables 7.1 to 7.5, but we complement those results by calculat-
ing the proportion of the variance explained by bank fundamentals across different
periods and types of deposits.

As mentioned before, all three countries in our sample have different insurance
schemes, which varied over time. Argentina had no deposit insurance whatsoever be-
fore the Mexican crisis of 1994 to 1995. Then, for the estimations using data up to
March 1995, we concentrate on total time deposits, which is equivalent to studying the
behavior of uninsured deposits. After that, we separate insured from uninsured de-
posits. In April 1995, following the tequila crisis, Argentina introduced a partial de-
posit insurance scheme that covers deposits up to 20,000 pesos or dollars, depending
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on their maturity.8 Deposits with a maturity of more than 90 days are protected up to
20,000 pesos or dollars. For deposits with a shorter maturity, the guarantee covers them
up to 10,000 pesos or dollars. Since we do not have data on the maturity of deposits,
there is no clear way to separate insured from uninsured deposits with full certainty. To
reduce the probability of including uninsured deposits in the insured group, we work
with a conservative cut-off point of 10,000 pesos or dollars.

In the case of Chile, in the 1980s, a limited insurance scheme was in place,
however most deposits were de facto protected. Thus, the distinction between insured
and uninsured deposits in the 1980s is not very clear. Prior to November 1986, Chile
had, in principle, a limited deposit insurance scheme. This deposit insurance, first in-
troduced in January 1977 and expanded in December 1981, protected deposits up to
3,500 dollars. However, throughout this period, several banks were taken over and most
deposits were de facto fully insured. In 1986, a new banking law redefined the deposit
insurance scheme. According to the current legislation, only deposits of up to 120 UFs
are covered in the Chilean system. In the 1990s, the clear rule about the insurance cov-
erage permits us to study the behavior of insured and uninsured deposits separately.

During the period under study, Mexico had no formal system of deposit in-
surance. The Credit Institutions Law of 1990 established FOBAPROA, a trust admin-
istered by the central bank, created for preventive support to commercial banks and
to protect savings. The law did not obligate FOBAPROA to explicitly guarantee or in-
sure any obligations of commercial banks. Nevertheless, each December, FOBAPROA
used to announce the maximum amount of the obligations it intended to protect. In
general, FOBAPROA expressed an intention to protect all deposits, even though
FOBAPROA was not an explicit deposit insurance scheme and was not liable in the
event of an uncovered default. For the period we analyze, FOBAPROA implicitly pro-
tected 100 percent of deposits. The data set for Mexico does not provide information
regarding the size or the currency denomination of deposits, but the legislation on de-
posit insurance does not distinguish between small and large deposits. Due to legal re-
strictions, almost 100 percent of deposits are held in local currency.

The results from Tables 7.1 to 7.5 yield some lessons regarding the effects of
deposit insurance on market discipline. Insured and uninsured depositors discipline
banks in Argentina and Chile. There are no significant differences in the response of
deposits to bank risk characteristics across type of deposits. In the case of Mexico, we
find evidence of market discipline, despite the government's promise to protect all de-

In September 1998, the insurance coverage was extended to deposits up to 30,000 pesos or dollars.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



180 MARIA SOLEDAD MARTINEZ PERIA AND SERGIO L SCHMUKLER

posits. Therefore, the results suggest that the deposit insurance is not fully credible in
any of the three countries, since even insured depositors exercise market discipline.

Another way of studying the effect of deposit insurance on market discipline
is to consider the results displayed in Table 7.6. The table shows the proportion of the
R-squared explained by bank risk characteristics and an adjusted R-squared (in brack-
ets) of the regression, which reflects the proportion of the total variance only explained
by the time varying variables. The variance explained by bank fundamentals, relative to
the variance explained by all time varying dummies, is the product of these two num-
bers. The results for Argentina indicate that the proportion of the variance of deposits
explained by bank fundamentals increases substantially after the deposit insurance sys-
tem is established. This increase occurs even for insured deposits. The proportion of
the variance explained by bank fundamentals in the estimations for insured deposits is
at least as large as the one obtained using the equations for uninsured deposits. The evi-
dence for Chile is more mixed. We find that the proportion of the variance explained
by bank fundamentals among uninsured deposits is larger than the one explained by
these variables in the regression for insured deposits. However, the adjusted R-squared
values tend to be lower for uninsured deposits than for insured deposits.

The finding that even insured depositors discipline banks may be due to a
number of reasons. Previous confiscation of deposits (as in Argentina during the
1980s) or instances when the government did not keep its promise could be fresh in
depositors' minds. Deposit protection can be uncertain when the insurance schemes
are under-funded and the fiscal costs of repaying deposits are large. Finally, it is possi-
ble that we observe discipline by insured depositors because, even if the insurance is
credible, depositors may want to avoid any costs they might face (typically in the form
of delays) when banks fail. Repayments through the insurance fund usually take time,
imposing liquidity costs on depositors. Moreover, when a bank fails, there are efforts
to sell the failing bank to other institutions, to minimize the cost for the insurance
fund. One of the major incentives for a healthy bank to buy a failing bank is to acquire
the failed bank's deposits. Therefore, if deposits are returned through the deposit in-
surance, the value of the failing bank decreases. As a consequence, both insured and
uninsured deposits are typically paid once the acquisition process is completed.

Market Discipline and Banking Crises

As mentioned in the introduction, banking crises are unique episodes to examine mar-
ket discipline. First, during crises, there are large aggregate shocks to i:he economy and
to the banking sector. Also, bank interventions, typical of crises, temporarily immobilize

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



T
ab

le
 7

.6
. 

| 
P

er
ce

n
ta

g
e
 o

f V
ar

ia
n

ce
 E

xp
la

in
ed

 b
y

 B
an

k 
R

is
k 

C
h

ar
ac

te
ri

st
ic

s

A
rg

e
n

ti
n

a

Ju
n
 9

5
 - 

M
a
r 

9
7
, b

y
 s

iz
e
 o

f d
e
p

o
s
it

s
P

o
st

-c
ri

si
s
 p

er
io

d

S
p

e
c
if
ic

a
ti
o

n
Ju

n
 9

3
 -
 S

e
p

 9
4

 
J
u

n
 9

3
 - 

M
a
r 

9
5

 
<

 $
 1

0,
00

0
 

>
 $

2
0
,0

0
0
 

>
 $

20
,0

00
 &

 <
 $

 1
00

,0
00

 
>

 $
 1

00
,0

00
P

re
-c

ri
si

s
 p

e
ri

o
d

 
C

ri
si

s
 p

e
ri

o
d

 
In

su
re

d
 d

e
p

o
s
it

s
 

U
n

in
su

re
d

 d
e
p

o
s
it

s
 

M
e
d

iu
m

 d
e
p

o
s
it

s
 

L
ar

g
e
 d

e
p

o
s
it

s

G
ro

w
th

 o
f 

pe
so

 d
ep

os
its

G
ro

w
th

 o
f 

d
o
lla

r 
de

po
si

ts

In
te

re
st

 r
at

es

35
%

[0
.0

2]

68
%

[0
.0

5
]

80
%

[0
.1

2]

2% [0
.3

3]

9% [0
.3

3]

10
%

[0
.3

8]

63
%

[0
.2

3
]

84
%

[0
.2

2]

A
ll 

D
e
p
o
si

ts

10
%

[0
.4

4]

72
%

[0
.2

4]

93
%

[0
.1

6]

41
%

[0
.2

5
]

74
%

[0
.2

2]

58
%

[0
.1

9]

10
0%

[0
.0

6]

C
h

ile

T
o

ta
l 

d
ep

o
si

ts
F

eb
 9

1 
- 

N
o

v
 9

6

S
p
e
c
ifi

c
a
tio

n

G
ro

w
th

 o
f 

de
po

si
ts

1
9
8
1
-8

2
C

ri
s
is

 p
e
ri
o
d

F
ir
s
t 

ph
as

e

24
%

[0
.0

5
]

1
9
8
3
-8

4
C

ri
si

s
 p

e
ri
o
d

S
e
co

n
d
 p

h
a
se

2%
[0

.0
5]

1
9
8
5
-8

6
P

o
st

-c
ris

is
p
e
ri
o
d

70
%

[0
.0

4]

<
 1

20
In

su
re

d
 d

e
p
o
si

ts

3%
[0

.3
2
]

P
es

o
 d

e
p
o
si

ts
 (

U
F

),
 

b;

>
 1

20
U

n
in

su
re

d
 d

e
p
o
si

ts

82
%

[0
.0

2]

y 
si

ze
 o

f 
d
e
p
o
si

ts

>
 I

2
0

&
<

 1
,5

00

M
e
d
iu

m
 d

e
p
o
si

ts

8%
[0

.2
3
]

>
 1

,5
00

L
a
rg

e
 d

e
p
o
si

ts

10
0%

[0
.0

2]

(T
ab

le
 c

on
tin

ue
s 

on
 n

ex
t 

pa
ge

)

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



T
ab

le
 7

.6
. 

| 
P

er
ce

n
ta

g
e
 o

f V
ar

ia
n

ce
 E

xp
la

in
ed

 b
y

 B
an

k 
R

is
k 

C
h

ar
ac

te
ri

st
ic

s
 (

co
nt

in
ue

d)

M
ex

ic
o

12
 B

an
ks

A
ll 

B
an

ks

S
p

ec
if
ic

at
io

n

G
ro

w
th

 o
f 

de
po

si
ts

In
te

re
st

 r
at

es

M
a
r 

9
 1 

- 
S

e
p

 9
4

P
re

-c
ri

si
s 

p
er

io
d

34
%

[0
.0

7]

36
%

[0
.2

7]

M
a
r 

91
 -

 S
e
p

 9
5

C
ri

si
s 

p
er

io
d

11
%

[0
.0

7]

5% [0
.7

2]

D
ec

 9
5
 - 

D
e
c
 9

6
P

o
st

-c
ri

si
s 

p
er

io
d

69
%

[0
.2

0]

50
%

[0
.8

2]

D
ec

 9
5
 - 

D
e
c
 9

6
P

o
st

-c
ri

si
s 

p
er

io
d

77
%

[0
.1

8]

83
%

[0
.0

8]

N
ot

es
: T

he
 f

ig
ur

es
 in

di
ca

te
 th

e 
pe

rc
en

ta
ge

 o
f 

th
e 

ad
ju

st
ed

 R
-s

qu
ar

ed
 e

xp
la

in
ed

 b
y 

ba
nk

 r
is

k 
ch

ar
ac

te
ris

tic
s,

 a
s 

a 
pr

op
or

tio
n

 o
f 

al
l t

he
 t

im
e

 v
ar

yi
ng

 v
ar

ia
bl

es
. A

dj
us

te
d

R
-s

qu
ar

ed
 a

re
 g

iv
en

 in
 b

ra
ck

et
s.

T
o 

m
ak

e 
th

e 
re

su
lts

 c
om

pa
ra

bl
e,

 th
e 

fig
ur

es
 a

re
 r

ep
or

te
d 

fro
m

 t
he

 s
am

e 
ty

pe
 o

f 
es

tim
at

es
 fo

r 
ea

ch
 c

ou
nt

ry
. W

e 
ch

oo
se

 th
e 

m
os

t f
re

-
qu

en
tly

 u
se

d 
es

tim
at

or
 F

or
 A

rg
en

tin
a,

 th
e 

re
su

lts
 c

or
re

sp
on

d 
to

 t
he

 w
ith

in
 e

st
im

at
es

, w
hi

le
 in

 C
hi

le
 a

nd
 M

ex
ic

o 
th

e 
re

su
lts

 c
or

re
sp

on
d 

to
 t

he
 p

oo
le

d 
es

tim
at

es
.T

he
br

ea
kd

ow
n 

co
rr

es
po

nd
s 

to
 t

he
 e

st
im

at
io

ns
 d

is
pl

ay
ed

 in
 th

e 
pr

ev
io

us
 ta

bl
es

.T
he

 s
ig

n 
$ 

de
no

te
s 

bo
th

 A
rg

en
tin

e 
pe

so
s 

an
d 

U
.S

. d
ol

la
rs

.T
he

 la
be

l U
F

 s
ta

nd
s 

fo
r 

U
ni

da
de

s
de

 F
om

en
to

, 
a 

C
hi

le
an

 u
ni

t 
of

 a
cc

ou
nt

. I
n 

th
e 

ca
se

 o
f 

C
hi

le
 d

ur
in

g 
th

e 
19

80
s,

 th
e 

cr
is

is
 p

er
io

d 
is

 d
iv

id
ed

 in
to

 t
w

o 
su

b-
pe

rio
ds

, w
hi

ch
 in

cl
ud

e 
se

pa
ra

te
ly

 th
e 

fir
st

 a
nd

se
co

nd
 r

ou
nd

 o
f 

ba
nk

 in
te

rv
en

tio
ns

. 
In

 M
ex

ic
o,

 d
at

a 
fo

r 
up

 to
 

12
 b

an
ks

 a
re

 a
va

ila
bl

e 
be

fo
re

 1
99

6.
 F

or
 c

om
pa

ris
on

, t
he

 s
am

e 
ba

nk
s 

ar
e 

us
ed

 in
 o

ne
 o

f 
th

e 
es

tim
at

io
ns

fn
r 

th
e
 n

er
io

d
 D

ec
em

be
r 

19
95

 to
 D

ec
em

be
r 

! 9
96

.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



MARKET DISCIPLINE, DEPOSIT INSURANCE AND BANKING CRISES 183

deposits and interest rates. Second, the risks of bank failures and of losing deposits,
temporarily or permanently, become more evident and are magnified during these
events. Moreover, the ability of the deposit insurance system to continue guaranteeing
deposits can be questioned and jeopardized. We refer once more to Tables 7.1 to 7.6 to
analyze whether the responsiveness of depositors to bank risk taking is affected by
banking crises.

The results for Argentina suggest that the extent of market discipline dimin-
ishes during the crisis and increases sharply afterwards. The within estimates show that
bank fundamentals are mostly nonsignificant up to March 1995, but become signifi-
cant after June 1995 (after the tequila crisis). Moreover, Table 7.6 illustrates that the
proportion of the variance explained by bank fundamentals increases substantially in
the post-crisis period. This occurs for the models estimated with equations (1) and (2),
for peso and dollar deposits. During the crisis, the proportion explained by bank fun-
damentals decreases notably, probably due to large systemic shocks. Time effects be-
come particularly relevant during this period. The estimations regarding the behavior
of interest rates do not signal such large differences between the period covering the cri-
sis and the following period.

Table 7.6 shows that time effects explain a higher proportion of the variance
for peso deposits than for dollar deposits. This result is interesting since peso and dol-
lar deposits are affected by different risks. Both peso and dollar deposits are subject to
banks' default risk. However, peso deposits are also affected by currency risk. For a
given level of bank fundamentals, aggregate shocks that only increase currency risk
should prompt depositors to withdraw their peso deposits, but not their dollar de-
posits. Thus, changes in currency risk, partially captured by aggregate effects, might ex-
plain why time effects are relatively more important among peso deposits than among
dollar deposits for all specifications.

For Chile, it is more difficult to compare the crisis and non-crisis periods. The
1980s crisis was less defined in time. However, there were two rounds of bank inter-
ventions. In 1981 and 1982, the central bank took over and liquidated a series of fi-
nancial institutions. By 1983, the crisis had expanded, which prompted the govern-
ment to take further action. The central bank liquidated a new set of institutions and
took over weak banks, including the two largest private banks. These interventions re-
vealed the government's concern with the health of the banking system. The crisis was
over in 1985.

The results for Chile suggest that deposits become more responsive to bank
fundamentals after bank interventions. No variable is statistically significant in the first
two sub-periods of the 1980s, while capital over assets and the proportion of non-
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184 MARIA SOLEDAD MARTINEZ PERIA AND SERGIO L SCHMUKLER

performing loans become significant afterwards. Other variables are significant in the
1990s. As in the case of Argentina, Table 7.6 shows that the variance explained by bank

fundamentals decreases in the midst of the crisis and increases afterwards.

The case of Mexico also offers very similar evidence. Bank fundamentals only

become significant in the regressions using deposits in the aftermath of the crisis. As in
the previous cases, the proportion of the variance explained by bank risk characteristics
decreases substantially during the crisis and increases afterwards to levels above the pre-
crisis ones. In the case of Mexico, this effect can be observed both in the models using

deposits and interest rates.
In sum, the results suggest two conclusions. First, bank fundamentals explain

relatively less before and during crises. In crisis times, systemic effects tend to become

more relevant, implying that deposits and interest rates are correlated across banks, re-
gardless of their fundamentals. Second, the extent to which depositors shift their funds

in and out of banks becomes more evident following banking crises, when the inten-
sity of aggregate shocks diminishes and bank interventions cease. The evidence for Ar-
gentina and Mexico, where the crisis was clearly defined in time, is very suggestive. The
degree of market discipline via deposit withdrawals rises substantially Following crises,
high interest might not fully compensate depositors for the risks they undertake. De-
positors realize that their funds can be lost, so the degree to which they discipline banks
via deposit withdrawals increases relative to pre-crisis periods.

Conclusions

This chapter concentrates on two issues largely unexplored by the existing literature on

market discipline. In the first place, we empirically analyze the relationship between

market discipline and deposit insurance. Second, we investigate the impact of banking
crises on market discipline. The developments in Argentina, Chile and Mexico, to-
gether with the detailed bank level data set we gather, provide a unique opportunity to

study these issues.
The results presented in this chapter show that depositors in Argentina, Chile,

and Mexico punish banks for risky behavior, both by withdrawing their deposits and by

requiring higher interest rates. The use of deposits and interest rate data enable us to

distinguish market discipline from alternative hypotheses, like regulatory discipline.

Also, we compare the behavior of large and small deposits. Ex ante, one could argue
that large depositors, with a significant value at risk, would be the primary monitors of
banks. However, deposits tend to represent a larger proportion of a small depositor's
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wealth, so even this type of depositor might discipline banks. The evidence shows no
significant difference across depositors: both large and small depositors discipline banks.

Regarding the relationship between market discipline and deposit insurance,
we find that deposit insurance does not necessarily decrease market discipline. We could
reject the null hypothesis that insured and uninsured depositors do not respond to bank
risk taking. This result suggests that none of the deposit insurance schemes is fully cred-
ible. Insured depositors would not need to respond to bank risk taking if they perceived
that their deposits were safe and liquid. Nevertheless, depositors are prompted to exer-
cise market discipline when there is uncertainty about the future availability of their de-
posits, insured or uninsured.

With respect to market discipline and banking crises, the results show that
large systemic effects take place during crises, affecting deposits and interest rates across
banks, regardless of bank fundamentals. Also, the relative importance of market disci-
pline rises after banking crises for all types of deposits. Before and during crises, the ex-
tent of market discipline tends to be more limited, particularly when compared with
aggregate effects. These results suggest that, following bank interventions and failures,
depositors become more aware of the risk of losing deposits; thus, they start exercising
a stricter market discipline. In sum, crises seem to be wake-up calls for depositors.

There exists another potential rationale for the increase in market discipline
after crises. If the deposit insurance funds were depleted during a crisis, insured depos-
itors would have an incentive to start monitoring banks more closely. Although this
might be the case in some crises, the insurance funds were not depleted in the episodes
we analyze. Whenever a bank was in difficulties, governments tried to find buyers or
took over the failing bank. Even though the deposit insurance funds were not ex-
hausted, it became obvious during these events that the existing schemes were under-
funded, indicating the limits of the deposit insurance coverage.

The cases analyzed suggest that traumatic events teach depositors that they
should be concerned about the safety of their deposits at all times. The case of Ar-
gentina shows that the responsiveness of depositors to bank risk characteristics in-
creased after the crisis, although at that time the authorities introduced an insurance to
guarantee deposits. This implies that the crisis had a greater impact on depositors than
the introduction of the deposit insurance system. In the case of Chile and Mexico, de-
positors were de facto covered during crises, yet their responsiveness increased follow-
ing central bank interventions.

To conclude, the literature has argued that the existence of deposit insurance
might diminish the extent of market discipline. However, the fact that we find market
discipline among insured depositors suggests that deposit insurance schemes are not al-
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ways fully credible. There are important reasons for this lack of credibility. Many gov-
ernments have reneged on their promises in the past, the deposit insurance schemes
tend to be under-capitalized, and depositors are concerned about the cost of repayment
(typically in the form of delays) through the deposit insurance fund. As an example,
following the tequila crisis, while the Argentine central bank and the deposit insurance
administrators tried to find a buyer for every failing bank, deposits were indefinitely
frozen to conserve the bank's franchise value. This type of experience; seems to remind
depositors that, despite the presence of deposit insurance, it might still be justified to
monitor banks for bad behavior.
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CHAPTER 8

Market Discipline and Stock Prices in
Japan, Argentina, Chile and Mexico

Jose Chicoma
Edgardo Demaestri

Maria Pia lannariello
Pietro Masci

Many countries, both developed and emerging, have experienced banking and cur-
rency crises in recent years. Such episodes have been extremely costly, posing substan-
tial burdens on both individual countries and the global economy. Given their detri-
mental effects, considerable research has been devoted to learning more about the
causes of such crises, their channels of contagion and the development of early warn-
ing indicators. Research has also sought to identify the role that supervision—or the
lack of it—plays in banking crises. A topic that has remained relatively unexplored,
however, is the empirical test of the role that market discipline plays in a banking cri-
sis, particularly whether or not such discipline exists and how it affects the behavior of
market participants before, during, and after a crisis.

Most of the studies that address this issue examine the behavior of depositors
in banking systems under distress. This chapter, alternatively, analyzes the behavior of
stockholders rather than that of depositors. Furthermore, it undertakes an empirical
comparison between the behavior of Japanese and Latin American investors in con-
nection with banking crises, and evaluates the measures implemented in each to gauge
the influence of market discipline and its level of development. Finally, to gain a bet-
ter understanding of the factors that affect market discipline, this chapter makes an ini-
tial attempt to examine the effect of financial indicators on stockholders' behavior.

Empirical tests are carried out in order to explore if market discipline and dis-
closure requirements are being met and, if so, whether monitoring mechanisms are suf-
ficient for market discipline to operate. In addition, empirical tests intend to establish
what was the impact of market discipline over time and among different countries. The
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countries included in our analysis are Japan, Argentina, Chile, and Mexico. The peri-
ods of analysis pertain to times of financial distress and are region specific.

The rest of the paper is organized as follows. The first section summarizes re-
cent work on market discipline. The second section defines market discipline and
describes the evolution, influence and monitoring mechanisms in place in Japan,
Argentina, Chile and Mexico to comply with its requirements. The third section de-
scribes the methodology and data used, while the fourth presents the empirical results.
The last section draws some conclusions.

Literature Review

Most studies that discuss the role of market discipline have focused on depositors, the
role of deposit insurance, bond prices (bonds issued by banks) or the behavior of
bondholders. This research work has demonstrated that the combination of loose bank
supervision, lack of regulatory framework and limited market discipline may have been
contributory factors to recent crises. However, little work has been done regarding the
behavior of banks at times of crisis, the relationship between stock prices and market
discipline, and the behavior of stockholders during periods of turmoil. Thus, more re-
search on market discipline is needed in these areas and this chapter attempts to fill this
gap by analyzing the existence of market discipline using financial institutions' stock
prices to gauge the behavior of stockholders during times of financial turmoil.

For the purpose of this chapter, market discipline, which will be defined more
rigorously in the section that follows, can be characterized as the process by which mar-
ket investors—such as bondholders, depositors or stockholders—evaluate changes in
bank risk and undertake actions that lead bank management, shareholders or other
players to take corrective measures in order to control that level of risk.

The literature argues that market discipline can be enhanced by the attitude of
depositors because when financial institutions increase their level of risk, i.e., deposi-
tors may withdraw funds or demand larger returns. For example, Calomiris and Pow-
ell (2000) explain that increases in default risk—caused by adverse shocks to bank-asset
risk and capital—should be mean-reverting. What this implies is that banks that suffer
from these types of shocks face a strong incentive to either reduce asset risk or leverage,
or to increase capital to avoid disciplinary withdrawals of funds by depositors. Empir-
ical findings show that deposit rates and deposit growth during the banking crises in
Argentina were significantly linked to bank fundamentals. Along the same lines, Bara-
jas and Steiner (2000) analyze how depositors in Colombia choose among different
banks over time, indirectly affecting and disciplining bank behavior. The study shows

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



MARKET DISCIPLINE AND STOCK PRICES IN JAPAN, ARGENTINA, CHILE AND MEXICO 1 9 1

that depositors prefer banks with stronger fundamentals. Investors seem to favor banks
whose fundamentals tend to improve after being penalized or disciplined by the mar-
ket (in other words by depositors).

Analytical work has also focused on the relationship between deposit insurance
and market discipline. It is argued that deposit insurance and blanket guarantees have
a direct impact on market discipline.1 Demirgiic-Kunt and Huizinga (1999) show
empirically that explicit deposit insurance reduces market discipline by lowering the
sensitivity of liability interest rates to bank risk factors. Furthermore, they claim that
higher explicit coverage and funding from government sources also tends to reduce
market discipline, while joint or private management of funds improves it. As addi-
tional evidence, Demirgiic-Kunt and Detragiache (1999) find that moral hazard is
stronger when the scheme is funded by the government and milder when it is privately
funded. Moreover, they find that the negative impact of deposit insurance is greater in
economies with institutions of poor quality. Notwithstanding these findings, Martinez
Peria and Schmukler (2000) indicate that, after the tequila crisis, depositors in Ar-
gentina exercised a monitoring function on banks despite the existence of a deposit in-
surance system (see Chapter 7 of this volume).

An additional strand of research has focused on the behavior of bondholders.2

For example, Morgan and Stiroh (2001) provide evidence of market discipline for
bondholders in the United States. Their research investigates how the spreads of bank-
ing holding companies and bank bonds reflect differences in asset portfolios across
banks as well as within a given bank (otherwise known as the "asset test"). Findings
demonstrate that the spreads increase significantly as banks shift out of cash and into
commercial and industrial loans. Moreover, Flannery (1998) affirms that bond in-
vestors in the United States seem to act as supervisors, since they are concerned pri-
marily with the bank's probability of failure. In the same vein, comparing the use of
bonds and stock prices for the purpose of market discipline, Laurence H. Meyer, of the
Board of Governors of the Federal Reserve System states that "... subordinated debt
holders do not partake in the upside gains associated with risk-taking. Hence, at least
in principle, the issuance and secondary market spreads on subordinated debt should
be particularly sensitive to banking organization risk. In contrast, since equity holders

1 High coverage, unlimited deposit insurance and total blanket guarantees may create a moral hazard problem because
depositors may expect that the government will cover their funds in the case of bank failure.
2 According to the literature, market discipline can be enhanced by imposing a mandatory uninsured debt requirement
on banks (or in other words, by requiring banks to issue unsecured bonds.) These unsecured bonds enhance market dis-
cipline. If a bank's asset value falls or faces an increase in asset risk or has excessive leverage, uninsured debt holders will
discipline the bank by raising the spreads and forcing the bank to act to reduce risk or leverage. The reasoning behind
the mandatory issuance of bonds by banks is that unsecured bondholders would partly offset the moral hazard invited
by insured depositors' indifference to risk and would push bankers toward more efficient and competitive behavior.
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may also benefit from the upside gains associated with risk-taking, equity issuance may
provide inadequate direct market discipline, and the signals of bank risk derived from
secondary market prices may be blurred and difficult to interpret."3

Some work has focused on the effect of foreign bank entrance on market dis-
cipline. Mishkin (2001), for example, argues that the entry of foreign banks should be
seen as an opportunity to strengthen the domestic banking system, The presence of
foreign banks with expertise in risk management, for example, can encourage the adop-
tion of best practices. Claessens, Demirgtic-Kunt and Huizinga (1998) corroborate this
view by showing that in developing countries the entry of foreign banks reduces the
profitability and overhead expenses of domestically owned banks. Thus implying that
the overall welfare implications of foreign-bank-entry tend to be positive. Most authors
however, tend to believe that market discipline complements financial supervision and,
more importantly, that it depends on the development of financial markets. This is
necessary to sustain bank safety in a rapidly changing environment and to reinforce the
positive effects of bank supervision and regulation.

Studying the evolution of market discipline during financial crisis episodes as
well as the reaction of investors could reveal two important factors. First, whether mar-
ket discipline exists and second, whether investors have the capacity 1:0 influence man-
agement and policymakers to bring down risk levels.

The analysis that follows seeks to shed some light in this direction by evaluat-
ing the behavior of bank stock prices' during the financial crises of the 1990s and early
2000 in Japan and selected Latin American countries.

Market Discipline in Japan, Argentina, Chile, and Mexico

Berger (1991) describes market discipline in the banking sector as a situation in which
private sector agents i.e., stockholders, depositors or creditors at large, face costs that
are proportional to the risks taken by banks and take action on the basis of those costs.
Flannery and Sorescu (1996) define market discipline as the process by which informed
market investors anticipate changes in bank risk and penalize those banks that increase
their level of risk or leverage. Bliss and Flannery (2001) clarify the two distinct func-
tions of market discipline, that is, monitoring and influence. Monitoring refers to ac-
tions that investors take to understand the financial situation of firms in order to assess
the price of their securities (stocks and bonds). Influence refers to the process by which
changes that result in the price of a security, because of investor monitoring, make a

3 See: http://www.federalreserve.gov/boarddocs/speeches/1999/19990614.htm
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firm's management respond in such a way that counteracts the adverse changes in the
firm's condition.

The New Basel Capital Accord proposed by the Basel Committee on Banking
Supervision (200la and 200Ib) in January 2001 introduces important recommenda-
tions concerning market discipline. According to the new proposed framework, mar-
ket discipline is intended to complement the minimum capital requirements and the
supervisory review process. In particular, the Committee aims to encourage market dis-
cipline by developing a set of disclosure recommendations and requirements, which
would allow market participants to assess information4 of financial institutions in an
easier and more transparent manner.

Some of the recommendations state that banks and other financial institutions
should have a formal disclosure policy to assure that they publish regular financial
statements that reflect their true financial condition. In case of lack of compliance with
the disclosure recommendations, it is specified that supervisors should take actions to
remedy the situation. Table 8.1 describes the importance of disclosure and transparency
for banking supervision.

The characteristics of disclosure and transparency include: comprehensiveness,
relevance, timeliness, reliability, comparability, and materiality. It is important to un-
derstand the characteristics of disclosure and transparency, because they provide valu-
able information to market participants and prompt stockholders, depositors and cred-
itors to exercise market discipline.

After discussing on the definition and importance of market discipline, we can
turn to an issue that has been intriguing policymakers and academics alike, namely de-
termining if market discipline is present and how it works.

To determine the existence of market discipline, it is necessary to focus on the
legal, judicial, regulatory and administrative instruments in place in a country. These
factors constitute necessary—but not sufficient—conditions to inform market partici-
pants that market discipline operates and that they could potentially monitor and/or
influence the decisions of banks and other financial institutions.

What follows is a list of the factors that are deemed crucial for the existence of
market discipline and what they entail. They fall under five broad categories:

1. The legal and regulatory framework. This is essential since it establishes
property rights and a culture of credit. The regulatory framework should
include measures to ensure transparency and disclosure, banking regulatory

4 This refers to information describing the scope of application, composition of capital, risk-exposure-assessment and
management processes, and capital adequacy.
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Type of
Subject recommendation Scope

Scope of application Strong Consolidated and sub consolidated basis

Capital Strong Components and features of capital to pro-
vide market participants with information
about the bank ability to absorb financial
losses

Credit risk - General Strong Risk to which the banks are exposed and

Credit risk - Standardized Requirement and strong the measures and techniques used to mea-

approach recommendations sure and control those risks to allow mai~-
ket participants to assess the institution

Credit risk - Mitigation Requirement and strong
techniques recommendations

Credit risk - IRB approaches Requirement

Market risk Strong

Operational risk Strong and in the future,
requirement

Interest rate risk in the Strong
banking book

Capital adequacy Strong Actual capital ratio and other relevant in-
formation on the institution's capital ade-
quacy on a consolidated basis

Asset securitization Requirement

*ECAI recognition Requirement

Supervisory transparency Strong

*External Credit Assessment Institution
Note: The characteristics of disclosure are comprehensiveness, relevance, timeliness, reliability, comparability
and materiality.
Source: Elaborated by the authors on the basis of supporting document of the Basel Committee on Banking
Supervision (200 Ib).

regime and supervision, the application of accounting and auditing princi-

ples and practices, and corporate governance.

2. The judicial system. It should guarantee the enforcement: of law and con-

tracts, the effective enforcement of bankruptcy provisions, and the protec-

tion of minority shareholders.

3. Capital market infrastructure. This category includes correct pricing and

yield curves; the adequate fulfillment of the functions of stock exchanges,

brokers, traders, research analysts, and institutional investors; bond mar-
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Table 8.1. I Disclosures Under the New Basel Capital Accord

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



MARKET DISCIPLINE AND STOCK PRICES IN JAPAN, ARGENTINA, CHILE AND MEXICO 195

kets, including banks and financial institutions that issue bonds and stocks;
and rating institutions.

4. The role of the state. This category identifies various forms of government
intervention such as credit allocation, the setting of special interest rates
and/or granting foreign financial institutions authorization to operate in
the country. The government is also responsible for the regulation and su-
pervision of the functioning of private sector institutions.

5. Deposit insurance. Deposit insurance schemes should not favor moral haz-
ard behavior.

A review of elements of market discipline in the countries under analysis dur-
ing the last 10 years can be found in Table 8.2. This information5 gauges the degree of
commitment of governments to market discipline and the development of an efficient
capital market. And it shows that Japan, Argentina, Chile, and Mexico have intro-
duced, albeit at different speeds, instruments that favor the existence of market disci-
pline. Given the existence of those instruments, one wonders if market discipline is, in
fact, being exercised efficiently and whether or not it actually has an effect on the ac-
tions of bank managers and policymakers.

For this to be determined, a rigorous analysis would be needed that evaluates
first, the efficiency of the disclosure rules and, second, the corrective actions that fi-
nancial institutions could and do take when confronted with market pressures. Such an
analysis should be based on a number of indicators. Indicators will be needed to first,
allow stockholders, depositors and creditors at large to gauge the health of financial in-
stitutions and if necessary, exert pressure for change and, second to measure the re-
sponses of financial institutions. Table 8.3 could be considered a starting point as it lists
a number of well-known indicators6 that are commonly used to evaluate financial in-
stitutions in mature and emerging markets. Table 8.4 illustrates how the market could
influence financial institutions through market discipline and pinpoints their expected
reaction such as an improved risk profile and/or lower leverage.

The remainder of the analysis tries to identify whether the market has disci-
plined financial institutions and exercised influence before, during and after periods of
turmoil based on data for Japan, Argentina, Chile, and Mexico.

^ It should be kept in mind that this framework only highlights important factors and is not intended to provide an ex-
haustive assessment of prerequisites for a market to function effectively.

Some of these indicators are stock prices, bond prices, inter-bank rates, interest rates paid on deposits, the spread be-
tween deposit and lending rates, the share of government assets, and the share of foreign banks.
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Table 8.3. | Indicators for Monitoring Market Discipline

Type Indicator

Pricing Market efficiency: Stock market index
Financial institutions: Stock prices
Financial institutions: Bond prices

Bank Inter-bank rates
Liabilities Deposit runs

Deposit-lending rate spreads
Deposit rates
Evolution of deposits

Bank Assets Asset concentration and quality
Stock prices of corporations to whom financial institutions lend largely
Corporate bond prices of corporations to whom financial institutions

lend largely
Ratings of corporations to whom financial institutions lend largely

Market Number of foreign financial institutions
Structure Percentage of market share belonging to foreign financial institutions

Participation of State-owned banks
Cross ownership

Methodology and Data

In order to analyze market discipline, we focus on the behavior and reactions of in-
vestors in the banking sector of Japan, Argentina, Chile and Mexico during periods of
financial turmoil. We base this analysis on stock returns data7 from the countries'
major stock indices and from a sample of banking institutions.8

The periods of financial crisis selected are region and country specific. For the
Latin American countries, the two turmoil episodes considered are the Mexican crisis
of 1994-95 and the Brazilian devaluation in 1999.9 The Japanese crisis episode extends
for most of the sample period. We identified the beginning of the Japanese banking

7 The analysis is based on daily Bloomberg stock price data for Argentina, Chile, Japan and Mexico for the period Jan-
uary 1994 to April 2001. Returns are calculated as the log first difference of stock prices and dividends are excluded be-
cause the information was missing or unavailable for most of the emerging market stocks.
8 A list of the financial institutions included in the sample can be found in the appendix.
9 The Chilean data set starts in January 1998. Given the sample limitations, only the effects of the Brazilian financial
turmoil are used for the regressions.
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Areas of Influence Characteristics Possible outcome

Actions of management Sale of assets and reduction of The market risk or premium and
to reduce risk leverage. the spreads of 'the securities of the

institutions ,iay change, i.e. get
lower

Actions of shareholders Changes in management. The market ri:;k or premium and
Mergers and acquisition of banks. the spreads of the securities of the

new institutions emerging from the
restructuring may improve.

Actions of policy makers Closure or intervention of financial The market ri:;k or premium and
institutions. the spreads of the securities of the
Financial sector restructuring. new institutions emerging from the
Intervention and financial support restructuring may improve,
for ailing banks.
Declaration to improve confidence.

crisis to be December 1996, which corresponds to Prime Minister Hashimotos an-
nouncement of the "Big Bang" reform of the financial system and the end to be around
November 1999, corresponding to the Japanese government's announcement of an
economic revival package.10

The empirical analysis concentrates first on determining the efficiency of stock
prices and then on evaluating, through regression analysis, the behavior of returns in
order to find evidence of the existence of market discipline before, during, and after pe-
riods of financial turmoil.

It is important to determine the efficiency of stock returns because when mar-

kets provide information efficiently they tend to allocate resources efficiently as well.

Black (1971) sustains that a perfect market for a stock is one in which there are no prof-

its to be made by people who have no special information. Furthermore, he claims that
ideally "we would like to see randomness in the prices of successive transactions, rather

than great continuity."
Consequently, a test of efficiency1 1 would analyze if a series suffers from pos-

itive auto correlation or not. However, efficiency tests require that series be normally

10 In the case of Japan, we identified the pre-crisis period to extend from January 1994 to November 1996 and the post-
crisis period from November 1999 to the end of the sample.
11 To be more precise, the test refers to "weak form of efficiency," since our information set inc udes only the history of
prices or returns.
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Table 8.4. I Influence of Market Discipline
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distributed. Since preliminary analysis of the data reveals lack of normality in the se-
ries,12 an alternative method of estimation of efficiency is needed. When returns are
not normal, the theory of runs13 provides a test for weak form of market efficiency or
randomness that does not require normality.

The aim of the regression analysis is to evaluate the behavior of stock returns,
to quantify the trade-off between risk and expected returns, and to test if the market
has exerted some discipline on the sampled institutions.

The market model to be analyzed is of the form:

R
tt=

CLi+BiRmt+e
lt

E[et] = OandVar[<g = a2

Where R is a vector of stock returns from financial institutions, Rm is the mar-
ket return and e is the zero mean disturbance term; / denotes the different financial in-
stitutions and £ denotes time. The regression is estimated, using ordinary least squares,
for each country financial institutions' stock return and corresponding market index in
order to analyze their behavior during both pre-crisis and post-crisis periods.

This allows us to test whether the beta coefficient changes significantly during
the pre-post crisis episodes considered. For example, a significant decline in the beta
coefficient after a crisis episode would potentially suggest that investors have exerted
discipline on the market i.e., that investors recognized the increased risk in a particu-
lar security and forced actions to be undertaken to reduce risk levels.

Empirical Results

In general, graphical and econometric analysis indicates that periods of financial tur-
moil are associated with reductions in the average value of bank stock prices in the
three Latin American countries and in Japan.15 This is intuitive and reflects the fact

12 Tests for skewness and kurtosis are used to determine the normality of the distribution of stock returns for the mar-
ket indices and financial institution stocks. In addition, the Jarque-Bera test of normality was used for verification pur-
poses. Test results indicate that stock returns, for the time period and sample of countries selected, were not normally
distributed.
13 The run test is a non-parametric test of randomness in a series. A series is considered non-random (random) if there
are (aren't) either too many or too few runs—a run is defined as a change in the sign of the stock return.

Given the error structure of the data, ordinary least squares is a consistent estimation procedure for the market model
parameters.
1:5 Appendix Figures 8.1-8.5 graph the evolution of stock prices.
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that market participants tend to sell risky stocks and opt for safer alternatives during
turmoil episodes. Furthermore, as expected, periods of larger variance in bank stock re-
turns coincide with identified crisis episodes across all markets in the sample. The high-
est variance episodes are found in Mexico and the lowest ones in Chile. This is possi-
bly explained by the fact that Mexico is a crisis country—the tequila crisis during
1994-1995—while Chile is not. It is interesting to note, in addition, that the variance
of bank stock returns is consistently larger than that of stock market indices, thus re-
vealing higher volatility at the institution than at the market level.

Interestingly enough, none of the markets analyzed show signs of randomness
or weak form efficiency of the series, which would imply that markets are not neces-
sarily functioning in an efficient manner in the countries sampled. There are however,
signs of improvement in efficiency toward the end of the sample period.

Econometric results are mixed, but in general show some degree of market dis-
cipline exercising influence on the banks sampled. Country specific results are detailed
below.

Japan

We find that the Japanese banking sector was engulfed in a long crisis that lasted for
most of the nineties. The early part of the decade, however, was excep tional. Graphical
analysis reveals stable stock price behavior across all sectors. This surprising stability
could be interpreted as lack of monitoring and disclosure mechanisms, because by
1995 signs of turmoil become apparent. It was at this time that a few Institutions failed
and the government established a deposit insurance scheme.

Graphical analysis shows that large negative returns in stocks are associated with
periods of turmoil, which in turn were preceded by a fall in bank stock prices (Appen-
dix Figures 8.1 and 8.2). In addition, our non-parametric tests suggest: a banking sector
that behaved more efficiently than the overall market, i.e., the Nikkei Index. Economet-
ric analysis corroborates this finding, as results tend to indicate that investors perceived
the banking sector to be somewhat safer than the market16 (See Table 8.5). It seems that
there is no clear perception of additional risk for those institutions that suffered sub-
stantially during the crisis and were forced to merge or reorganize. Th is finding is con-
sistent with a market that did not fully discipline the risky banks or bring about changes.
One plausible explanation is that government intervention packages lowered the per-
ception of risk, generating among investors a sense of calm and complacency.

16 The beta coefficient in this case is significantly lower than 1.
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Table 8.5. | Japan

Bank

NIKKEI

FUJI

ASAHI

BANK77

DAI ICHI

HOKKAIDO

SANWA

SUMITOMO

NIKKEI BANKS

SHIZUOKA

Test

Normality
Efficiency

Normality
Efficiency

Betas

Normality
Efficiency

Betas

Normality
Efficiency

Betas

Normality
Efficiency

Betas

Normality
Efficiency

Betas

Normality
Efficiency

Betas

Normality
Efficiency

Betas

Normality
Efficiency

Betas

Normality
Efficiency

Betas

Pre-crisis
Jan 94 - May 96

No
Rejects

308 runs

No
Cannot reject

269 runs
-0.07

No
Rejects

298 runs
0.9 1 ***

No
Cannot reject

298 runs
0.52***

No
Cannot reject

288 runs
-0.05

No
Rejects

306 runs
0.05

No
Cannot Reject

271 runs

0.07

No
Cannot Reject

30 runs
-0.014

No
Cannot Reject

299 runs
0.222***

No
Cannot Reject

301 runs
0.22 1 ***

Crisis
Jun 96 - Sep 98

No
Rejects

305 runs

No
Rejects

250 runs

No
Cannot reject

269 runs

No
Cannot reject

272 runs

No
Cannot reject

248 runs

No
Rejects

272 runs

No
Cannot Reject

265 runs

No
Cannot Reject

216 runs

No
Cannot Reject

254 banks

No
Cannot Reject

261 runs

Post-crisis
Oct98-MarOI

No
Cannot reject

292 runs

No
Rejects

2 1 2 runs

No
Cannot reject

273 runs
0.9 1 *** + 0.02

No
Cannot reject

292 runs
0.52*** + (-0. 1 7**)

No
Rejects

21 1 runs

No
Rejects

299 runs

No
Cannot Reject

272 runs

No
Rejects

300 runs

No
Cannot Reject

243 runs
0.222*** + (-0.01)

No
Rejects

269 runs
0221*** + (-0.29***)

Notes:
Normality test: Sktest (Skewness & Kurtosis) and Shapiro-WilkTests.
Run test: H0 variable serially independent. If serial correlation is present, a small number of runs indicates a positive
serial correlation while a large number of runs indicates a negative serial correlation.
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Mexico

Analysis of data of the Mexican market seems to be consistent with a lowering of price
efficiency after the tequila crisis episode. Bank stock prices follow a similar pattern. Just
like in Japan, Mexican stocks are associated with large and negative returns during cri-
sis episodes, which in addition, coincide with lower bank stock prices (Appendix Fig-
ure 8.3).

The econometric analysis indicates a sharp increase in the level of risk per-
ceived by investors during and after the tequila crisis (Table 8.6). The level of risk in-
creased continuously17 until 1999 and only then started to ebb. This decline in the per-
ception of risk could be associated with managerial actions taken to reduce the level of
risk of particular banking institutions. Also, these actions may have been prompted by
the intervention of regulators asking for an increase in bank capitalization levels.

Argentina

The data describing the behavior of the Argentine stock market uncovers the apparent
existence of a surprisingly efficient stock market, substantially more efficient than the
banking sector's stocks. The banking institutions in the sample showed no clear signs
of efficiency improvement by the end of the sample period.

Graphical analysis shows that low stock returns are associated with periods of
turmoil and that market stock returns fluctuated just as much as those of the financial
institutions sampled (Appendix Figure 8.4).

Econometric evidence, as in Mexico, reveals an increased perception of risk
during the tequila crisis episode and beyond. This assessment of increased risk in the
banking sector only starts to decline in the case of the banks being perceived as
strongest in the year 2000 (Table 8.7). The change might be an indication that the
banking sector had successfully overcome the Brazilian crisis or at least, to the eyes of
investors, that the strongest banks had (Calomiris and Powell, 2000).

Chile

Between 1998 and 2001 stocks of Chilean banks behaved efficiently and did not seem
to be overly influenced by the Brazilian crisis episode (see Appendix Figure 8.5). The

17The values of the beta coefficient become increasingly higher during the period.
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same cannot be said of the Chilean stock market index (IPSA), which according to the
statistical analysis seems to have behaved less efficiently than actual bank stocks during
the same period. In addition, regression results demonstrate that during the last three
years of the analysis there was no change in investor's perception of risk (Table 8.8).
Beta coefficients for banks in Chile were relatively lower than in other countries in the
sample, which is consistent with an overall lower level of risk.

Additional Results: Consideration of Financial Indicators

As an extension of the econometric analysis, we tested for the effect that additional in-
formation may have in influencing the behavior of investors. As added information to
investors, we introduced in the regressions some of the most frequently used financial
indicators published by supervisory agencies on the basis of information provided by
the actual banks.18

The results obtained from the econometric analysis revealed that stock returns
were not significantly influenced by the additional information provided by financial
indicators.19 A potential explanation for the lack of relevance of the financial indica-
tors may be the lack of trust in the information published by supervisory agencies or
their timing. Delays in the publication of financial indicators, on average of 20 days,
may have reduced their added value when it comes to being indicators of information
regarding the financial health of an institution.20

18 The equation estimated is of the form Rit= cr + BgiRmt + Blfllit + B2iI2it + .... + Bnilnit + e( where IT to \n stand for

the new indicators introduced. Due to data availability problems, Japan was not included in this exercise. For the Latin

American countries the data used varied depending on the type of data provided by each supervisory agency. In the

case of Mexico, indicators for capitalization, profitability and asset quality (net capital over risk assets, return over eq-

uity, and non-performing loans over total loans) were used. For Chile, we additionally included an indicator of effi-

ciency (effective equity over weighted assets, return on equity, non-performing loans over total loans, and administra-

tive expenses over operational gross result). For Argentina, both efficiency and liquidity indicators were used (integrated

capital over weighted assets, return over equity, non-performing loans over total loans, administrative expenses over as-

sets, and liquid assets over liquid liabilities). It is important to note that for Argentina, indicators were not available dur-

ing the tequila crisis episode and consequently the analysis only covered the Brazilian crisis episode.
19 In almost all cases, the coefficients of these indicators were not significant and in most cases the changes in the beta

were also not significant.
20 We tried to account for potential data problems by introducing lags corresponding to delays in the publication of

figures (usually 20 business days), however that did not change the significance of results. In addition, we acknowledge

that there could be a number of factors affecting results such as: omitted variables, particularly deposit and lending in-

terest rates, and differences between the frequency of the published stock market prices (daily) and financial indicators

(generally monthly or quarterly).
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Conclusions

This chapter set out to study the existence and evolution of market discipline in Japan,
Mexico, Chile and Argentina in times of financial turmoil by analyzing the behavior of
investors in the banking sector.

Empirical results demonstrated an apparent faster reaction of investors to risk
perceptions in Latin American countries than in Japan. In Japan, apparently, it might
be that the government rather than the market reacted, albeit slowly, to the signals of

market discipline by trying to guide the banks out of the crisis.
We complemented the empirical results by providing evidence of the existence

of different phases of market discipline (existence, monitoring, and influence) in the
countries sampled. Furthermore, there is also evidence that shows that governments in
both Latin America and Japan have undertaken strategies directed toward the develop-
ment of capital markets and the implementation of market discipline.

Surprisingly, we found that investors make apparently not enough use of the
information provided by the supervisory agencies to encourage market discipline. This
may indicate the limited value of the information that the supervisors provide or a tim-

ing problem. Further research should explore why this is the case since market disci-
pline should function as a complement to the work of the supervisors.

There is much still to be done regarding ways to improve these results. Addi-
tional indicators of market discipline could be identified and tested such as: bonds is-
sued by banks, stock and bond prices of corporations in distress, and deposit and lend-
ing rates of particular banks. Other important areas for research could include the
study of the behavior of foreign banks during times of crisis.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



210 JOSE CHICOMA, EDGARDO DEMAESTRI, MARIA PIA IANNARIELLO AND PIETRO MASCI

Appendix 8.1

Data:
Daily from January 1994 to March 2001.
Stock price index
Banking index
Nominal Exchange Rates (national currency per US$)
3 month U.S. Treasury bill (returns)
Stock prices (returns) of individual banks affected by the crises
Returns are the log first difference of prices. Dividends not included.

Japanese Banks: Bank77, Fuji, Sanwa, Shizuoka, Sumitomo
Mexican Banks: Banamex, Bancomer, Banorte
Argentine Banks: Bansud, Frances, Galicia
Chilean Banks: De Chile, Edwards, Santander, Santiago
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PART IV
PREEMPTIVE STRATEGIES
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CHAPTER 9

Preemptive Strategies for Assessing and
Managing Financial System Risk in Japan:
Implications for Latin America

Theodore M. Barnhilljr.
Panagiotis Papapanagiotou

Marcos Rietti Souto

Many studies have been undertaken on the causes of the prolonged economic slow-
down and the related banking crisis in Japan.1 The experience in Japan as well as a large
number of other banking crises in recent years emphasizes the need to model the con-
nections between volatility in the financial environment and the potential losses faced
by financial institutions due to correlated market and credit risks. We present here a
numerical solution based on a simulation model that explicitly links changes in the rel-
evant variables that characterize the financial environment and the distribution of pos-
sible future bank capital ratios. This forward-looking quantitative risk assessment
methodology allows banks, regulators, and economic policy makers to identify poten-
tial risks before they materialize and make appropriate adjustments to economic and
monetary policy, bank portfolio credit qualities, sector and region concentrations, and
bank capital ratios.

The problems of the Japanese banking sector are traced to accelerated deregu-
lation of capital markets, weak corporate governance, and regulatory forbearance2 (Hoshi
and Kashyap, 1999, Kanaya and Woo, 2000, and Shimizu, 2000). Capital market lib-
eralization created opportunities for large creditworthy companies to reduce their fi-

1 See Bayoumi (1998), Choy (1999), Corbett (1999), Hoshi and Kashyap (1999), Kanaya and Woo (1999), Packer
(1998), Peek, and Rosengren (1997), Shimizu (1997, 2000) and (Woo 1998).
2 As part of the regulatory standards, we firmly believe that setting accounting standards under which banks disclose
information to the public and to the central bank is of crucial importance. But perhaps of more importance is for banks
to compile and disclose information on their portfolio for an integrated credit and market risk assessment that will be
further used as a basis to set capital requirements. See Barnhill and Gleason (2002).

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



222 THEODORE M. BARNHILL, JR., PANAGIOTIS PAPAPANAGIOTOU AND MARCOS RIETTI SOUTO

nancing cost by selling securities in the money and capital markets. Banks on the other
hand continued to receive massive inflows of deposits from the Japanese public that had
to be invested somewhere. The choice made for many banks was to increase lending to
the real estate sector and small and medium-sized companies, both oi: which had expe-
rienced major credit problems.

This large inflow of funds is thought to have contributed significantly to the
real estate price bubble, which saw Japanese real estate prices accelerate sharply in the
mid to late 1980s. As the Japanese economic growth rate decelerated in the 1990s, the
real estate price bubble burst, with big city commercial real estate prices dropping over
80 percent. Not surprisingly, many of the real estate loans defaulted or were in very se-
rious trouble. At the same time the value of equity securities declined sharply, and
credit problems for small and medium-sized companies accelerated as well. These cor-
related events caused serious problems for Japanese banks because of their significant
holdings of equity securities (for city banks in amounts as large as the entire capital of
the bank), and the above-mentioned build-up in loans to small and medium-sized
companies.

Shockingly, the recovery rate on defaulted commercial mortgage and business
loans appears to be in the range of 20 to 30 percent. This very low recovery suggests a
serious failure to take timely action to protect the interests of the banks. Likewise, the
public's interests may not have been well served by propping up weak credits, since
large amounts of additional public funding was likely be required to protect bank
depositors.

A number of attempts have been made to address these interrelated economic
and financial problems. To stimulate the economy, the Japanese government has run
large budget deficits. Nominal short-term risk-free interest rates have been reduced
essentially to zero. The government has periodically injected large amounts of public
funds into the banking sector. Nevertheless pessimism about growth opportunities con-
tinues to depress investment levels, the inflation rate remains at zero or below, real es-
tate prices continue to decline, and the banking crisis continues. More recently, some
economists recommended the adoption of a deliberate policy of reinflating the Japanese
economy (Krugman, 2001).

It is generally accepted that Japanese banks are burdened with very large
amounts of problem loans. However, estimates of the actual amount of such loans vary
widely. Depending on the assumed historical lending standards loans (in other words,
assumed initial loan-to-value ratios of either 0.7 or 0.8) for non-recourse mortgage
loans and the amount of other bad business loans, we estimate the cost of all of these
weak credits failing at the present time to range from 30 trillion to 45 trillion yen or
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PREEMPTIVE STRATEGIES FOR ASSESSING AND MANAGING FINANCIAL RISK IN JAPAN 223

even more. This would deplete between 13 and 140 percent of the book value capital
of the various types of banks studied and require large capital infusions.

This chapter uses publicly available data to undertake an integrated market
and credit risk simulation analysis on the aggregate balance sheets of four major types
of Japanese banks (city, regional, regional tier-II, and trust/long-term credit or LTC).
The purpose of the analysis is to illustrate a forward looking methodology for assessing
bank risk levels and evaluating potential preemptive strategies for managing such risks.
No comment or input has been received from either Japanese banks or Japanese finan-
cial regulators. While substantial effort has been put forth to complete the analysis as
realistically as possible, data limitations and consequently the necessity to make a num-
ber of assumptions suggest that the conclusions should be taken as illustrative rather
than definitive.

Forward-looking risk analyses for the four types of aggregate hypothetical
banks are also undertaken utilizing two assumed credit risk levels (lower and higher),
two potential future financial environments (negative and positive), and two estima-
tion periods (one- and three-years). Using a simulation methodology we are able to as-
sess the correlated impacts of interest rate, foreign exchange, equity price, real estate
price, and credit risk on the value of a bank's assets and liabilities. Without such an in-
tegrated risk assessment approach, important correlations are not accounted for prop-
erly, and overall risk levels are misestimated. Given the levels of direct equity invest-
ments by Japanese banks, capturing correlated equity price, real estate price, and credit
risk is particularly important.

The assumed levels of credit risk, equity investment, bank operating expenses,
bank net interest margin, and the assumed future financial environments are found to
interact to determine bank risk levels. If the negative financial and real estate market
conditions of the recent past persist over the next three years it is very likely that the
major Japanese banks will suffer further large losses and exhaust their current already
low levels of capital. Such an event would require large capital infusions to avoid de-
positor losses and a financial market crisis affecting Japan and perhaps the rest of the
world. Alternatively, a return to more positive economic and financial market condi-
tions with moderately increasing (as opposed to sharply decreasing) real estate and
equity prices, would increase the chances of avoiding a major crisis and reduce the
ultimate cost of resolving current problems. Nevertheless under both financial market
scenarios the risk of further bank failures appears to be substantial.

There are no easy or cheap answers to resolving the Japanese financial crisis.
The collapse of the real estate and equity price bubble of the late 1980s has simply left
Japanese banks with too many bad loans secured by collateral of low value. It would
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224 THEODORE M. BARNHILL, JR., PANAGIOTIS PAPAPANAGIOTOU AND MARCOS RIETTI SOUTO

seem that a moderately inflationary monetary policy could help minimize the direct
cost of dealing with this problem of bank fragility. Propping up particularly weak cred-
its with additional loans is throwing good money after bad. Allowing such credits to
fail and moving to protect any remaining value for loan collateral will likely reduce the
long-term costs of resolving the crisis. However, the risk of applying this strategy on a
massive scale is that real estate and other asset values could be pushed, even lower in the
short-to-medium term. In any event, additional large capital infusions from the gov-
ernment will likely be required to avoid depositor losses. Key questions include how
many, what types, and what size of banks does Japan really need?

The implications of this analysis for Latin American and Caribbean countries,
as emerging economies, center on the management and regulation of financial institu-
tions in countries where regulatory environments are in a state of change and asset price
bubbles also occur. It seems clear that banks and regulators must keep in mind that
asset prices that go up rapidly can also come down rapidly, thereby creating bad loans.
Actions which may be taken to protect banks, depositors, governments, and economies
from such bubbles include adoption of economic polices that encourage sustainable
long-term economic growth rates, raising required loan-to-value ratios, and increasing
bank capital requirements during boom times. Efficient bank management (control of
operating costs) and loan pricing (maintaining adequate net interest margins to more
than cover credit costs) are of course always crucial to maintaining bank profitability
and ultimately solvency.

It is also important to be mindful that portfolio theory applies to banks. Other
things being equal, overall portfolio risk levels decrease (increase) as banks diversify
(concentrate) their lending across various regions and sectors of the economy. Further,
when assessing bank portfolio risk levels it is important to model the correlations
among interest rate, foreign exchange, equity price, real estate price, and credit risk to
obtain realistic overall risk assessments. Finally, it is important to understand that fi-
nancial market liberalization offers both significant long-term benefits and, in some
cases (as in Japan), major risks as institutions are required to adapt to a new competi-
tive environment. We provide a more detailed discussion on the implications for Latin
America at the end of this chapter.

We recognize the importance of assessing the incentives of banks and firms ap-
proaching insolvency to adopt high-risk investment strategies in the Hope of achieving
higher returns that would help cover their troubled positions.3 This is one of the rea-
sons that firms with lower credit ratings fail at a higher rate than other firms. While

^ Megginson (1997) provides nice examples of how and why otherwise-trustworthy managers would have incentives to
play a variety of financial and operating "games" when the firm is in financial distress.
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PREEMPTIVE STRATEGIES FOR ASSESSING AND MANAGING FINANCIAL RISK IN JAPAN 225

our model estimates a higher default rate for such firms, we do not explicitly model the
incentive structure of a firm's management.

Another extension of the current study would be to model specific individual
banks. This would require more detailed information on the credit quality of bank
loans. It is feasible and useful to model multiple banks simultaneously to assess the risk
of correlated and perhaps cascading bank failures. Barnhill et al. (2003) assess the sys-
temic risk of Brazilian banks using the same methodology. Finally, the recent experi-
ence of Argentina has demonstrated the importance of assessing the risk of government
default and its impact on the banking industry and vice versa. Barnhill and Kopitz
(2003) model government balance sheets in an effort to evaluate fiscal sustainability
under uncertainty.

The remainder of this chapter is organized in the following manner. First, an
abbreviated discussion is given of the theoretical models used in the value-at-risk sim-
ulations. Next, discussion is directed towards calibrating the model for the Japanese fi-
nancial environment. Third, we present our approach to modeling Japanese bank asset
and liability portfolios. Fourth, we provide the results of our simulation analysis of
Japanese banks. Fifth, we summarize our conclusions.

Theoretical Models

Risk assessment methodologies seek to assess the maximum potential change in the
value of a portfolio with a given probability over a pre-set horizon resulting from
changes in market factors, credit risk and liquidity risk. The current practice is to un-
dertake market and credit risk assessments separately. Combining such separate risk
measures into one overall portfolio risk measure is not easily accomplished. The ab-
sence of reliable overall portfolio risk measures creates problems determining capital
adequacy requirements, capital-at-risk measures, hedging strategies, and so on.

Given the correlated nature of credit and market risk (Fridson, Garman and
Wu, 1997), the importance of an integrated risk assessment methodology seems clear. To
address the above risk measurement problem, Barnhill and Maxwell (2002) developed a
diffusion-based methodology for assessing the value-at-risk of a portfolio of fixed income
securities with correlated interest rate, interest rate spread, exchange rate, and credit risk.
Barnhill, Papapanagiotou and Schumacher (2002) extended the model to undertake
financial institution asset and liability risk assessments for South African banks.

As an overview, both the future financial environment in which the assets will
be valued and the credit rating of specific loans are simulated. The financial environ-
ment can be represented by any number of correlated random variables. The correlated

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b
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evolution of the market value of a business firm's equity, its debt ratio and credit rating
are then simulated in the context of the simulated financial environment. For non-
recourse real estate loans a similar approach is used where the market value of the real
estate property, its loan-to-value ratio and credit rating are simulated, The structure of
the methodology is to select a time step over which the stochastic variables are allowed
to fluctuate in a correlated random process. The firm-specific and property-specific re-
turns (as distinct from economic sector index and real estate index returns) and secu-
rity specific default recovery rates are assumed to be uncorrelated with each other and
the other stochastic variables. For each simulation run, a new financial environment
(correlated interest rate term structures, foreign exchange rate, market equity returns,
and regional real estate index returns) as well as firm specific and property specific debt
ratios, credit rating, and default recovery rates are created. This information allows the
correlated values of financial assets (including direct equity and real estate investments)
to be estimated, and after a large number of simulations, a distribution of portfolio val-
ues is generated and analyzed.

Simulating Interest Rates

The Hull and White extended Vasicek model (Hull and White, 1990, 1993, 1994) is
used to model stochastic risk-free (Japanese treasury) interest rates. In this model, in-
terest rates are assumed to follow a mean-reversion process with a time dependent re-
version level. The simulation model is robust to the use of other interest rate models.

The model for r is:

(1)

where:

Ar = the risk-neutral process by which r changes,
a = the rate at which r reverts to its long term mean,
r = the instantaneous continuously compounded short-term risk-free in-

terest rate,
6 (t) = theta is an unknown function of time that is chosen so that the model

is consistent with the initial term structure and is calculated from the
initial term structure,

A? = a small increment to time, C
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PREEMPTIVE STRATEGIES FOR ASSESSING AND MANAGING FINANCIAL RISK IN JAPAN 227

cr = sigma the instantaneous standard deviation of r, which is assumed to
be constant, and

Az = a Wiener process driving term structure movements with Ar being re-
lated to A? by the function Az = £ VAZ

The above mean reversion and volatility rates can be estimated from a time se-
ries of short-term interest rates or implied from cap and floor prices. Given the very
low risk-free Japanese rates, in this study the short rate r is constrained to have positive
values. Further, given the lack of a time series of credit spreads such spreads are assumed
to be constant.

Simulating Asset Returns and Prices

We employ the same model to simulate the value of the equity market indices and the
foreign exchange rate, assuming that they follow a geometric Brownian motion, with
constant expected growth rate and volatility (Hull, 2000, p. 225). The expected growth
rate is estimated as the expected return on the asset minus its dividend yield.4 For a dis-
crete time step, A£ it can be shown that

(2)

where:

S = equity market index (or foreign exchange rate),
m = expected growth rate (m = JJL - q),
JJL = expected return on equity market indices (or on foreign exchange

rate),
q = dividend yield,
CT = volatility,
e = a random sample from a standardized normal distribution, and
A? = a small increment to time.

We are using the very simple model of a dividend-paying stock, as described in Hull (2000) to deal with stochastic
prices and foreign exchange rates. Changes in the dividend yields during the time periods analyzed would surely affect
the outcomes of this analysis. However, as a simplifying assumption, we take the dividend yield as a constant factor. C
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The return on the market index (or foreign exchange rate) i:s estimated as

Km = ((S + t±S)/S) + q, (3)

where:

Km = return on the market index (or foreign exchange rate),
5 = equity market index (or foreign exchange rate), and
q = dividend yield.

The return on equity for individual firms and individual real estate properties
is simulated using a one-factor model.5

Kf = RF + Beta. (Km - RF) + a- kz, (4)

Where:

Ki = the return for the assetj
Rp = the risk-free interest rate,
Beta- = the systematic risk of asset j,
Km = the simulated return on the equity or real estate index from equation 3,
<Ji = the asset specific return volatility, and
A# = a Wiener process with A£ being related to A? by the function A# =

e VA!

As discussed in the next section the parameters needed to implement the above
model for the positive and negative financial environment cases were estimated from
historical data.

5 It is fairly known the inaccuracy of the single-factor Capital Asset Pricing Model (CAPM) in relating risk and return
of an asset. See Fama and Macbeth (1973), Black, Jensen and Scholes (1972), Black (1972), Black and Scholes (1974),
Roll (1977, 1979, 1988), to cite quite a few. Fama and French (1992) propose a three-factor model where size and
book-to-market ratio captured most of the risk/return relationship. One of the drawbacks of i:he CAPM is related to
the fact that it is a single period model, which needs time series on expected returns (or realized returns as unbiased es-
timators for expected returns) over some period of time in order to estimate both the systematic ::isk (beta) and the firm-
specific risk. As a consequence, beta might be quite sensitive depending upon the time period chosen. Several re-
searchers have attempted to include time-varying betas in the model (Gibbons and Person, 1985; Bollerslev, Engle and
Wooldridge, 1988; Harvey, 1989; and Person and Foerster, 1994). The perverse consequence of such approach is that
the asset pricing model loses a significant fraction of its predictive ability. We made the simplifying assumption of using
the CAPM single factor model, because of its simplicity of being implemented, although given appropriate data it is
quite possible to include a more sophisticated asset pricing model in our simulation methodology. C
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Simulating an n-variate Normal Distribution

Many authors have reported positive correlations between default rates and financial
environment variables such as interest rates (Fridson, Garman and Woo, 1997), and
negative correlations with variables such as GNP growth rates. This is consistent with
negative correlations between interest rate changes and equity returns.

In the proposed portfolio risk assessment model, the equity indices and for-
eign exchange rate returns are simulated as stochastic variables correlated with the sim-
ulated future risk-free interest rate and interest rate spreads. Hull (2000) describes a
procedure for working with an w-variate normal distribution. This procedure requires
the specification of correlations between each of the n stochastic variables. Subse-
quently, n independent random samples s are drawn from standardized normal distri-
butions. With this information, the set of correlated random error terms for the n sto-
chastic variables can be calculated. For example, for a bivariate normal distribution,

SJ = XP (5)

E2 = px} + x2 V1 - p2, (6)

where:

#p *2 = independent random samples from standardized normal distributions,
p = the correlation between the two stochastic variables, and
8p e2 = the required samples from a standardized bivariate normal distribu-

tion.

It can be shown that the simulated volatilities and correlations for all of the
stochastic variables match closely the assumed values that are typically estimated from
historical time series data.

Mapping Debt Ratios into Credit Ratings

The above discussed simulated equity and real estate returns are used to estimate a
distribution of possible future equity and real estate market values and debt ratios.
The simulated debt ratios are then mapped into credit ratings. This methodology as-
sumes a deterministic relation between a firm's or property's debt ratio and its credit C
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rating.6 In a contingent claims framework this is equivalent to assuming a constant
volatility for the value of the firm.

After simulating the bond's future credit rating, its value is calculated using the
simulated term structure of interest rates appropriate for that risk class. If the bond or
loan is simulated to default, the recovery rate on the bond is simulated as a beta distri-
bution7 with a specified mean value and standard deviation.

Modeling Japan's Financial Environment

For the current study on Japan, the simulated financial environment includes approxi-
mately fifty correlated random variables. This set includes eight domestic correlated
arbitrage-free term structures (Japanese government, AAA...CCC8); three foreign in-
terest rate arbitrage-free term structures (U.S. Treasury bill, U.K. Treasury bill and euro-
mark rate); three foreign exchange rates (yen per US$, British pound per US$, and
mark per US$); twenty domestic equity market indices corresponding to different eco-
nomic sectors;9 a set of ten regional commercial real estate price indices and ten resi-
dential real estate price indices; the S&P 500 stock price index; the gold price; and the
Japanese inflation rate.10 In the simulation context, the evolution of the financial envi-
ronment has a major impact on the valuation of the banks' assets and liabilities.

As indicated, we simulate two alternative future financial environments. We
label one positive and one negative. Our positive financial environment should have
positive returns on real estate and equity assets, and most likely a positive inflation rate
as well. The negative financial environment should have continued negative returns on
real estate and equities and most likely continued zero to negative inflation rates. To es-
timate the volatilities, correlations, and mean returns for these two future financial en-
vironment cases we study two distinct historical periods. The first positive period spans

6 Blume, Lim, and MacKinlay (1998) suggest that leverage ratios and credit ratings are not constant over time. How-
ever, their results are over a longer timeframe than simulated in this framework.
7 Utilizing a beta distribution allows the recovery rate to fall within 0 and 100 percent while maintaining the same mean
and standard deviation.
8 In the absence of Japanese historical data on corporate bond yields for various credit qualities, we assumed zero volatil-
ity in credit spreads.
9 The choice of equity indices that are included in the simulation model is driven by the allocation of the banks' loan
portfolio across sectors of the economy. Table 9.5 presents the percentage of loans allocated in the different economic
sectors.
10 In practice, any number of interest rate term structures, foreign exchange rates, equity and real estate indices, com-
modities and economic indicators could be modeled. For the purpose of this exercise, the total number of the variables
used in the simulations is 50.
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PREEMPTIVE STRATEGIES FOR ASSESSING AND MANAGING FINANCIAL RISK IN JAPAN 231

first half of 1987 to the end of 1995, and the second negative period ranges from 1996
to the end of 2000.n The different characteristics of the distribution of changes in the
environmental variables, as well as the reasoning behind our focus on these two peri-
ods, are described below.

Historical Distribution of Changes in Prices and other Environmental Variables

The Japanese financial and macroeconomic environment in the late 1980s was charac-
terized by substantial economic growth, low inflation, and increased growth expecta-
tions and investor confidence. In a climate of rapid financial liberalization, asset prices
were soaring and bank lending was expanding.12 The early 1990s, on the other hand,
were characterized by the collapse of the stock market, the dramatic fall in real estate
prices, and the slowdown in economic growth. Tables 9.1 and 9.2 show the historical
mean changes, standard deviations and correlations of percentage changes in selected
financial and economic variables.

A look at the average historical returns, volatilities and correlations of the
Japanese financial environment variables suggests the following:

• In general, the 1987-95 period had higher mean returns, volatilities and cor-
relations between changes in prices and other environmental variables than
the period 1996-2000 (See Table 9.2).

• Volatilities are higher for the 1987-95 period as that timeframe includes both
the formation and the bursting of the asset bubble. This is especially true for
real estate assets. The average volatility of the commercial and residential real
estate price indices is six times higher than that for the 1996—2000 period.

• Average correlations between the change in the three-month yen Libor and
real estate returns are positive and significant in the 1987-95 period. They
average 0.56 and 0.61 for the residential and commercial real estate price in-
dices, respectively. This is not the case in the 1996-2000 period where the cor-
relations between interest rate changes and real estate returns become almost
zero due to the relatively constant interest rates. One would normally expect
such correlations to be positive as real estate assets are generally considered to

(Text continues on page 254)

11 The common sample of the 50 variables used to describe the financial environment limits the length of the data series
to a 14-year time span.
12 For a description and explanation of the formation and collapse of the Japanese asset bubble, see Kanaya and Woo
(2000), Shimizu (2000), and Hoshi and Kashyap (1999).
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Table 9.2. | Average Historical Volatilities, Correlations, and Returns (I)

Correlations (2)

Ch. in YenLibor & FX Returns
Ch. in YenLibor Interest & Equity Returns
Ch, in YenLibor & Real Estate Returns (Total Real Estate)
Ch. in YenLibor & Real Estate Returns (Com.)
Ch. in YenLibor & Real Estate Returns (Res.)
FX & Equity Returns
Equity & Real Estate Returns (Total Real Estate)
Equity & Real Estate Returns (Com.)
Equity & Real Estate Returns (Res.)
FX & Real Estate Returns (Total Real Estate)
FX & Real Estate Returns (Com.)
FX & Real Estate Returns (Res.)
% ch. CPI & FX Returns
% ch. CPI & Equity Returns
% ch. CPI & Real Estate Returns (Total Real Estate)
% ch. CPI & Real Estate Returns (Com.)
% ch. CPI & Real Estate Returns (Res.)
SP & FX Returns
SP &Topix Equity Returns
SP & JPN Real Estate Returns
NIKKEI & FX Returns
NIKKEI &Topix Equity Indices Returns
NIKKEI & Real Estate Returns
Gold & FX Returns
Gold & Equity Returns
Gold & Real Estate Returns
Oil & FX Returns
Oil & Equity Returns
Oil & Real Estate Returns
Avg. FX
Avg. Equity
Avg. Real Estate (Total)
Avg. Real Estate (Com.)
Avg. Real Estate (Res.)

Volatility

Yen Libor
Avg. FX
Avg. Equity
Avg. Real Estate (Total)
Avg. Real Estate (Com.)
Avg. Real Estate (Res.)

1987-1995

-0.020193
-0.090746

0.589464
0.614916
0.564013
0.301300

-0.143819
-0.082353
-0.205285
-0.052479
-0.060654
-0.044305

0.31 1736
-0.031618

0.397168
0.377309
0.417026
0.397023
0.423639

-0.055 1 87
0.350798
0.757966

-0.156221
0.070170

-0.003590
-0.109000
-0.221925
-0.213506

0.234869
0.656037
0.704932
0.780534
0.862688
0.742782

1987-1995

0.013069
0. 1163 16
0.254171

0.054675
0.063 1 50
0.046201

1996-2000

0.3 1 1 575
-0.310048
-0.00545 1
-0.0 1 2462

0.001560
0.005645

-0.206630
-0.219681
-0.193578
-0. 1 5 1 202
-0.179397
-0. 1 23007
-0. 1 69209
-0.086508

0.36825 1
0.355487
0.381015
0.257626
0.234466
0.022473

-O.I 062 I I
0.475466

-0.205 1 63
0.26675 1
0.1941 10

-0.379206
-O.I 1521 1

0.283719
-0.451965

0.083885
0.471777
0.631054
0.449854
0.793572

1996-2000

0.002657
0.087669
0.246568
0.009121
0.010851
0.007392

(continued)
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Table 9.2. I Average Historical Volatilities, Correlations, and Returns (I)
I (continued)

Return (Annualised)

Yen Libor
Avg. FX
Avg. Equity

Avg. Real Estate (Total)
Avg. Real Estate (Com.)
Avg. Real Estate (Res.)

1987-1995

-0.004806
-0.032544

-0.002743
0.024594
0.022392
0.026795

1996-2000

-0.000432
0.039434

-0.020049

-0.04828 1
-0.07866 1
-0.017901

Notes:

1. Estimates based on semi-annual observations.

2. The given correlations represent averages over sub sets of the stochastic variables. For example, Equity & Real Es-

tate Returns (Com.) is the average of the correlations between all twenty equity indices and all ten commercial

real estate indices. Similarly, 'Ch. in Yen Libor Interest Rate and Equity Returns' is the average correlation between

the change in short-term Yen Libor interest rates and the percentage changes in the twenty equity indices.

be an inflation hedge, meaning that real estate becomes more valuable when
inflation is high, and probably when interest rates are high too. In the 1996-
2000 period, with interest rates and an inflation rate fluctuating around zero,

real estate prices continued their declining pattern.
• As expected, there is a negative correlation between interest rates and equity in-

dices. The correlation of the Nikkei and the 3-month yen Libor ranges between
(-0.15) and (-0.20) for our two periods of study. However, one can observe
much more negative correlations between changes in interest rates and percent
changes in industry-specific equity indices. For example, in the 1996-2000 pe-
riod, the correlation between changes in yen Libor and percent changes in the
Topix Services index was (-0.60).

We focus on the 1987-95 and 1996-2000 periods in order to undertake our

risk analysis.13 The underlying return, volatility and correlation estimates characterizing

these two periods represent two different scenarios of economic and financial activity.14

13 Our simulation methodology employs constant mean correlations between variables and volatilities for particular pe-
riods. Estimating stochastic volatilities and correlations and allowing the simulation to update correlations and volatil-
ities in a stochastic predictive model is a very interesting and potential venue for future research (Barnhill, et al., 2003).
14 Semi-annual observations were used to the estimation of the returns, volatilities, and correlations between asset price
indices and economic indicators. Given the importance of bank mortgage loans and loans to the real estate sector
(Shimizu, 2000, and Hoshi and Kashyap, 1999), semi-annual data were used in our analysis ;;o as to include regional
real estate price indices.
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PREEMPTIVE STRATEGIES FOR ASSESSING AND MANAGING FINANCIAL RISK IN JAPAN 235

The 1987-95 period is characterized by higher volatility and correlations, as
well as higher returns. It captures both the upward and downward sides of variation in
asset returns (from the stock market and real estate prices rally to the burst of the eq-
uities bubble in 1990 and the sharp drop in real estate prices in 1992). In addition, it
provides us with reasonable estimates for a simulation scenario of higher inflation and
interest rates, higher volatilities and asset returns characterized by a more aggressive
monetary and fiscal policy that aimed to provide an economic growth stimulus. With
one modification, we use these historical mean returns, volatilities, and correlations as
inputs in our more optimistic simulation scenario (the positive financial environment
case). The one change is that we set the expected return on all equity indices at 8 per-
cent.15 This represents a typical equity risk premium over the close-to-zero risk-free in-
terest rate (Ibbotson, 1997).

On the other hand, the 1996-2000 period is characterized by a continuing de-
pression of asset price returns and macroeconomic variables. With the exception of for-
eign exchange, the majority of the remaining financial variables provide us with nega-
tive annual returns. (See the average correlation, volatility, and annual return estimates
derived from the historical distributions of selected environmental variables in Table
9.2.) Inflation and interest rates are at zero levels keeping asset returns and volatilities
declining. The 1996-2000 period provides us with reasonable estimates for a simula-
tion scenario of a continuation of the depressed economy. We use these assumptions as
inputs in our negative financial environment simulation scenario.

Modeling Japanese Bank Asset and Liability Portfolios

The set of hypothetical banks that is simulated includes the aggregate balance sheets
for Japans main categories of banks: city banks, combined trust/LTC banks, regional
banks, and regional tier-II banks. The banks' loan portfolios are assumed to be constant
over the horizon of the risk analysis (1 and 3 years) and their future values are estimated
using the simulated asset prices and credit quality of the borrowers. Simulations were
run for 2000 times using twelve time steps

The main outcome of the model is the estimated distribution of the banks'
capital ratios characterized by their means, standard deviations, maximum and mini-

15 It is also possible to model expected equity return using auto-regressive models (combined with moving average
processes). It would require an adaptation of the current simulation methodology in order to implement this feature.
We opted for a simplifying assumption of constant expected equity return, leaving this a point for future research.
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mum values, as well as their value-at-risk points that indicate the probability of the
banks' capital ratios falling below certain thresholds. Potential losses are estimated as
the differences between the initial and the simulated bank capital ratios.

Capital _ Ratiot = MVEt I £ A^t (7)
1=1

where:

Capital _ Ratiot = The simulated bank capital ratio at time t.

n m
- ̂  A- — VZ- (8)

i=\ j=\
where:

MVEt = the simulated market value of the bank's equity an time t,
A • = the market value of the i'th asset at time t which reflects the simu-

lated financial environment variables (e.g., interest rates, exchange
rates, equity prices, and etc.) and where appropriate the simulated
credit rating of the borrower, and

L-1 = the market value of the i'th liability at time t, which reflects the sim-
ulated financial environment variables (e.g., interest rates, exchange
rates, and so on).

Assets and liabilities that do not bear any credit risk are valued by discounting
future cash flows at the appropriate simulated risk-free term structure. In the case of
securities denominated in a foreign currency the simulated foreign exchange rate is
used to estimate a numeraire currency value. In this way the model captures correlated
market risk.

In the case of bank loans that are subject to credit risk, valuation includes also
the estimation of shifts in the credit risk characteristics of the issuers/borrowers. Credit
risk reflects the potential losses that a bank may suffer due to client default and/or
downgrading. In this way, the model captures correlated market and credit risk. Loans
to corporations (business loans), commercial and residential real estate, and non-
recourse loans were modeled differently with respect to credit risk.

Loons to Corporations

Corporate loans represent a significant portion of the banks' total portfolios. The
amount of business loans (as a percent of total assets) for the four different types of

MVEt

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



PREEMPTIVE STRATEGIES FOR ASSESSING AND MANAGING FINANCIAL RISK IN JAPAN 237

banks ranges from 46.6 percent in the case of city banks to 59.1 percent for the case of
regional banks.16 Table 9.3 presents a summary of the consolidated comparative bal-
ance sheets and selected income statement items for city banks, regional banks, regional
tier-II banks, and trust-LTC Banks as of the end of 2000.

In the simulation context, the value of each corporate loan is calculated by dis-
counting the future cash flows with the simulated interest rates that correspond to the
simulated credit grade of the corporate client. In the event of default, the pay-off of the
loan is given by its recovery value net of transaction costs. Based on data from default-
ing Japanese companies, it is assumed that firms default when their simulated debt
ratio is .9 or higher. Business loan recovery rates were modeled as a beta distribution
with a mean of 30 percent and a standard deviation of 10 percent.

Black and Scholes (1973) and Merton (1974) provide the contingent claims
analytical framework under which we estimate the stochastic changes in the business
loan credit quality. This approach directly links the credit quality of a firm to its debt-
to-value ratio, as well as its own firm-specific volatility.17 Table 9.4 presents the esti-
mated debt-to-value ratios, betas, firm specific volatility, and simulated default rates for
companies that fall under different categories of loan credit quality. These estimates
were developed from time series data on approximately 100 publicly traded Japanese
companies with a public bond rating.

With respect to credit quality, we follow the classification of loans used by the
Japanese regulators (i.e., the Bank of Japan (BoJ), the Ministry of Finance (MoF) and
the Financial Services Agency (FSA)). Under this system, loans are classified into four
categories. Category four includes loans that are non-collectable, defaulted loans. Cat-
egory three includes loans for which there are serious concerns about their collection.
Category two loans are the ones that are not yet viewed as uncollectable but as poten-
tially troublesome. Finally, in category one, loans include those on which repayment is
considered certain. Table 9.4 includes the simulated default rates for companies in the
four rating categories. For example, the simulated default rate for category 1, 2, and 3
business loans are 0, 0.16 and 0.73 for one-year and 0, 0.33, and 0.80 for three-years
respectively.18 The BoJ has earlier reported three-year loss rates of 0.17 and 0.83 for

(Text continues on page 241)

16 Percentages reflect the summation of values for all banks included in each category. The source is the BoJ.
17 For a full explanation of the methodology behind the estimation of stochastic changes in loan credit quality (esti-
mation of debt-to-value ratios, equity betas, and firm specific volatilities for firms failing in the different credit quality
classes) used in the proposed simulation context, see Barnhill and Maxwell (2000) and Barnhill, Papapanagioutou and
Schumacher (2002).
18 One of the limitations of our simulation methodology is that it underestimates the risk of default for very high qual-
ity loans (the zero simulated default rate on Category 1 loans).
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Table 9.4. I Distribution and Characteristics of Business Loans
I by Credit Category (I)

Category I Category 2 Category 3 Category 4

Lower credit risk (2) 0.86396836 0.1 1612868 0.01839240 0.00151057

Higher credit risk (3) 0.82594096 0.14859224 0.02353396 0.00193284

Projected debt to value ratio (4) 0.595 0.805 0.885 > 0.90

Beta (5,6) 0.78 1.50 1.50 NA

Firm specific volatility (5,6) 0.25 0.60 0.60 NA

Debt to value ratio

Lower bound 0.45 0.74 0.87 NA

Upper bound 0.74 0.87 0.90 NA

Average simulated one-year default rate (7)
(In Percent)

Category I Category 2 Category 3 Category 4

Avg. simulated one-year default rate (7) 0 16 73 100

Avg. simulated three-year default rate (7) 0 33 80 100

Sources:

FXTopix : Bloomberg

Stock Prices : Tokyo Stock Exchange

Land Prices : Japan Real Estate Institute

CPI : Bank of Japan

Gold, Oil : ICIS-LOR, London Bullion Market

Interest Rates : FRB, Financial Times

Notes:

1. There are 4 loans categories used by bank supervisors. Category 4 includes the loans that are non-collectible. Cat-

egory 3 includes the loans for which there are serious concerns about their collection. Category 2 includes the

loans that are not yet judged uncollectible, but are deemed to be potentially troublesome. Category I includes th

loans whose repayment is considered certain.

2. The estimate of the loans distribution in the four grades of credit quality is provided by the Financial Supervisory

Agency (FSA).

3. Estimate based on Ohara's calculation of the amount of major banks' bad loans (Ohara, I 998).

4. Debt to value ratio were estimated for the 4 different credit categories as:Total Debt / (T.C. + M.V.E.), where M.V.E.

is the market value of a firm's equity.

5. Beta and Firm specific volatility were estimated by using the standard CAPM approach, regressing the returns o

a firm's stock price on the returns of the appropriate equity index.

6. Data on approximately one hundred Japanese firms was available to estimate typical debt to value ratios and betas

for the various credit categories.

7. Business loans were assumed to default any time the simulated debt to value exceeded 0.9.The simulated default

rates are similar for the positive and negative financial environments because firms are assumed to adjust their fi-

nancing strategy to attempt to attain their projected debt to value ratios.

(7)
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PREEMPTIVE STRATEGIES FOR ASSESSING AND MANAGING FINANCIAL RISK IN JAPAN 241

category 2 and category 3 loans (Hoshi and Kashyap, 1999, p. 29). After allowing for
a 20 to 30 percent recovery rate on defaulted loans, the three-year simulated default
rates are reasonably consistent with the historical experience.

The allocation of business loans across the four different credit categories was
based on information about the distribution of loans by supervisory classification for
the Japanese aggregate banking sector, and the major banks (city, trust, and LTC banks)
found in Hoshi and Kashyap (1999). In the absence of relevant data for all four types
of banks modeled in this study, we assume the same credit quality distribution for busi-
ness loans for all simulated banks. Table 9.4 shows the estimated percent allocations of
business loans across the different credit classes for all types of banks.

We distinguish between two different scenarios of business loan credit quality
allocation that provide different results for the banks in terms of loan loss amounts.
The first (conservative, lower credit risk case) estimate of the distribution of loans in
the four grades of credit quality is provided by the FSA, while the second (less opti
mistic, higher credit risk case) is an estimate based on Ohara's (1988) calculation of the
amount of major banks' bad loans. We believe it is important to explore these two dif-
ferent scenarios and their relative effects on the simulated banks' capital ratios in order
to capture the sensitivity of the results to shifts in assumed credit quality of the busi-
ness loan portfolio.

Finally, the allocation of the banks' business loans across sectors of economic
activity was derived by the combination of information regarding the distribution of
loans outstanding by industry for the Japanese aggregate banking system, and his-
torical data about the percent allocation of the loan portfolio across selected industries,
among the different types of banks found in Yoshinori Shimizu (2000). Table 9.5
shows the assumed sector allocation of business loans across city, regional, regional tier-
II, and trust-LTC banks used in the simulations.

Loons to Real Estate Companies and Loans to Individuals

Loans to real estate corporations were modeled as a portfolio of non-recourse com-
mercial mortgage loans. By non-recourse loan, we mean that the only security for the
loan is assumed to be the commercial real estate asset. In the remaining part of the
chapter we will refer to such loans as commercial mortgage loans. Loans to individuals
were also modeled as a portfolio of non-recourse mortgage loans, but with different
specifications when compared to the commercial mortgage loan category (different de-

19 Percentages reflect the summation of values for all banks included in each category. The source is the BoJ.
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Table 9.5. | Assumed Sector Concentration of Business Loans

Type of Bank

City
Regional
Regional Tier-ll
Trust - LTC

Type of Bank

City
Regional
Regional Tier-ll
Trust - LTC

Other

0.008895396
0.010875516
0.0 1 2229079
0.006551973

Transportation

0.055375095
0.067701626
0.076 1 27748
0.040786959

Construction

0.093794097
O.I 14672722
0. 1 28944850
0.069084775

Wholesale

0.22590939 1
0.276 1 96963
0.310572345
0.166395328

Finance

0.151615809
0.080462119
0.07 I I 996 17
0.29463 1 559

Service

0.235004503
0.201155299
0.206478888
0.24339 1 288

Electricity

0.017143578
0.020959750
0.023568393
0.012627237

Manufacturing

0.212262132
0.227976005
0.170879080
0. 1 6653088 1

Source: Bank of Japan.

Note; The distribution of the business loans by the industry sector was determined based on the information on the

loans and discounts outstanding by major industries. Loans to the real estate sector and leans to individuals were

modeled separately as non-recourse commercial mortgage loans, and non-recourse residential mortgage loans.

fault rates, recovery rates, credit risk characteristics and so on). We will refer to the lat-
ter category as residential mortgage loans from here onwards.

Commercial and residential mortgage loans represent a significant portion of
total bank portfolios. The percentage of commercial mortgage loans to total assets for
the four different types of banks ranges from 8.97 percent in the case of regional banks
to 13.8 percent for the case of trust banks. On the other hand, residential mortgag
loans as a percent of total assets fell to between 3.55 percent in the case of trust banks
and 15.01 percent in the case of city banks. (See Table 9.3 for a summary of the con-
solidated comparative balance sheets and selected income statement items for the var-
ious types of banks as of the end of 2000.)

Under the presented simulation context, the value of both commercial and res-
idential mortgage loans is estimated by appropriately discounting their future payoffs.
Again, in the case of default, the value of the loan is a function of its recovery rate, net
of transaction costs. Based on recent Japanese data, recovery rates for commercial mort-
gage loans are modeled as a stochastic variable drawn from a beta distribution with a
mean of 20 percent and a standard deviation of 10 percent. For residential mortgage
loans, the recovery rate was modeled to have a mean of 70 percent and a standard de-
viation of 10 percent.

Following a similar methodology to that of business loans, the credit quality
and the possibility of mortgage loan defaults are estimated with the use of the loan-to-
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value ratio (that is the remaining notional value of the loan divided by the value of the
property).20 Loan-to-value ratios were linked to the modeled financial environment
through the simulated returns of the Japanese regional real estate indices. In the case of
both commercial and residential mortgage loans, returns on properties were assumed
to have a beta of 1 relative to the simulated regional real estate returns and a total re-
turn volatility of 15 percent, and 25 percent for the negative and positive financial en-
vironment case respectively. Due to lack of data on specific property values, these total
return volatilities are simply assumptions. However, the assumed values are consistent
with the range of observed real estate return volatility estimates for the United States.
In this way, the simulation model is able to reflect the fact that extensive defaults in the
real estate sector are driven by adverse macroeconomic conditions, and are correlated
with inflation rates, equity returns, interest rates, and so on.

With respect to the credit quality of mortgage loans, we again use the four cat-
egories classification system of loans used by the Japanese regulators (BoJ, MoF and
FSA). In the absence of relevant data for all four types of banks that are modeled in this
study, we assumed the same loan-to-value ratio distributions for all simulated banks.
Table 9.6 shows the estimated percentage allocations of commercial and residential
mortgage loans across the different credit classes for all types of banks.

The assumed credit class of non-recourse mortgage loans is based solely on the
mortgage's loan-to-value ratio. Unfortunately we did not have direct information on
the distribution of ratios for different types of mortgage loans. To estimate this required
model input, we assumed that banks made the same quantity of amortizing 20-year, 6
percent mortgage loans each year over the period 1981 to 2000. We then assumed that
the underlying property values increased and decreased in proportion to the commer-
cial and residential real estate indices for the six large cities. For the lower (higher)
credit risk case we assumed initial loan-to-value ratios of 0.7 (0.8). These assumptions
allowed us to estimate the distributions of mortgage loan-to-value ratios given in Ta-
bles 9.6 and 9.7. Given the typical recovery rates on commercial mortgage loans in the
area of 20-30 percent, we assume in the simulation that non-recourse commercial
mortgages default when their loan-to value ratio reaches 3. Similarly, given the typical
recovery rates on residential mortgage loans in the area of 70 percent, we assume in the

20 Typical loan-to-value ratios were calculated for both commercial and residential mortgage loans assuming a 0.7 (lower
credit risk case) and 0.8 (higher credit risk case) initial values, a 6 percent 20-year maturity rate, and using historical
real estate index returns.

(Text continues on page 246)
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Table 9.6. | Distribution and Characteristics of Commercial (I) Mortgage
Loans by Credit Category (2)
Percent of Non-Recourse Commercial Mortgage Loans

Category I Category 2 Category 3 Category 4

Lower credit risk (3) 0.52 0.30 0.178 0.002

Higher credit risk (3) 0.17 0.59 0.238 0.002

Average LTV Ratio for Non-Recourse Commercial Mortgage Loans

Category I Category 2 Category 3 Category 4

Lower credit risk (3) 0.46 1.40 2.18 3.3

Higher credit risk (3) 0.25 1.17 2.35 3.3

Average One-Year Default Rate (4)
(In percent)

Category I Category 2 Category 3 Category 4

Positive financial environment 0.00 0.00 12.95 100.00

Negative financial environment 0.00 0.00 17.10 100.00

Average Three-Year Default Rate (4)
(In percent)

Category I Category 2 Category 3 Category 4

Positive financial environment 0.00 1.60 19.70 100.00

Negative financial environment 0.00 46.20 84.70 100.00

Source; Bank of Japan.
Notes;
1. Loans to the real estate sector were modeled separately as non-recourse commercial mortgage loans.

2. There are 4 loans categories used by bank supervisors. Category 4 includes the loans that are non-collectible. Cat-
egory 3 includes the loans for which there are serious concerns about their collection. Category 2 includes the

loans that are not yet judged uncollectible, but are deemed to be potentially troublesome. Category I includes the
loans whose repayment is considered certain.

3. The estimated fraction of loans with the given average LTV ratio was calculated assuming banks made the same
quantity of twenty-year 6% mortgage loans each year between 1981 and 2000, and that on average real estate
prices increased and decreased by the percentages given by the national commercial and residential real estate
price indices. For the lower (higher) credit risk case, the initial LTV ratio was assumed to be 0.7 (0.8).

4. Differences in default rates over one and three years in the positive and negative environment reflect differences
in the assumed average return on real estate properties, as well as the volatility of real estate returns. For the pos-
itive (negative) case, the mean return was assumed to be 0.033 (-0.124).These are the historical returns from the
region having the largest amount of mortgage loan (i.e., the Kanto region).The return volatility was assumed to be
0.25 (0.15). Commercial mortgage loans were assumed to default when their simulated L1V ratio exceeded 3.0.
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Table 9.7. I Distribution and Characteristics of Residential (I) Mortgage

I Loans by Credit Category (2)
I Percent of Non-Recourse Residential Mortgage Loans

Category I Category 2 Category 3 Category 4

Lower credit risk (3) 0.76 0.18 0.058 0.002
Higher credit risk (3) 0.31 0.51 0.178 0.002

Average LTV Ratio for Non-Recourse Residential Mortgage Loans

Category I Category 2 Category 3 Category 4

Lower credit risk (3) 0.44 0.91 1.08 1.3
Higher credit risk (3) 0.32 0.84 1 . 1 4 1.3

Average One-Year Default Rate (4)

Category I Category 2 Category 3 Category 4

Positive financial environment 0.00% 8.90% 33.85% 100.00%
Negative financial environment 0.00% 4.55% 47.00% 100.00%

Average Three-Year Default Rate (4)

Category I Category 2 Category 3 Category 4

Positive financial environment 0.15% 14.25% 29.40% 100.00%

Negative financial environment 0.30% 52.60% 81.20% 100.00%

Source: Bank of japan.

Notes:

1 . Loans to the real estate sector were modeled separately as non-recourse commercial mortgage loans.

2. There are 4 loans categories used by bank supervisors. Category 4 includes the loans that are non-collectible. Cat-

egory 3 includes the loans for which there are serious concerns about their collection. Category 2 includes the

loans that are not yet judged uncollectible, but are deemed to be potentially troublesome. Category I includes the

loans whose repayment is considered certain.

3. The estimated fraction of loans with the given average LTV ratio was calculated assuming banks made the same

quantity of twenty-year 6% mortgage loans each year between 1981 and 2000, and that on average real estate

prices increased and decreased by the percentages given by the national commercial and residential real estate

price indices. For the lower (higher) credit risk case, the initial LTV ratio was assumed to be 0.7 (0.8).

4. Differences in default rates over one and three years in the positive and negative environment reflect differences

in the assumed average return on real estate properties, as well as the volatility of real estate returns. For the pos-

itive (negative) case, the mean return was assumed to be 0.045 (-0.054).These are the historical returns from the

region having the largest amount of mortgage loan (i.e., the Kanto region).The return volatility was assumed to be

0.25 (0.15). Residential mortgage loans were assumed to default when their simulated LTV ratio exceeded 1.2.
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simulation that non-recourse residential mortgages default when their ratio reaches 1.2.
Similar default prediction methodologies (using loan-to-value ratios 1:0 predict default)
are understood to be used by large U.S. mortgage companies.

The average default rates on commercial and residential mortgages are a major
risk driver in the simulation model. From Table 9.6 it can be seen that moving from a
positive to a negative financial environment shirts the average three-year default rate on
category 3 commercial loans from 19.7 percent to 84.7 percent. Table 9.7 indicates
that a similar change in assumed financial environment results in the three-year default
rate on category 3 residential mortgages increasing from 29.4 percent to 81.2 percent.
The 3-year simulated default rates under the negative financial environment case can
be compared to the previously cited BoJ study that found three-year loss rates on cat-
egory 3 loans of 83 percent.

Finally, the allocation of the banks' commercial and residential mortgage loan
portfolio across different geographic regions was estimated using data from the BoJ on
the aggregate regional allocation of loans on deeds and housing loans and balance sheet
data for the different banks. City banks as well as trust-LTC banks are assumed to be
well-diversified across 10 geographic regions, while regional and regional tier-II banks
are assumed to be concentrated in particular regions.21 Table 9.8 shows the assumed
geographic allocations of commercial and residential mortgage loans across city, re-
gional, regional tier-II and trust banks used in the simulations.

Other Assets and Liabilities

Deposits, direct equity and real estate investments and bond holdings were also mod-
eled and priced in the simulation framework. For each of the hypothetical banks, ap-
proximately 200 business loans, 200 mortgage loans (commercial and residential), 20
equity securities and 20 real estate assets were used to model the banks' asset and lia-
bility portfolios.

The expense ratio (fee income plus other income, less operating expenses, di-
vided by total assets) was used to estimate net operating income not accounted for by
changes in the value of assets and liabilities. This additional net operating income (loss)
is added to the simulated value of the banks' portfolios. The expense ratios for the dif-
ferent types of banks are assumed to be constant throughout the duration of the simu-
lation exercise. Data for the calculation of fee income plus other income, less operating

21 The choice of the region was made on the basis of the aggregate mortgage loan allocation. Regional banks were as-
sumed to be concentrated in the Kanto region, which has the largest aggregate regional amour t of mortgage loans.
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expenses, for the city, regional, regional tier-II and trust banks was taken from the con-
solidated income statements of the banks and is given in Table 9.3.

Simulation Results

The various case scenarios from the simulation exercises are as follows.

Case I'.Immediate Liquidation of all Bad Loans

The first set of results focuses on the estimated cost of allowing, or even encouraging,
weak credits to default and be liquidated. The possible rationale for such action is that
it fixes and limits the potential loss. Many assumptions are of course required to un-
dertake such an analysis, including importantly the amount and distribution of loans
that would default without further support. In Table 9.9, we assume that all mortgage
loans with a loan-to-value ratio over 1 default and that the recovery rate on these loans
is equal to 90 percent of the current underlying property value. On business loans, we

assume that 100 percent, 73 percent, 16 percent, and zero percent c>f category 4, 3, 2
and 1 loans default, respectively. These are the one-year default rates produced by the
current simulations. In all cases, we assume a 30 percent recovery rate on defaulted
business loans, which is consistent with recent Japanese experience.

Under these assumptions, the total default losses associated with liquidating all
of the bad loans is approximately 30 trillion yen, and 45 trillion yen for the lower and
higher credit risk cases respectively (see Table 9.9). If the recovery rate on liquidated
real estate falls below 90 percent, the above loss would rise further, perhaps substan-

tially. These estimates compare to earlier estimates that ranged from approximately 15

trillion to 38 trillion yen (Hoshi and Kashyap, 1999, pp. 29-30).
Relative to current low bank capital levels, ranging from 4 to 7 percent, these

are very large losses. For city banks, the immediate liquidation of all bad loans would

reduce bank capital by between 54 and 86 percent, and leave bank capital in the range
of 2-3 percent of assets (see Table 9.9). For regional banks, the immediate liquidation
would reduce bank capital by between 65 and 91 percent, and leave bank capital be-
tween zero and 2 percent of assets. For regional tier-II banks, it would reduce bank
capital by between 100 and 140 percent and leave bank capital in the minus 2 to zero

percent range. For trust-LTC banks, it would reduce bank capital by between 14 and
18 percent, leaving bank capital in the 26 to 27 percent of assets range. A subsequent
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capital infusion of between 38 and 50 billion yen would be required to re-capitalize the
city, regional and regional tier-II banks at an 8 percent of assets level (see Table 9.9).

Cose II: Negative Financial Environment (or Continuation of the Status Quo)

Tables 9.10 and 9.11 give the simulation results for the lower and higher credit risk,
and negative and positive financial environment cases over one and three-year time
horizons. Initial book value capital ratios,22 initial market value capital ratios, mean
simulated and mean simulated percent changes in capital ratios are given. In addition,
the standard deviation of the mean simulated capital ratio, the upper and lower bounds
of the simulated distribution of capital ratios and the value-at-risk points at the 95,
97.5 and 99 percentiles are reported. The results illustrate the large risks faced by
Japanese banks, bank regulators, and economic policy makers. We will initially con-
sider the negative financial environment case that could be considered a continuation
of the status quo (with zero to negative inflation and declining asset prices).

The main conclusions under this case are:

• Over a one-year time horizon, all four types of banks on average suffer con-
tinued substantial declines in their capital ratios, ranging from a minus 4 per-
cent for LTC-trust banks to minus 28 percent for city banks, The declines are
more severe for the higher credit risk case. The larger declines for city banks
are explained by their small net interest margin, high operating expense ratio,
and larger amounts of equity investments (over 7 percent of assets and 100
percent of capital, see Tables 9.3 and 9.10). The relatively smaller declines for
LTC-trust banks relate to their current large capital base that is funded by
large amounts of debt capital, which appears to be at great risk.

• On a value-at-risk basis, over a one-year time horizon, the banks again look
very vulnerable. At the 99 percent confidence level, city banks, regional banks,
and tier-II regional banks suffer losses approximately equal to their current
capital under the low credit risk case and significantly more under the higher
credit risk case. At the 95 percent confidence level, these banks are left with
capital equal to 1-2 percent of assets under the lower and between minus 1
and zero percent for the higher credit risk cases.

22 The differences between the book value and the initial market value of the banks' capital ratios are higher under the
lower credit risk scenario. These differences can be explained by the effects of the assumed credit quality distribution of
the loan on the present value of assets and liabilities. Data about the credit quality, maturity structure, and coupon rates
for each and every one of the banks would result in a much closer book and market value of the capital ratio. The higher
credit risk scenario seems to reflect more closely the reported capital ratios for the different types of banks.
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• Over a three-year time horizon, matters only get worse. City banks, which are
the largest banks in Japan, on average, exhaust their capital. At the 99 percent
confidence level, they have capital ratios of approximately minus 10 percent.
Maintaining the status quo is likely to be a very risky and costly choice.

Cose ///: Positive Financial Environment

In the positive financial environment case, we assume that policies are adopted which

result in a modest but positive inflation rate, and modestly rising asset prices (on aver-

age plus 8 percent, plus 2.2 percent and plus 2.6 percent return respectively for equi-
ties, commercial real estate and residential real estate). The main conclusions under the

positive financial environment case are:

• Over a one-year time horizon, bank capital ratios decline by smaller amounts

or even increase slightly for regional tier-II banks. Also, the declines are on av-

erage similar for the lower and higher credit risk cases. These results are con-

sistent with the expectations that in the positive environment, mortgage loan

default rates will be lower and the value of the banks' equity holdings will in-

crease. The city banks still show the larger average capital ratio declines of ap-

proximately 12 percent due to their low net interest margin and high operat-
ing expense ratio. Regional tier-II banks show modest increases in capital

ratios due in part to their higher net interest margin. Also, the region where
the regional tier-II bank is assumed to be located (Kinki) had above average
increases in real estate values under the positive financial environment sce-
nario. Had an under performing region been selected, the results would have
been less favorable.

• On a value-at-risk basis over a one-year time horizon, all of the banks still look

very vulnerable. At the 99 percent confidence level, city banks and regional

banks suffer losses essentially equal to their current capital or significantly

greater than their capital under the lower and higher credit risk cases. At the

95 percent confidence level, these banks are left with capital equal to between

zero and plus 2 percent of assets. Regional tier-II banks perform marginally

better on a value-at-risk basis, primarily because of their higher net interest

margin. Given their large amount of debt capital trust-LTC banks do not

come close to exhausting all of their capital over either a one or three-year pe-

riod, regardless of the assumed level of credit risk. However, they still run a

significant risk of losing all of their equity capital.
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Over a three-year time horizon, matters improve somewhat in the positive fi-
nancial environment case. Rather than on average losing all of their capital city
banks only lose 15-20 percent of it. However risk levels are still very high. At

the 99 percent confidence level, capital ratios fall between a minus 5 and minus
8 percent. At the 95 percent confidence level, capital ratios fall to between a

minus 2 and minus 5 percent. Given that banks typically fail well before they
exhaust all of their capital, additional bank failures are likely even under the
more positive financial environment assumptions.

Conclusions

As discussed above, we find that the assumed levels of credit risk, equity investment,
bank operating expenses, bank net interest margin, and the assumed future financial

environments interact to determine bank risk levels. Under the status quo, it is very
likely that the major Japanese banks will suffer further large losses and exhaust their
current already low levels of capital over the next three years. Alternatively, a return to
more positive economic and financial market conditions, with moderately increasing
as opposed to sharply decreasing real estate and equity prices, would increase the
chances of avoiding a major crisis and reduce the ultimate cost of resolving current
problems. Nevertheless, under both financial market scenarios the risk of further bank
failures appears to be substantial.

There are no easy or cheap answers to resolving the Japanese financial crisis.
The collapse of the real estate and equity price bubble of the late 1980s has simply left
Japanese banks with too many bad loans, secured by collateral of low value. It would
seem that a moderately inflationary monetary policy could help minimize the direct

cost of dealing with the problem of bank fragility. Allowing particularly weak credits to
fail and moving to protect any remaining value for loan collateral will likely reduce the

long-term costs of resolving the crisis. However, the risk of applying this strategy on a
massive scale is that real estate and other asset values could be depressed even further
in the short to medium term. In any event, additional large capital infusions from the

government will likely be required to avoid depositor losses. The key questions are how

many, what types and what size of banks does Japan really need?
The implications of this analysis for Latin America, as emerging economies,

center on the challenges of managing and regulating financial institutions in countries
where regulatory environments are in a state of change and asset price bubbles oc-
casionally occur. Banks and regulators must keep in mind that asset prices that go up
rapidly can also come down rapidly, thereby creating bad loans. Actions that may be
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taken to protect banks, depositors, governments and economies from such bubbles in-
clude adoption of economic polices that encourage sustainable long-term economic
growth rates, raising credit standards (for example, increasing required loan-to-value
ratios), and increasing bank capital requirements during boom times. Efficient bank
management (control of operating costs) and loan pricing (maintaining net interest
margins adequate to more than cover credit costs) are of course always crucial to main-
taining bank profitability and ultimately solvency. It is also important to be mindful
that portfolio theory applies to banks. Other things being equal, overall portfolio risk
levels decrease (increase) as banks diversify (concentrate) their lending across various
regions and sectors of the economy. Further, when assessing bank portfolio risk levels
it is important to model the correlations among interest rate, foreign exchange, equity
price, real estate price, and credit risk to get realistic overall risk assessments. Finally it
is important to understand that financial market liberalization offers both significant
long-term benefits and, in some cases (as in Japan), major risks as institutions are re-
quired to adapt to a new competitive environment.

We firmly believe that setting capital requirements for banks operating in
highly volatile environments, as in Latin America, requires the development of models
to assess bank failure risk in an integrated market and credit risk framework. To ac-
complish this, banks and firms need to compile and disclose financial information in
standardized accounting statements. The basic idea is to assess the risk of a potential
crisis before it materializes, which would require that more and better data are pro-
vided. We understand that it is costly and hard to implement such measures, but it is
much more so to have to deal with a financial crisis contaminating the whole economy,
with perverse effects on the population (as in Argentina).

This study has a number of limitations. It would have been helpful to have had
better information on the typical loan-to-value ratios of defaulting non-recourse com-
mercial and residential mortgages. This assumption substantially affects the outcome
of the risk analysis. More extensive data on business loan defaults would have also im-
proved the study. Feasible and useful extensions of the study could include modeling
specific banks and modeling multiple banks simultaneously to assess the risk of corre-
lated and perhaps cascading bank failures. Such extensions would require access to
more detailed data on bank portfolios.
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CHAPTER 10

A Strategy to Prevent Future Crises:
Safely Shrink the Banking Sector

Adam S. Posen

A recent article in a well known magazine contained a history of how people have tried
to reduce the number of traffic fatalities in the United States. Essentially, there were two
basic strategies: the first was to make safer cars, and the second to make better drivers.
If your goal is to reduce fatalities, these both seem like legitimate means. And so we have
things like airbags and crumple zones to make cars safer, and we also have Mothers
Against Drunk Driving and seatbelt regulations to make safer drivers. However, this
being the United States, nobody seems to have thought of reducing the number of driv-
ers. If there are fewer drivers, there will be fewer accidents and fewer fatalities.

Like traffic fatalities, financial crises are bad, so the fewer there are the better.
When we look at financial crises and think about the historical record, financial crises
are in essence banking crises. So as with traffic, you can try to make a safer banking sec-
tor by having prudential rules and credit standards, and so on. You can also try to make
safer bankers and better bank supervisors by exchanging experiences at conferences
(like the one that gave rise to this book), having the BIS Financial Stability Institute
train everyone involved, and instilling market discipline. My suggestion instead is that
the best strategy to prevent future crises is to reduce the number of banks. If traditional
deposit-taking, long-lending banks were to play a reduced role in most economies,
thereby reducing the damage caused by bank failures, the extent of financial crises
would be more limited.

Of course, this raises the questions of what economies would give up if the
number of banks was reduced, and how feasible (or likely) it is for this to happen. On
the first point, not much is lost by reducing the number of banks, that other financial
services can easily replace them both for borrowers and depositors. On the second
point, trends in corporate finance and technology are so strongly against traditional
banking, that the public policy issue is how to assure sufficient safe exit of banking
firms; feasibility of exit is not the problem.
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Some Preliminary Questions

The first issue is why we should be shrinking the banking sector. The answer is simple:
we economists now seem to have an exceptionally good understanding of financial
crises. Everybody agrees that put together imperfect information, regulatory forbear-
ance, connected lending, illiquid collateral, lack of transparent accounting, and deposit
insurance that are not fully creditable (Mishkin, 1997; Goldstein, 1998), shake it up,
add a macroeconomic shock, and presto, a banking crisis! And the consensus on this
analysis is now pretty wide. This is why regulators can call for prediction (see Chapter
3) and attempts are made to create systems of early warning (Goldstein, Kaminsky and
Reinhart, 2001). Yet, with all due respect, early warning does not seem to work. We
have known all this for some time and we are constantly improving our forecasting; but
the problem is not so much warning as acting on the warnings received.

At issue is not whether there is time enough to react; but instead, if banks and
regulators have too much time to react, what do they do? It is well known that the basic
danger is that when an economy has undercapitalized regulated banks, they behave
badly, are subject to moral hazard, and this results in adverse selection in the financial
markets. The resulting rolling over and accumulation of bad loans is an enormous drag
on growth. You either suffer the cost of re-capitalizing the banks quickly at large cost
in terms of real output (repeatedly the case in Latin America), or you suffer the costs
of having wasted a lot of your capital, foregoing growth, and eventually paying a larger
bill (which is arguably a major part of what has happened in Japan over the last ten
years). This is serious stuff. And we all knew ahead of time both that bank crises are se-
rious and where they were occurring.

The second point is that learning, unfortunately, does not seem to affect be-
havior when it comes to financial crises. As a think tank type, one i:> supposed to be-
lieve in the power of learning. The only hope of having influence is that people listen
to one of us and say: "Aha! Good idea; I'll do that." However, this does not seem to
overcome the incentives underlying bank crises. Consider U.S.-Japanese foreign eco-
nomic relations, specifically financial relations, over the last 20 years (Posen, 2002).
What is interesting is that, going through the history, the amount of trans-Pacific and
international exchange in the happy community of bank supervisors was already quite
great by the late 1980s. Yet, we still had the U.S. Savings and Loans (S&L) crisis, and
prior to that there was the U.K. land-bubble, and immediately after that there was the
Swedish banking crisis, and then we have the ongoing Japanese financial crisis. This is
but a partial list and one confined to wealthy countries; the problem is universal. So
even with the best of intentions, the most effective public oversight, the best training,
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the most rigorous supervision, and (let us assume) the least corrupt civil servants, learn-
ing from banking crises does not seem to take place. The U.S. S&L crisis ended when
there was a political demand ex post; we hope that the Japanese banking crisis is end-
ing now that there is a political demand ten years ex post. There was no shortage of
advice or warning to Tokyo from Washington and elsewhere in the bank supervisory
community by the early 1990s.

There are very fundamental economic and political incentives for why this is
the case. It is not necessary to be an experienced political cynic, however, to model
these processes. There are reasons why banks roll over bad loans and why bureaucrats
engage in regulatory forbearance, and it is very difficult to get beyond these. As is so
often the case in economic policy, we are caught in the choice between removing dis-
cretion altogether (which seems self-defeating since the whole point of the bank su-
pervisory exercise is the judgment of imperfect information) and giving the regulators
the discretion to engage in regulatory forbearance (which is sometimes euphemized as
"prompt corrective action").1 So, that is the "why." There does not seem to be any easy
consistent way to keep banks whose capital is short from falling into crisis once bad
times start. We can try to box in bank lending behavior as a useful effort, but there does
not seem to be any way to fundamentally remove this difficulty with regulators. So
what do you do instead?

That is the third point. New and perhaps primary emphasis must be given to
minimizing the banking sector in market economies. This raises the question of why
we have banks, besides tradition and the fact that their buildings look familiar and
solid. There are two essential reasons why we have banks. The first, on the deposit-
taking side, is that small depositors supposedly need these institutions to conduct their
day-to-day transactions and to have a safe place to put their money. The second rea-
son, which grows out of the work of Fama (1985) and Stiglitz (1993), has to do with
imperfect information in financial markets. There are certain smaller businesses, or
risky businesses, that cannot go directly to capital markets to achieve their financing,
so they have to go to an intermediary. When they go to an intermediary, these busi-
nesses must put up some asset as collateral, because only then does the intermediary
have the incentive to look through the imperfect information about the firm, make a
judgment, and spend a lot of time monitoring the loan. Thus, the argument for banks
to exist is both on the depositor's side and on the corporate finance or borrower's side.

1 Friedman (2000) and Glauber (2000) explain how in the U.S. context these discretionary abuses were endemic, even
though they still only lasted a few years in the S&L crisis compared to Japan.
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Issues in Conventional Banking

In terms of the vulnerabilities and costs of banking, it is banks, more than any other
actor in the financial system, that have a maturities mismatch. Any financial sector
business can of course have one, but banks inherently have deposits on demand and
illiquid long-term loans, or else why are they banks? Because banks tend to lend in do-
mestic currency, and because they tend to become temporarily over-stretched and need
to borrow in international markets, they also often have currency mismatches. Again,
individual corporations can have them, but it is worse for banks. Banlcs also have a per-
verse incentive from the deposit insurance system when their capital dips too low. This
seems to say to bankers with weak balance sheets that once having lost as much capi-
tal as can be lost, they still have money to gamble with, because depositors do not with-
draw their money.

Meanwhile, banks inherently have to deal with proprietary information. We
hear much about transparency, but working from Fama (1985) and from first princi-
ples, the reason for having banks is that they lend on the basis of information that can-
not be publicly traded and disclosed. Without that proprietary information, there is no
reason for a borrower not to take its business plan and instead go directly to the finan-
cial markets. Banks do not have securitized assets and are dependent on illiquid collat-
eral, or at least they depend on things like real estate for collateral, which in a financial
crisis normally becomes illiquid. So banks remain vulnerable in a way that very few
other financial institutions are.2

Such vulnerabilities and their potential costs to the public could of course be
outweighed if banks provided unique and special services. The question is whether—
at the margin, or even quite a long way from it—they still do so. Looking back, the
first argument that is often made is that banks play a special role in. development. If
you come from Harvard, and you read Alexander Gerschenkron (1962), he offers a
whole historical argument about how German industrial development relied on haus-
banken, and how important these were in acquiring machine tools, chemicals, and
steel. Then if you turn to Aoki and Patrick (1994), they offer a similar argument for
the Japanese main bank system. Then there was that ill-timed World Bank report
(1993) on the East Asian miracle, which suggested that inter-twined bank relationships
played a role in the Asian New Industrialized Countries s success. And then, of course,
there are lobbying interest groups, not least in the United States, thai: argue that small
businesses are the "backbone of our society" and on the strength of this ask for
government-supported loan programs.

See Chapters 3, 4 and 5.
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The problem is that such beliefs do not hold up very well to econometric
analysis. There is a vast literature out there, much of the best work done by Gerard
Caprio and his colleagues at the World Bank (World Bank, 2001), though a number
of other people have contributed. The bottom line is that while an economy does need
some financial intermediation to get proper investment allocation, it does not have to
be banks that carry out that allocation. In the cross-national evidence, what matters is
the amount of credit being disbursed, the amount of private-sector investment, and the
rates of return—not the institutional structure of financial firms per se. Moreover, as
has become clearer since the Asian crisis, with banks, especially in developing societies,
there is a tendency towards politicization of lending. Either there is government pres-
sure on the banks to make loans for specific purposes, which would be more difficult
to do in a marketized framework, or there are insiders' clubs, industrial networks and
other relationships that are very hard for new firms to break into.

There are a number of economists who reconsidered Japans postwar economic
history and suggested that Japan grew despite the main-bank relations in the post-war
era, not because of them. (Hall and Weinstein 1996, Weinstein and Yafeh, 1998, and
Posen, 1998). Takeo Hoshi and Anil Kashyap (2001) develop very clearly and with
persuasive evidence the idea that the kereitsu-type financing in Japan was largely an
artificial post-war construction that did not really reflect the mainstream of Japanese
economic development. Indeed, in the first chapter of this volume, Utsumi cites the
example of Japanese banks in the early post-war era, which, he says, had the foresight
to lend without collateral to what we know today as Sony and Honda. In those days,
however, they were not acting as banks, but as venture capital funds. These were not
set loans but investments in return for equity stakes. Once upon a time, Japan had a
venture capital culture (even if you would not recognize it now), which was replaced
by a commercial bank culture.

In addition to this backwards-looking, long-term view, minimizing the unique-
ness of the role of banks in development, there are some trends that are gaining
strength right now that seem important. We are moving towards a world where there
is less need for banks in corporate finance. Considering that, historically, banks made
their profits by arbitraging information imperfections, there is reason to doubt such a
large role in today's world in which there is superior accounting, improved computer-
ization, better disclosure and training, and an accumulation of financial innovation.
Taken together, it is ever easier for firms to go directly to markets for their financing.
This is a worldwide trend, albeit less so in emerging markets than in Japan, and less so
in Japan than in the United States.

It is also the case that international capital mobility is increasing. Although this
can be subject to major interruptions, global financial markets are sufficiently deep that
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we are no longer in the Feldstein-Horioka world where the amount of capital available
for investment is the amount of savings that happens to be available in a given coun-
try at a given time. And the further we move away from this, the less we need a de-
positor base in every country to aggregate savings for investment. Look at the United
States. We do not have much in the way of domestic private sector savings, but we still
manage to achieve investment funding. To argue that emerging markets should copy
the United States and they will receive easy access to capital markets is, of course, face-
tious. However, the basic point remains. With deeper financial markets, better infor-
mation flows, more advanced technology, lower transaction costs, new financial in-
struments, better trained financial professionals and regulators, and more people in the
world exposed to financial concepts, the need for financial intermediation is reduced.
By the same token, the ability of firms to go directly to financial markets is increased.

How do we know this? Banks are becoming less profitable as competition and
technology reduce the cost of intermediation. In Chapter 6, Mitsuhiro Fukao examines
the declining profitability of Japanese banks and uses this as a major explanation for
Japan's financial problems. The basic story of the Japanese financial crisis is well known:
that there was a partial financial deregulation in the mid 1980s; that the best firms, the
large non-financial corporations on which banks were making high margins with little
risk, then went directly to the financial markets; that the margins in what was left of the
banks' business with those firms shrunk; that unprofitable banks were not allowed to
exit because exit was seen by the regulators as market instability; that the banks had a
captive body of deposits, which they had to keep lending out; and that they shifted to
real estate based lending and to riskier small and medium-sized enterprises, and earned
no profits. This went on for years (Mikitani and Posen, 2000). Even in the United
States, which liberalized its financial markets earlier and more extemiively, there is ar-
guably still a serious problem of over-banking. For Japan, it is frightening to look at
Table 3.1 in Chapter 3, which shows just how many banks there are in Japan. This
number has remained virtually unchanged in all parts of the banking sector, despite zero
profitability for five, six, seven years. This is a major problem.

Accelerating the Decline in Traditional Banking

WTien calling on policymakers to shrink the banking system, this is not to say that a
law should be passed that shuts down all traditional banks on day X; nor is it to sug-
gest that the Basle II capital accords suddenly raise the capital requirement to 15 per-
cent for banks in international commerce and shut down every bank below that. The
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suggestion here is that we take advantage of some of these major, long-term trends
against traditional banking, and encourage them. "We" means the policymakers, the
elected legislators, the people working at the International Financial Institutions (IFIs).
There is a real role for efforts to improve supervision, but equally there is a role to en-
courage the decline of traditional banking. Banks only exist due to regulation, and their
unregulated closure can have systemic effects.

Importing Financial Services

First, and this was mentioned by several people at the conference on which this book
is based, emerging markets or even developed small open economies should import for-
eign financial services. This may sound opportunistic, because obviously a great bene-
ficiary of this would be U.S. financial firms. However, it is important to realize that
Foreign Direct Investments (FDIs) in the financial sector, just like in every other sec-
tor, tends to transfer skills, technology, management techniques, and that these are em-
bodied in the actual investment. Moreover, as we have seen in country after country
(including Japan), when FDIs enters into the financial sector, investing firms need to
hire local people. Usually, the most successful financial firms (including banks) are
those where top management and financial principles emerge from the world's finan-
cial centers, but which train or re-train local people to implement them. Moreover, ex-
cept for the possibility of systemic risk, there is no special reason to think that protec-
tion of the banking sector is any better than protection of anything else (Graham,
2001). The relevant thought experiment is to imagine a U.S. auto industry in the late
1970s that refused to accept FDIs or production/management techniques from Japan.
Just think how uncompetitive such firms would have been, how backwards their pro-
duction techniques, how under-performing the whole U.S. economy. In the auto sec-
tor, the intellectual battle has clearly been won; yes, there still is a General Motors and
a Ford, but these basically follow Japanese production, shop-floor management and in-
ventory techniques, and were prompted to do so by Japanese FDIs and competition.
Such openness matters.

There are two other reasons why importing financial services is good as a prac-
tical measure in emerging markets or all small economies. For one thing, such FDI al-
lows the smaller economy to do some free-riding on more diversified portfolios and on
better supervision. As we know, Latin America, especially the larger countries, has been
in the forefront of taking in foreign investment in the banking sector. Argentina staved
off crisis as long as it did in part because it had a very strong financial system, a strength
in large part the result of foreign investment. You can free-ride to some degree of Fed-
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eral Reserve supervisors, and you are not relying solely on locally-invested portfolios for
the stability of these banks. The second important advantage of importing financial
services is that it is a useful constraint on government behavior. We have already men-
tioned the idea that banks, under regulatory control, can be arm-twisted into doing
things for the government. Not everything in the world should be privatized, but any-
thing that is not, all would agree, should be on the public books in a transparent fash-
ion. Bringing in foreign financial firms, and using competition to make banks more in-
dependent, helps weaken the ability of governments to exert hidden pressures for the
allocation of investment.

Securitization

The second suggestion as to how policymakers should bandwagon on the transition to
a world with fewer traditional banks would be extending securitization and trans-
parency. In the United States, one of our great success stories has been Fannie Mae,
Freddy Mac and all the semi-private institutions that securitize vast numbers of other-
wise illiquid long-term bank-based loans to individuals. There have been efforts to do
likewise outside of the United States, the general point being that securitization allows
markets and regulators to work together. It allows for more market signals, it allows very
straightforward performance requirements to be set and, in the event of a financial cri-
sis, it helps financial firms unload distressed assets. One way to make the comparison is
to combine my previous point about government influence with this one. Would you
rather have the Japanese Fiscal and Investment and Loan Program (FILP) taking sav-
ings directly for the government to make use of, or Fannie Mae adding liquidity to lend-
ing but holding no specific loans? Most would rather have Fannie Mae.

The other thing that has to be said here when we talk about transparency is
the advantages it offers in trying to make sense of what is a reasonably profitable bank
and what is not. Perhaps it has been overstated that banks in general are not profitable,
not just in Japan, but elsewhere, or at least banks that have not diversified their activ-
ities out of traditional deposit-taking and which are lending long are losing their mar-
gins. The usual answer to this from regulators is to encourage consolidation, mergers
and acquisitions, forced or voluntary. Unfortunately, in practice, this tends to be much
like regulatory forbearance; it is just a way of keeping banks afloat.

In Japan, of the top thirteen banks, there are going to be four new merged
groups of three, each supposedly having gained in terms of capital strength and
economies of scope. The problem is that the reductions in their labor force and branch
networks so far announced are miniscule. Consider the merger of two city banks in
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Japan. Both have national branch networks, and both thousands and thousands of em-
ployees. Both announce they are going to shrink their branch networks by 5 percent,
and they will shrink their workforce by voluntary attrition over the next four years.
What such banks need is movement into new services, investment in information tech-
nology (IT), new products with which to compete. They certainly do not need that
many staff, nor branches across the street from one another throughout Japan. In a
world where the trends is towards internet banking and automatic teller machines
(ATMs), shrinking the workforce and branch networks should be happening—even in
the absence of mergers—for banks to make a profit. And if this is true in Japan, the
same is true in almost every emerging market.

Customer Responses and Narrow Banking

The third trend against banking on which to piggyback comes on the deposit side. We
could tell a story about the hypothetical Argentine grandmother who is financially
more sophisticated than the average American bank teller, given the instability she has
had to cope with in protecting her savings over the years. Savers who get burnt enough
times will put their money offshore, or will realize that other forms of investment im-
pose little by way of more risk than bank accounts. They will not simply accept things
as they are.3 We can expect that there will be a very rapid tipping point at which de-
mand for standard user branch deposit services is going to disappear. It is better to pro-
mote the shrinking of banks beforehand than to have a bloodbath of called-in loans
and failures when it happens.

Bringing in here the more timid Japanese type of grandmother, let us ask what
then happens to depositors and consider bank runs. For those who have seen the movie
"It's a Wonderful Life," the image is clear of what a bank run looks like. Those who
have lived in Latin America know from bitter experience what a real bank run is like.
As suggested by Martinez Peria and Schmuckler in Chapter 7, no deposit insurance
system involves true market discipline or full credibility. Even in Japan in recent years,
say in 1997-98 when the crisis was at its most overt (so far), people still moved a sig-
nificant proportion of their savings out of private banks despite an explicitly unlimited
deposit insurance scheme guaranteed by the government. Even in Japan, they put their
money into the postal savings system, recognized foreign owned banks' accounts, or in
cash in their home safes. Deposit insurance does not seem to do that much good, ex-
cept for a very limited subset of small depositors. Also, most people are inclined to react

3 The exception is Japan, but even this is changing. See Posen (200la).
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and take preemptive action on their own, whether or not this constitutes full self-
insurance.4

Although protecting small depositors, there might be a different way of doing
it. There used to be a term that was kicked around called "narrow banking." This in-
volved the idea that the government could create a bank whose job was solely to pro-
vide simple financial services—secure small deposits, checking accounts for industri-
als—and which would invest in very safe assets and charge a very transparent fixed price
(in the form of below-market returns) for these services. So, for example, you could take
the Postal Savings System in Japan, buy a bunch of Japanese government bonds (they
already do that) and use them as the investment portfolio of a narrow banking system.
Unlike the current postal savings in Japan, however, you would buy the government
bonds in the secondary market and not give the government discretion over allocation
of lending, and you would offer lower returns on accounts than private banks.

The creation of such an institution has the beneficial side effect of adding
depth in the secondary market for government bonds in any country you choose. You
essentially create money market mutual funds with check-writing privileges that do not
pay quite the full rate, to give an option to the Japanese grandmother who does not feel
like moving her own money as often as her Argentine counterpart. Everybody else, all
other depositors, are entitled to the risks and rewards of being equity investors or what-
ever other type they wish to be.

The Payment System

The final issue in taking advantage of the trend against traditional banking relates to
the payments system. The bottom line we appear to be approaching is that we are mov-
ing nearer and nearer towards use of real time gross settlement for financial transac-
tions. We are also moving closer and closer to where even private non-financial entities
are able to settle their books very quickly, or to off-load payments risk through deriva-
tives and other means. There is even some movement towards privatizing forms of pay-
ment (Friedman, 1999).

Were this to happen on a wide scale, it might take away from the potency of
monetary policy. However, for the purposes of discussion here, it does tend to shift the
risk onto the counterparties in any given transaction and limit the exposure to inter-
bank payment problems. In a system that is largely securitized, if then; are fewer banks,

4 See the evidence for a credit crunch in Japan due to low bank capital, despite blanket deposit insurance, in the esti-
mates in Kuttner and Posen (2001).
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shorter-term assets, more real-time settlement, the Herstatt and related kinds of risks
tend to decrease. For the individual depositor, we are moving more and more towards
everyone having credit cards, e-money, debit cards and so on. I am not suggesting that
these are replacing all checking accounts, but you can imagine a citizen of Ecuador, or
perhaps even Argentina, asking themselves whether they need to go through their bank-
ing system to achieve a means of payment, but rather use a value card from a recognized
foreign owned bank, or even a non-bank corporation. While they may appreciate that
there is corporate risk, still the money is on the card for only a month and then once
used payment or bank-run risk disappears.

These are four very practical, reasonable steps towards shrinking the banking
sector, which piggy-back on current trends towards increased financial and allocative
efficiency. They by no means replace bank supervision, nor the need to recapitalize
banks in as much as banks remain. However, if we do not shrink the banking sector,
we will not only remain unduly vulnerable to financial crisis, but we will also become
increasingly vulnerable over time as bank profitability declines. It is therefore both fea-
sible and pre-emptive for emerging markets to encourage FDIs and imports in the fi-
nancial sector, to promote securitization and transparency, to shift depositors to either
narrow banking or risk-based assets, and to privatize the payment systems as far as is
reasonable.

Monetary Policy

So where is monetary policy in this bottom line? Looking forward, the question is the
extent to which monetary policy is either a cause or a fix for the pressures on bank prof-
itability and for slow response to a mounting financial crisis. The experience of Japan
has helped demonstrate for us that the effect of monetary policy is very asymmetric.
Unduly deflationary monetary policy can cause great harm, although actively infla-
tionary monetary policy may not do much good either. In other words, as I have said
many times in many contexts, the reason for the Bank of Japan printing money, buy-
ing Japanese government bonds (JGBs), buying dollars and so on, is not that inflation
will fix the Japanese economy, but because it removes the additional drag and burden
of deflation. A hammer may not be the correct tool for every kind of repair, but it is
still worthwhile stopping repeatedly hitting yourself on the head with one.

What of the supposed connection between loose money and crises? I think this
illustrates in another way that shrinking the banking system reduces vulnerability.
Monetary policy that targets asset prices does not seem to work very well. Admittedly,
this is an open debate in economics. In Mikitani and Posen (2000), Ben Bernanke
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(2000) and Olivier Blanchard (2000), two of our most brilliant macroeconomists,
come down on opposite sides on this question. Nevertheless, stepping back into my
mindset as a former central bank employee, you err on the side of caution, and avoid
tackling issues beyond your control. A central bank can be very confident in its capa-
bilities to be lender of last resort for one bank. A central bank can generally presume
that if it raises interest rates a lot, it can probably make asset prices decline, but only
by being unsure when, or for how long, or how much. No central bank can be sure
how much real effect there will be from increasing money in the banking system once
the banking system is already broken. So, rather than distracting from the main mat-
ter with monetary policy, I think the most important thing is simply to keep it sec-
tioned off into a macro focus. You do not want high inflation; obviously you do not
want deflation (or we would have hoped that would have been obvious), but avoiding
these extremes is not the fix for financial crises, nor is it likely to prevent them.

During the last couple of years of the U.S. economic bubble, visitors from
Japan would typically ask me what was going to happen when the bubible burst. I always
agreed that there was a bubble, and that was why I had not invested myself. However, I
disagreed on whether the effects would be the same in the United States as in Japan, be-
cause we are not as bank dominated, we are much more securitized, our collateral is
more varied, and our real estate markets are much more liquid. We have now seen how
it turned out. The U.S. technology stocks have deservedly crashed, U.S. productivity
growth indeed may have been somewhat inflated by how much was attributable to the
cyclical upswing, and there may be lingering effects from corporate scandals and the
like. However, there has been nothing of the transmission mechanism, of the financial
fragility, of the devastating effects on growth we saw in Japan from the asset bubble
there. That, of course, is an argument against banks, which is where the chapter started.
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CHAPTER 1 1

Financial Crises: Lessons
for Latin America and the Caribbean

Roberto Zahler

The special characteristics of the financial system justify the concern of the authorities
for its health over all other sectors of the economy for three main reasons:

• Due to the high degree of leverage in its financing and the inherent liquidity and
currency mismatch between its assets and liabilities, the banking industry is more
likely to face crises than others. This is because there is a basic asymmetry be-
tween the economic, as opposed to the accounting, value of bank assets and lia-
bilities. The former is essentially variable and market-determined, while the lat-
ter is perceived, in practical terms, to be rigid and fixed to the accounting value
determined in the initial contracting conditions because of the de facto or de jure
guarantees on bank liabilities. When the wedge between the value of assets and
liabilities increases and is maintained through time, liquidity problems may eas-
ily turn into solvency problems, ultimately causing a financial institution failure.

• The financial system, and particularly banks, play a central role in the func-
tioning of a modern market economy, especially with regard to the payments
system.

• The private sector on its own is unable to carry out adequately and completely
the role of monitoring the quality of financial assets and their economic equiv-
alence with bank liabilities. The reasons for this include the atomized struc-
ture of depositors, implicit and/or explicit government deposit insurance, and
problems that arise from asymmetric information between bank management,
depositors, and creditors.

In sum, governments should give priority to maintaining a sound and efficient
financial system in order to preserve depositors' confidence, to uphold the smooth func-
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276 ROBERTO ZAHLER

tioning of the payment system, and to ensure sufficient financial resources to cover the
needs of the economy. Banks have the character of public goods since it is usually pub-
lic funds that are injected to help reconstruct the sector when it faces a major crisis.

Financial Crisis in Japan

Japan has undergone a prolonged banking crisis, and this is one of the major factors re-

sponsible for more than a decade of stagnation. And even though Japan has yet to re-
cover from that crisis, and in spite of the significant differences between the structure
and functioning of its financial sector and that of Latin America and the Caribbean,

some important lessons can be learnt from the Japanese banking and regulatory sys-
tems with regard to financial crisis prevention and management.

One of the main causes of Japan's banking crisis was the undercapitalization
of its banks. From the 1970s on, bank lending expanded faster than bank capital and
capital adequacy rates fell. A second cause was the way in which the Bank of Interna-
tional Settlements (BIS) rules of July 1988 were applied, since banks, to satisfy the

minimum capital adequacy requirement of 8 percent, were allowed to include 45 per-
cent of unrealized gains on shareholdings in tier-two capital.1 A third, and perhaps the
most important cause of Japan's banking crisis, was the comprehensive use of inappro-
priately-valued real estate as collateral,2 which removed the need to improve capabili-
ties to analyze and evaluate loan risk.

The attractions for prime businesses to fund themselves through equity fi-
nance and bond issuance in European markets during the late 1980s, combined with
the restrictions on Japanese banks engaging in new business, encouraged them to fi-
nance real estate to an excessive extent, thus contributing to the asset price bubble. The

bursting of that bubble in the late 1980s and early 1990s meant that Japanese banks

had very large amounts of non-performing loans. This brought the financial system to

the brink of disaster in the midst of the global financial crisis of late 1997 and 1998.

The continued sluggishness of the Japanese economy since the mid-1990s has ham-

pered resolution of the financial sector's problems.
To confront a situation initially considered temporary, but which turned out

to be structural in character, sweeping reforms were made in 1992 and 1998, spear-

1 However, the structural problem came to light after the collapse of the asset bubble, when the decline in stock prices
hit banks balance sheets directly.
2 The heavy use of fixed collateral in corporate finance was characteristic of Japan.
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FINANCIAL CRISES: LESSONS FOR LATIN AMERICA AND THE CARIBBEAN 277

headed by the financial sector regulators. Basically, three types of measures were envis-
aged: those related to the stability of the financial system; those attempting to increase
its efficiency; and those related to the structural problems of dealing with non-
performing loans.

Stability

Because of the prolonged nature of their economic difficulties and the increase in com-
petitive pressures in a rapidly changing business environment, Japanese financial insti-

tutions have been dramatically reduced in number in recent years, and the trend is ex-
pected to continue.

Throughout the 1990s, and particularly since 1998, the regulatory and super-

visory framework in Japan has been strengthened. Of key importance has been the

improvements in supervisory standards and their implementation. Among the mea-

sures adopted has been the introduction of prompt corrective actions combined with a
system of triggers for regulatory responses. The disclosure standards have been en-

hanced so as to make use of market forces in establishing confidence in the financial
system. The capital adequacy of the banks has also been restored through injections of
public money.

Efficiency

To make the financial system more efficient, a set of comprehensive measures were in-
troduced, mostly in the context of the Big Bang capital market reform of 1997. The re-
form encompassed a wide range of areas, and was designed to encourage flexible busi-
ness strategies, make fuller use of market forces and competition, and help adapt the
Japanese financial market (including the banking sector) to changes in the global envi-
ronment. Amongst other things, the reform included the following key points: it al-
lowed banks, securities companies and insurance companies to do business in each
other's sphere by establishing subsidiaries or holding companies; it permitted cross-sales

of certain financial products such as banks selling mutual funds; it deregulated broker-

age fees; it abolished government approval for listings of stocks; it brought in improved

accounting standards, including the mandating of consolidated statements and mark-to-
market accounting for financial products; and it improved the legal and regulatory in-

frastructure for securitization of various assets. The new business approach also involved

new guidelines being set to ensure observation of sound banking principles. Moreover,

efforts have been made to introduce stricter fit and proper tests to vet shareholders and
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278 ROBERTO ZAHLER

management, especially in light of increasing number of non-financial firms planning to
enter into banking by way of new establishments or through acquisition.

Structural Measures

In April 2001, a new broader approach was announced that not only covered the bank-
ing sector but also the legal and tax-related aspects of corporate sector restructuring.
This encompassed a wide range of institutional and regulatory measures to address the
issues of corporate debt and non-performing loans. In this context, the new rules in-
troduced limitations on the stock holdings of banks to reduce the risk of volatility.
Major banks in Japan had traditionally held very significant amounts of stocks, because
of the role they had played in equity financing during the post-war period. This
brought with it cross-holding relations with corporate borrowers and increased volatil-
ity risk from full mark to market accounting. It is expected that these new limitations
will bring structural changes in the stock market, improve corporate governance, and
contribute to the revitalization of the Japanese economy.

Pending Problems

In dealing with these banking sector problems, one of the main problems was the delay
in the economic authorities recognizing the existence and implications of the asset bub-
ble. Another problem that made crisis management more difficult was the hesitation
and reluctance of both regulators and banks to disclose the true picture of the situation
they faced. A third element that contributed to the length and intensity of the crisis
was that, when it was most needed, the authorities lacked the political independence
and credibility to take the necessary measures to confront it responsibly and efficiently.

In spite of attempts by the banks to deal with their non-performing loans,
these have not been reduced in recent years. They represent around !> percent of GDP
and are still on the bank's balance sheets. As such, they undermine efforts to improve
bank profitability. Furthermore, the deflationary impact of the sluggish economy on
real estate prices creates additional needs for provisioning on the portion of non-
performing loans backed by real estate collateral. To solve this problem, banks need to
remove non-performing loans from their balance sheets. Without this, financial inter-
mediation cannot revive. Furthermore, banks have to learn to work in an environment
where collateral is uncertain and volatile and therefore manage risk professionally. As
in Latin America, credit officers and bank supervisors in Japan demonstrated a notable
lack of professionalism. Creating serious and responsible risk management remains a
major challenge.
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FINANCIAL CRISES: LESSONS FOR LATIN AMERICA AND THE CARIBBEAN 279

Proposals to reform the banking sector in Japan are similar in approach to
those taken by many Latin American countries. They are based on the need for precise
recognition of problems, for market transparency, and for strong regulatory regimes
and safety-nets to protect depositors and ensure the stability of the system. However,
the experiences of the Japanese financial sector differ in some important ways from
those of most of Latin American countries.

In Latin America, financial intermediation is much lower relative to GDP
than in Japan, where it is more than double that of most other industrial countries. In
Japan, non-prime firms rely heavily on banks for financing, not only short-term but
also medium and long-term. Until recently, banks not only accounted for a large share
of intermediation, but also played a significant role in risk-taking through equity in-
vestment. In both these respects, the situation is very different to most Latin American
countries.

Furthermore, in contrast to the general pattern in Latin America, Japan has
not been externally indebted. Indeed, it is one of the world's largest creditors, and its
currency is traded freely and globally. In Latin America, when times get tough inter-
national investors lose confidence in the domestic financial system, with the conse-
quence that the region's economies end up being squeezed out of international capital
markets. Again, by contrast, Japan's banking crisis was related to the bursting of the do-
mestic asset price bubble, and developments in foreign exchange markets had little im-
pact on domestic financial issues. So while Japan's banking crisis was not accompanied
by a foreign exchange crisis, it is difficult to find a systemic banking crisis in Latin
America in the last 25 years that was not accompanied by such a crisis.

Latin American Financial Crises

Instability in the access to resources, problems of loan portfolio quality and difficulty
managing unpredictable foreign shocks all help make Latin American financial systems
more fragile than those of the developed world. Such fragility and consequent vulner-
ability can seriously affect overall economic performance. On the one hand, it intro-
duces microeconomic inefficiencies into the intermediation between savings and in-
vestment, and consequently limits economic growth. On the other, it can affect the
proper functioning of the payment system, thereby increasing transaction costs and re-
ducing the overall productivity of capital. It may also be an important factor in gener-
ating and/or deepening macroeconomic crises.

In recent decades, the fragility of Latin America's financial systems has been
a cause of significant financial crises. These have been extremely costly in terms of lost
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280 ROBERTO ZAHLER

output, reduced access to foreign financing, significant fiscal revenue losses, and regres-
sive income and wealth redistribution effects. On many occasions, they have turned into
full macroeconomic crises, with further damaging effects on growth and employment.

Since the 1990s, Latin America has witnessed extraordinary turbulence in
its financial markets, and events in Argentina, Mexico, Ecuador, Venezuela and Brazil,
among others, serve as a reminder that volatility is still a salient feature of the financial
landscape. A key lesson has been that financial markets and institutions, both domes-
tic and international, have played a major role in determining economic fluctuations,
growth, and development. In this respect, financial policies remain central to any strat-
egy to reduce the region's external vulnerability and restore sustainable capital flows.

Despite their diversity, banking crises in Latin America have followed a com-
mon pattern that reflects some underlying regional realities: shock-prone economies;
structural fragilities in their financial systems; and inappropriate crisis management.
Many of the causes of financial vulnerability in the region persist, with new risks aris-
ing from changes in the competitive landscape. The region's experience points to two
significant areas towards which policy should be directed to strengthen financial sys-
tems and to make them more efficient, thereby reducing the probability of crises in the
future. One is related to appropriate macroeconomic policy design and implementa-
tion; and the other to introducing updated financial policies, centered on building ad-
equate preventive regulatory and supervisory frameworks, a challenge that remains at
the top of the agenda for most of the region.

Macroeconomic Policy

Macroeconomic shocks can jeopardize the health of the banking system. On the asset
side, terms of trade shocks, wild variations in key macro prices and unsustainable asset
prices (bubbles) can affect the payment capacity of bank debtors an d/or the value of
the collateral for their loans. They can generate a mismatch between the value of assets
and liabilities, which should be absorbed by equity values. On the liability side, sud-
den changes in the public's preference for holding deposits (for example, because of
changes in inflation or in expectations about devaluation), or in access to external fi-
nancing (due to changes in the international perceptions of country-risk), can generate
a liquidity shortage that can turn into a solvency crisis by blocking access to financing
for bank debtors.

Because of its economic structure—limited export diversification (by products
and by markets) and dependency on foreign saving—Latin America tends to be more
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FINANCIAL CRISES: LESSONS FOR LATIN AMERICA AND THE CARIBBEAN 281

prone to macroeconomic fluctuations and is particularly vulnerable to volatility arising
from foreign and domestic shocks.3

The preservation of macroeconomic stability is a sine qua non for the proper
functioning of the financial system. To minimize the likelihood of macroeconomic
shocks generating financial crises, experience from Latin America indicates that macro

policy should focus on two objectives: (i) reducing the degree of intensity of the eco-

nomic cycle (in particular, avoiding credit booms and asset price bubbles) and (ii) avoid-

ing key macro prices becoming outliers.

Stability and Sustainability of Aggregate Demand

A major challenge facing most countries in the region is to reduce levels of macroeco-

nomic instability. This militates against efficient resource allocation and, in particular,

capital accumulation. Macroeconomic instability also correlates positively with vulner-

ability of bank debtors and with inappropriate and erroneous risk evaluation in the fi-
nancial sector and, consequently, with the fragility of the banking system.

Excessive and rapid credit expansion is one of the major causes of economic
booms in Latin America that too frequently end in busts and banking crises. Credit ex-
pansion can generate a boom in asset prices, which increases (temporarily) the value of

the bank debtors' collateral and this, in turn, generates a further wave of credit expan-

sion and so on. Excessive increases of loan portfolios usually come about in periods of

economic expansion, when credit policy standards tend to become more relaxed be-
cause borrowers give the appearance of being profitable and liquid. In such periods, it
is harder to discriminate between good and bad loans. Moreover, the impact of the ex-
cessively expansive and/or contractive phase of the economic cycle (especially if not an-

ticipated) is asymmetric with regard to the vulnerability of the financial sector. In prac-
tice, banks tend to get stuck with bad loans in the downward part of the cycle, while
individual banks' credit standards decline in the presence of excessive credit growth in

the expansive phase of the cycle.

In such circumstances, an effective system of financial regulation and supervi-

sion is insufficient in avoiding a generalized banking crisis. The solvency of each fi-

nancial institution can be viable in the sense that the loans granted appear to be fully

backed by the payments flows from borrowers and the guarantees that back up loans.

3 Foreign shocks include terms of trade variations, changes in international interest rates—especially in highly indebted
countries—and abrupt movements of international liquidity constraints and/or volatility in short-term capital flows.
Domestic shocks include 'stop-go' macroeconomic policies that tend to exacerbate the booms and busts of economic
cycles, and high variability of key macro prices, such as the exchange rate, domestic interest rates, and asset prices.
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282 ROBERTO ZAHLER

However, this all depends on the maintenance of the expansionary credit cycle and, at
the macro level, the situation may be highly vulnerable since that expansion may be
unsustainable and a setback can trigger a downward trend in economic activity. There-
fore, an appropriate financial policy combines effective supervision at the level of indi-
vidual institutions with consistent macroeconomic policy alert to the dangers of an ex-
pansionary cycle leading to a possible generalized banking crisis.

Therefore, to reduce the probability of financial crises, Latin American coun-
tries need to design macroeconomic policy in such a way as to achieve internal equi-
librium in a stable, sustainable and credible way, exercising preemptive action and a
proper coordination of fiscal, monetary, exchange rate and wage policies to avoid ex-
aggerated booms and busts.

Successful fiscal policy is also important in having sound domestic financial sys-
tems. Financial markets cannot work well in an environment where a government
crowds out the private sector. Establishing effective fiscal institutions capable of ensur-
ing sustainable fiscal positions greatly helps to preserve macroeconomic and financial
stability. Fiscal discipline, however, goes beyond achieving budgetary equilibrium. The
fiscal system needs to be made less vulnerable to external shocks, and contingent costs
arising from problems in the financial services industry need to be explicitly recognized.4

Those costs, if properly measured and acknowledged, require fiscal provision-
ing. They need to cover an appropriate percentage of implicit, and certainly explicit,
banking deposit insurance schemes, as well as for foreign exchange insurance and other
contingent support that governments tend to give bank depositors and/or borrowers in
times of banking crisis. If such contingent transfers are taken into account, then pub-
lic sector liabilities—appropriately measured—would grow at a faster rate than official
statistics suggest. Such informational transparency would have beneficial effects on the
ability of the economic authorities to judge the soundness and sustainability of macro-
economic policy and the consequent need for proper and timely corrective measures.

Time and time again, external sector imbalances have been at the root of fi-
nancial crises in the region. Experience suggests that Latin American policy makers
should be made more aware that the current account of the balance of payments mat-
ters. This is especially relevant if a country has large gross foreign financing needs to-
gether with insufficient international reserves and/or a high stock of short-term foreign
debt. Particular care needs to be taken regarding the current accouni: in countries fac-

4 Banks typically have an explicit or widely perceived implicit government guarantee on many of their domestic, and
even on some foreign liabilities. Also, pension funds, even with reformed and privatized soci;d security capitalization
schemes, have contingent fiscal resources committed, especially in the form of legal minimum pensions.
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FINANCIAL CRISES: LESSONS FOR LATIN AMERICA AND THE CARIBBEAN 283

ing significant short-term "voluntary" foreign financial inflows, which usually take
place during the expansive phase of the cycle. When faced with such inflows, and es-
pecially when the fiscal accounts are in equilibrium, governments have sometimes been
tempted to rationalize the existence and persistence of large current account deficits.
They argued that such deficits were not the result of excessive (public) domestic spend-
ing, but reflected a "healthy" economy with plenty of profitable investment projects.

On many occasions, however, it has been high levels of domestic interest rates,
together with inadequate country-risk or exchange rate risk evaluation by foreign cred-
itors that have attracted significant short-term capital inflows. In such conditions, in-
flows can disrupt the functioning of domestic financial markets, through which most
of them are intermediated. In the case of the banking system, if not properly supervised
and regulated, the resulting increase in its liabilities tends to transfer into excessive and
risky (related, concentrated and/or mismatched) bank credit to the domestic economy.
The outcome, in addition to weakening the banking sector, has been to generate
macroeconomic disequilibria. This occurs not only because of the increase in overall
spending, but because when there is overabundant liquidity domestic banks relax their
credit standards and lending policies and thus the quality of their loan portfolio tends
to deteriorate. Furthermore, since there is no lender of last resort at the international
level, those banks that depend most heavily on short-term external financing are those
most likely to suffer the runs and sharp reversals of resource flows that make the fi-
nancial system vulnerable.

In addition, non-bank financial markets in Latin America tend to lack depth
and liquidity. When an important part of net short-term capital inflows are channeled
through the stock exchange and/or other non-tradable markets, it has on many occa-
sions led to asset (stock market and real estate) price bubbles. Examples include Mex-
ico in the early 1990s and Bolivia in the late 1990s. This further stimulates domestic
spending, due to perceived (although unrealized) positive wealth effects, leading to a
higher current account deficit on the balance of payments and increasing the chances
of a currency crunch even where the banking sector is initially strong. Rising asset
prices also distort, by biasing upwards, banks' collateral valuations, and so contribute
to weaknesses in their loan portfolios and increases in their non-performing loans.5

In short, because of their size and speed, short-term financial inflows may con-
tribute to creating and/or exacerbating macroeconomic and financial disequilibria, even

5 As mentioned, Japan's asset (real estate and stock) price bubble of the late 1980s and its disinflation in the 1990s, with
the well known consequences on non-performing loans of most of its banking system is generally considered the main
cause of its major financial crisis of the 1990s.
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284 ROBERTO ZAHLER

when the recipient economies and their financial system are well managed. Experience
and practice in Latin America suggest that when "excessive" short-term voluntary for-
eign financing continues to flow into a country, measures should be taken to prevent
those inflows from undermining macroeconomic objectives and damaging the health
of its financial system.6

Key Macro Prices should not Be Outliers

Together with appropriate aggregate demand policies, care needs to be taken when key
macro prices, such as interest rates, exchange rates and in some cases asset prices, tend
to behave as outliers over a prolonged period of time, in the sense that they become
divorced from fundamentals or long-term equilibrium values. Even though these prices
may be market determined, they are not necessarily efficient or equilibrium prices. In
fact, they can have a seriously disruptive effect on overall macroeconomic equilibrium.
The wide fluctuations usually required to correct them can transform dynamic and
profitable sectors into problem sectors over short periods of time. Since banks usually
share the losses, but not the windfalls, of their clients, defaults increase on average with
the presence of unsustainable values for key macro prices. In short, the changes and ad-
justments required of those key macro prices may affect debtors' capacity to service their
debts. They may also distort the appropriate valuation of collateral in the bank lending
process, thereby increasing financial fragility. Misalignment between these prices and
their fundamentals generally has an extremely harmful effect on the financial system.

It has been quite common to observe in different Latin American countries
very high real domestic interest rates going hand in hand with domestic currency ap-
preciation.7 In such circumstances, perverse incentives affect the workings of the fi-
nancial system. Lending tends to concentrate on the non-tradable sector and adverse
selection tends to be the norm. Also, roll-over of the non-performing loans of over-
indebted agents increases so as not to acknowledge losses. A bubble of (mainly non-
tradable) asset prices tends to appear stimulating credit growth and spending, the latter
by means of a (transitory) wealth effect, while financial fragility increases due to dis-
tortions in the evaluation of collateral by banks.

6 Chile's liberalization and the opening-up of the capital account of its balance of payments, implemented in mid-1991,
were pursued at a pace coherent with the objective of overall macroeconomic equilibrium. A detailed analysis of those
measures can be found in R. Zahler, Policy Options for Capital Importers, in P. B. Kenen and A. K. Swoboda (eds.)
Reforming the International Monetary and Financial System, International Monetary Fund, Washington, D.C., 2000.
7 This is usually associated with sudden opening-up of the capital account of the balance of payments, accompanied by
financial sector liberalization without proper regulation.
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When real interest rates are much higher than those that would give a reason-
able rate of return in the non-financial sectors of the economy (the banks' main debtors)
over lengthy periods of time, it often reflects some major hidden policy mistake that
could easily develop into a financial sector crisis,8 since those rates will eventually un-
dermine the ability of the financial system's debtors to pay. Many financial crises in
Latin America have been associated with extraordinarily high real interest rates, which
the economy could not tolerate indefinitely.

Financial Sector Policies

Latin America's experience with capital market deregulation and financial liberalization
shows that establishing an adequate regulatory and supervisory framework is still at the
top of the agenda. The approach needs to be preventive and prudential; anticipating
problems, evaluating them and taking appropriate corrective measures on a timely basis.

A problem typical in those countries that engaged in financial reform was that
not only bank managers but also regulators and supervisors were unaware of the im-
plications of reform on their behavior. In the more liberalized and competitive econ-
omy, there is a crucial need for both regulators and banks to engage in serious, re-
sponsible and professional risk evaluation.

Although entry rules have been modernized in many countries to include
proper licensing provisions, it is still the case that many newcomers to the banking in-
dustry fail to comply with the requirements needed for being bankers.9 Latin Ameri-
can countries need to insist on strict entry conditions, requiring fairly high minimum-
entry capital and appropriate standards on the part of shareholders, directors and top
management. In particular, new banking licenses should only be issued after exhaustive
analysis of the moral and ethical qualifications of bank owners and the degree of pro-
fessionalism of senior management. Where this is not the case, problems tend to multi-
ply, given the limitations on supervisory and regulatory capacities. Regulations have

8 In addition, under such conditions, monetary policy, even though designed to be contractionary, is not. This is be-
cause such high real rates of interest tend to be ineffectual in moderating excessive spending, since they are not bind-
ing on bank debtors' behavior. This is because borrowers expect to defer indefinitely their debt payments (rollover of
loans) and/or have their debt bailed out. Excessively high interest rates do not help ration credit effectively and banks
do not play their proper role in the transmission of monetary policy. What happens is that the budget constraint is not
operative and excessive spending takes place in spite of (and even because of) the presence of extremely high real inter-
est rates, which cause both macroeconomic conditions and the quality of bank loan portfolios to deteriorate.
9 This has been especially notorious during the privatization process of banks.
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been modernized but in many countries, enforcement is still deficient10 because of po-
litical pressures and/or inadequate institutional capacities.

To improve the quality of the region's financial systems, and thereby to help
integrate its economies into international financial markets, Latin American countries
need to be more proactive about banking. Experience shows that financial sector strate-
gies should center around three basic areas: (i) improving institutions; (ii) improving,
updating and enforcing financial regulations; and (iii) improving corporate governance
so as to rely more heavily on enhanced market discipline.

Institutional Framework

Banking regulation and supervision requires a high degree of independence, well qual-
ified personnel, appropriate resources and adequate training programs. There is a need
for a strong supervisory authority, endowed with legal and financial autonomy, that is
capable of basing its activities on technical criteria and fending off political interests
(from government, parliament or political parties) and pressure groups.

Making supervisors more independent requires, first of all, a suitable legal
framework. Bank supervisors are increasingly called upon to exercise judgment and be
proactive, rather than just passively apply predetermined rules. Their mandate there-
fore needs to be clearly spelled out in the legislation to make supervisors accountable,
protect citizens from bureaucratic abuse, and protect supervisors from harassment by
vested interests. Regulators need to be accountable both to the executive and the
legislative branches of government, because social checks and balances rest on ac-
countability. How well this system of checks and balances actually works in practice de-
pends on the strength of democratic institutions and the overall transparency of pub-
lic decision-making. Strengthening democratic governance, therefore, works in tandem
with enhancing accountability. The modernization of the judicial system needs to be
accelerated to assure expedient and efficient solutions to property rights when these are
placed in question by banking conflicts.

In some Latin American countries, the quality of profession;il risk analysis by
banks and even supervisors has been undermined by the lack of credible information
on borrowers. In some countries, firms produce three sets of balance sheets: one they
submit to the banks (showing an excellent financial picture), one to the tax authorities
(showing a loss) and one to the owners (showing the true situation). To cover the in-
creased risk caused by deficient information, decision-making on credit is based on

10 It has been common in Latin America that multilateral institutions base their loan conditionality on the existence of
prudential regulations, but not on how these are enforced in practice through the approved regulatory framework.
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high real guarantees that increase the cost of credit and restrict access to financing for
many. The viability of a loan therefore relies much more on a mortgage guarantee than
on a financial analysis to determine the payment capacity of the would-be debtor.
Basing borrower viability on guarantees has meant biasing credit allocation towards
the non-tradable sectors (land, real estate and rural property) and perpetuating pre-
existing concentrated wealth patterns. While excessive reliance on fixed collateral for
guarantees may, in certain circumstances, suffice to deal with an eventual non-per-
forming loan, it does nothing improve resource allocation by pushing bankers and su-
pervisors to assume their professional role in developing the appropriate credit tools to
evaluate the cash-flow of the project underlying a loan.

Sound banking is a necessary condition for capital market development. How-
ever, financial regulations should evolve in accordance with market developments.
Non-bank financial intermediaries, including pension funds, insurance companies and
mutual funds, are becoming increasingly important in Latin American capital markets.
They will play a major role in long-term financing. Therefore corporations that require
such finance should make themselves and their operations more transparent, adopting
codes of good practice with regard to governance.

At the same time, the financial services industry is becoming well established in
some countries. Disintermediation requires adapting financial (and not just bank) legis-
lation and supervision. Such changes should be oriented towards strengthening the
institutional basis of the regulatory and supervisory agencies, as well as promoting their
coordination.11 Changes need to be incorporated as they appear (such as corporate
governance, protection of minority shareholders' rights and risk evaluation capacity in
the development of new financial techniques and instruments) in order to encourage
modernization and efficiency in the sector and to help it contribute to the on-going
process of saving and investment. In short, the region should establish institutions to
coordinate among different regulatory agencies to assure transparency and avoid regula-
tory arbitrage.

Banking Regulations

Each country's banking regulation and supervision standards should adopt the core
Basle principles, recognizing that special efforts need to be made to enforce prudential
rules. In particular, Latin America needs to consider a more strict and effective imple-

11 In Japan, the FSA, as an integrated supervisor covering the banking, securities and insurance industries, is well placed
to supervise financial conglomerates and the markets for complex financial products.
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288 ROBERTO ZAHLER

mentation of agreed minimum capital requirement standards, as well as of liquidity re-
quirements, to compensate for the fact that it has higher macroeconomic vulnerability,
higher risks and poorer supervision levels than industrialized countries.

Furthermore, individual asset risk criteria need to be complemented with ex-
change, interest rate and loan concentration risks when defining the appropriate capi-
tal requirements. Credit risk alone does not take into account other significant risks re-
lated to exchange rate or interest rate fluctuations, portfolio concentration and the like,
which are especially relevant in Latin America. In this regard, the authorities need to
set up a regulatory framework for portfolio diversification by, for example, setting lim-
its for the maximum mismatch in terms of maturities and currencies.

Special consideration should be given to the way in which regulators consider
the currency match between bank assets and liabilities. A common mistake is not to
analyze the characteristics of those economic agents indebted to the banking system in
foreign currency. Regulators may feel comfortable with the fact that there is a balance
between bank assets and liabilities denominated in foreign currency but they may be
missing the crucial point, which is the risk run by bank debtors of a change in the ex-
change rate. In other words, if bank loans in foreign currency are concentrated among
debtors whose income originates in the non-tradable sector, and there is a big domes-
tic currency depreciation, the value of those loans should be downgraded, since the
debt service capacity of those debtors is impaired. So even though banks' assets are
matched with liabilities in terms of foreign currency, debtors may be unable to absorb
exchange rate fluctuations. In sum, an exchange rate change may increase the risk of fi-
nancial instability in spite of the fact that there may be an accounting match between
bank assets and liabilities in foreign currency. This is true even if the economy is highly
dollarized. Banks should be obliged to conduct sensitivity analysis of their exposure to
exchange rate changes, and be required to increase provisioning in those circumstances
where an alteration in the exchange rate is likely that will have negative consequences
on their debtors' capacity to serve their debt.

More generally, bank soundness should rest on asset quality, appropriate and
timely provisioning and a capital base that is effectively available for write-offs in the
event of problems. As already mentioned, in order to appropriately manage the true
risk and volatility of bank asset values, each country must adapt risk assessments con-
tained in the current standard Basel approach. Furthermore, it has to be recognized
that both government bonds and private financial instruments are vulnerable to inter-
national capital market volatility as well as to domestic developments, and therefore de-
serve appropriate capital requirements. In particular, banks' investment in government
bonds implies rises and does not ensure the long-term stability of financial systems in
Latin America.
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Experience has shown that, as a rule, the initial symptoms of a bank crisis are
to be found in problems of illiquidity. In fact, it has been quite common in Latin
America for banks in situations of illiquidity to increase their rates of interest on de-
posits far above the average for the banking system as a whole, which is why special care
needs to be taken to avoid key market prices becoming outliers. In response to very
high passive interest rates, banks need to grant loans also at very high interest rates, in-
creasing the risk of their portfolio, especially when depositors give little consideration
to risk-return. The effects of such risky behavior tend to be aggravated when there is a
low level of bank capitalization, generating the well-known "agency problem" whereby
a bank no longer defends the interest of its depositors, becoming instead an agent of
some of its borrowers (usually related to its shareholders). Problems multiply and fi-
nally the institution, which started with what appeared as an illiquidity problem, ends
in insolvency and has to be intervened or liquidated when it can no longer capture de-
posits from the public or from the inter-bank market and lacks access to external fi-
nancing. Such behavior transforms a problem for an individual bank into a systemic
problem, usually ending in a macroeconomic crisis. Policies should be established to re-
verse such situations as quickly as possible.

With respect to liquidity management in foreign currency, the rules should be
strengthened by requiring banks to hold an appropriate level of liquid high-grade for-
eign assets for which the market value will not be impaired by domestic financial
and/or macroeconomic instability and which will hedge the associated foreign exchange
risk exposure.

High concentration of ownership and connected lending (to owners, directors
and related businesses on the basis of insufficient guarantees) are one of the main causes
of banking weakness in Latin America. Since concentration of ownership in the region's
banking system is commonplace, implementing effective consolidated supervision and
properly measuring risk on a consolidated basis becomes that much more important in
avoiding connected lending. Where there is as yet no consolidated supervision, bankers
and supervisors need to devote special efforts to identifying and measuring the risk that
non-financial companies may pose to the solidity of financial conglomerates. The need
for consolidated supervision is all the more urgent in countries where conglomerates
exist or are being created de facto, and where banking and financial operations are just
one of their economic activities. This is particularly relevant when these conglomerates
look for opportunities abroad to acquire real and financial assets and/or (in the case of
banks) start lending abroad.

Exit rules in Latin America often continue to be too loose and subject to dis-
cretionary decisions by political authorities. Prompt corrective action-type rules that
call for pre-specified supervisory actions triggered by declining thresholds of bank cap-
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290 ROBERTO ZAHLER

ital ratios should be adopted as a means to avoid regulatory forbearance and to mini-
mize the potential cost to the taxpayer. More specifically, capitalization of an entity
with insufficient capital should take place immediately, either by its current sharehold-
ers or third parties.

The internationalization of domestic banking tends to diversify portfolio risk,
but few countries in Latin America have the capacity required to oversee bank lending
or investment abroad. Those markets may have a higher country risk, contagion risk
and arbitrage risk, as well as having different sorts of regulation and supervision. In-
formation from other countries is usually more costly to obtain, and the differences in
national accounting practices, as well as banking laws, supervisory and regulatory sys-
tems, suggest that the increase in the scope of international banking activities should
proceed gradually and in a prudential way. Information sharing and coordination
among national supervisory agencies should be a necessary condition in the initial stage
of domestic banking internationalization. If this is not the case, banking activities out-
side the home country may end up increasing, rather than reducing, a bank's overall
portfolio risk.

A related point is the problem of risk triangulation: banks in low sovereign-
risk countries may end up acting as mere intermediaries for placing funds in higher-
risk economies. Although this situation can offer attractive opportunities for financial
arbitrage, this should not be done at the cost of triggering explicit or implicit govern-
ment or central bank guarantees, and should therefore be avoided.

Another major challenge for regulatory and supervisory agencies in Latin
America relates to the risk involved in the rapid development of new financial tech-
niques and instruments.

The Role of the Private Sector

The development of enhanced corporate governance and risk management practices in
financial institutions throughout the region should be encouraged,12 since it repre-
sents the best way of strengthening banks from within. In particular, standards of gov-
ernance should grant greater independence to internal control units. Experience from

12 In many Latin American banking crises, due to high concentration of wealth and a lack of governance, bank owners
became involved in management, reducing the transparency and efficiency of banks as institutions. Under constant
pressure from owners, managers lacked the incentives to grant loans using professional conditio ns and criteria. In many
cases, internal controls were non-existent, and internal auditors responded to the interests of the owners. C
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Latin America has shown that weak corporate governance carries with it poor lending
practices, loan concentration, connected lending, significant term-mismatch and/or
currency-mismatch, careless collateral management, and poor loan recovery. Poor risk
management, ineffective internal controls and inadequate disclosure render even the
best of regulatory practices ineffective.

Responsibility for sound banking should lie primarily with the private sector.
Banking legislation should assure that bank directors and management are liable and
take effective responsibility for banks' risk practices. Corporate governance improves
when laws and regulations clearly define the responsibilities and liabilities of directors
and establish mechanisms for making them accountable. Dealing seriously with con-
flicts of interest and making controlling shareholders, directors and managers fully ac-
countable leads to stronger banks operating more prudent policies. Effectively protect-
ing the rights of outside investors and minority shareholders empowers them to help
monitor banks.

Market discipline enforced by depositors, bondholders, other creditors, and
shareholders should play a greater role in pushing banks to improve the quality of their
assets and their capital base. Regulators should therefore seek to enhance disclosure and
transparency and introduce adequate incentives so that markets signals can increasingly
contribute to bank monitoring. The key to market surveillance is timely disclosure of
relevant information about banks' asset quality, their risk exposure, profitability and
net worth.

Compliance and disclosure rules for government-owned banks must be the
same as those governing private banks. Public sector banks should not be granted un-
fair competitive advantages.

Strengthening the working and scope of private agents, such as credible exter-
nal auditors and ratings agencies, while at the same time making these accountable to
bank supervisors should be encouraged, since in that way the market's ability to mon-
itor bank risk is expanded. In the past, however, external auditors have been extremely
negligent. Also, the ratings industry in Latin America is weak and capital markets are
underdeveloped, so there is little incentive for companies to have themselves rated. Fur-
thermore, conflicts of interest may bias ratings, since existing regulations do not pro-
vide adequate oversight of ratings agencies. Therefore, the scope for external ratings
agencies to play a meaningful role in the region's markets is still narrow.

Perhaps of more immediate use is the development of indicators for market
perceptions of bank risk. Sophisticated depositors should know when a bank begins
paying well above market rates. The more skilled depositors become in responding to C
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292 ROBERTO ZAHLER

these signals, the lower the cost of bank failures will be. Regulators can thus enhance
market signaling by developing useful financial indicators to communicate market per-
ceptions of bank risk. Both the deposit market interest rate and the inter-bank money
market rate produce useful signals from which such indicators can be constructed. Sub-
ordinated debt indicators, however, are not useful in most Latin American countries
because capital markets are still in the early stages of development.

Finally, the increasing presence and role of foreign banks in most of Latin
America should contribute to the role of the market and the private sector in strength-
ening the domestic financial system.
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103
financial contagion

Brazilian crisis effects, 204, 205-6, 208
and exchange rate issues, 109
and external economic shocks, 1, 122,

123,279,280-81
tequila crisis, 1 1 1 , 1 1 2 , 205-6, 208
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Financial Emergency Board,Venezuela, I 17
financial functioning, protection of, 91-94, 101-2,
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also regulation and supervision
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fixed exchange rates and Argentina's crisis, I 14
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287-92
regulation and supervision overview,

107-8
summary of lessons learned, 275-76
Venezuela's crisis, I 16-17
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legal issues. See regulation and supervision
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life insurance companies, Japan
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