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Introduction*

Japan has risen to great prominence in the financial world in the space of
very few years. One rough-and-ready indicater of this is the sharp jump in
Japan’s share in portfolio capital movements. In the late 1970s, Japan
accounted for about 15% of total outflows from the larger industrial
countries, well below that of the United States and the European Commu-
nity {see Graph 1). In the first half of the 1980s, however, the United States
had been overtaken and, in the second half, Japanese cutflows exceeded
those of the United States and Europe combined. Only in 1990 did a sharp
fall occur.

Behind this remarkable trend lay two key features. The first was the
emergence of Japan as the major exporter of capital. With savings well in
excess of domestic investment for much of the period, there was a heavy
flow of Japanese funds overseas, the cumulative current account surplus
during the second half of the 1980s amounting to over $350 billion. The
second, partly related, was the greatly increased importance of [apanese
financial institutions — banks, securities houses, insurance companies and
so on — in international financial markets.

The ample supply of funds and the evident growing expertise of Japanese
financial institutions — witness their rapid penetration of foreign markets —
might have been expected to make Japanese financial markets particularly
attractive for foreign fund-raisers. Yet relatively little foreign fund-raising
has occurred in Japan in recent years despite a major programme of

* We are grateful to Stephan Arthur for the graphs and layout and Angelilka Donaubauer for
statistical help. For help with BIS international banking statistics, thanks are due to Robert von
Werra and his team, notably Klaus Brodhage and Karsten von Kleist. A number of cofleagues and
others made useful comments and suggestions on earlier drafts: we would like to thank Victor Argy,
Svein Andresen, Gavin Bingham, John Bispham, Claudio Borio, judith Hunter, Yukio lura,
Kazumasa Iwata, John Kneeshaw, Helmut Mayer, Mitsuaki Okabe, Yoshiharu Oritani,
Toshihiro Oritate, Charles Pigott, Scott Roger and Hiroe Taguchi. Chris Bennett helped to
annotate the bibliography. Any errors which remain are of course our own responsibilicy.
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Graph 1
International portfolio capital movements*
Annual averages, in billions of US doilars
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* Gross capital outflows.

Source: Bank for International Settlements (1992) on the basis of national data and iMF Balance of
Payments Statistics.

deregulation in Japan’s financial markets. Moreover, even Japanese corpo-
rations have tended to eschew domestic markets, and have instead raised
funds — often directly or indirectly from Japanese residents — via inter-
national markets. This is something of a paradox, and how far it has
reflected residual restrictions in the domestic markets is considered
below.

The first half of this paper assesses the extent of change in the tradi-
tional, regulated, jJapanese market in recent years. It traces the changes in
six classical features of the earlier regulated system — rigid exchange
controls, the virtual absence of securities markets, financial institution
segmentation, interest rate controls, the importance of public sector
financial intermediation and a banking system geared to enterprises, not
households. The changes have been far-reaching.

One prominent theme that has surfaced in the last couple of years s the
so-called “bubble” economy, and its deflation in the early 1990s. Indeed,
the marked volatility of asset prices in recent years has, as elsewhere,
coincided with the process of deregufation and innovation in financial
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markets — although it would be a mistake to attribute this solely to
liberalisation. The start of the long and steep decline in equity and real
estate prices in the early 1990s broke a number of trends established
during the previous decade, and subjected financial institutions to
considerable scrain.

The second half of the paper examines the pattern of internationalisa-
tion observed. “Internationalisation” covers many different facets, of
course, and this paper locks at the issue from three angles: the extent to
which non-residents have been able to use Japanese financial markets to
tap excess domestic savings; non-resident interest in Japanese financial
assets, and Japanese corporations’ extensive use of foreign financial
markets. These three topics are considered in successive sections.
A penultimate section looks more closely at Japanese banks international
business, with particular emphasis on their sharply rising share in the
Euro-markets up to 1989, and their considerable retrenchment since then.
A final section draws together some important themes of international-
isation.

The conclusions consider the main international and other implications
of recent developments in Japanese financial markets.

How the traditional features have changed!

The financial system in Japan up to the early 1970s was tightly regulated and
highly protected, as was indeed that in many other industrial countries. At
the risk of some oversimplification, the key characteristics of this system
were perhaps six, First, tight exchange controls were maintained on both
inward and outward movements of capital. Secondly, markets for financial
securities were not highly developed. Thirdly, financial institutions were
rigidly segmented: on the liabilities side, the permitted methods of raising
funds were defined and, on the assets side, the form of loans that could be
extended and other assets acquired were both circumscribed. This seg-
mentation went hand in hand with an extensive web of interest rate
controls, the fourth key feature of the earlier system. The fifth character-
istic was the importance of public sector financial institutions. Lastly, banks

! This section draws on Cargill and Royama (1988), Economic Planning Agency (1984), Eken
(1984), Feldman (1986}, OECD (1984), Suzuki (1987) and Tatewaki {1991). The latest Fair Fact
Series is 2 useful compendium of recent changes (FAIR (18391)}.
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lent primarily to enterprises, and not to households. Favoured borrowers
were granted loans at low interest rates.

Japan’s extraordinarily good macroeconomic performance during the
twenty years preceding the first oil shock should serve as a strong warning
against jumping to any conciusion that this highly regulated system was
“inappropriate”. it clearly worked. And it ¢can be argued that the process
of rapid industriat growth that Japan went through in the post-war period
implied an excess demand for investible funds; with the relative scarcity of
information about new enterprises in such an economy a case can be made
for relatively heavy government involvement in the financial system.?
Once this process was complete, the financial system that had accompa-
nied it gradually became less tenable. The specific pressures for change in
the early 1970s came from two main sources, cne international and the
other, more important, domestic.

The international factor that made the traditional system less and less
tenable was the emergence of Japan as a capital exporter. Up to the
mid-1960s, Japan was a current account deficit country. During the 1950s
and the first half of the 1960s, rapid growth led to periodic balance-of-
payments crises which typically necessitated measures to restrict demand:
the current account — rather than inflationary pressures — was widely
regarded as the binding constraint on growth. But from the mid-1960s, a
persistent current account surplus began to emerge.3 Even the two severe
oil price shocks of the 1970s did little more than delay the emergence of a
sizabie structural surplus. The initial response of the Japanese authorities
was, in effect, to allow this surplus to feed into the foreign exchange
reserves, allowing monetary policy to be much too expansionary.® Once
the inevitable limits to this policy were reached, and the exchange rate
allowed to rise under the pressure of mounting current account surpluses,
it became clear that maintaining restrictions on private capital outflows
served to intensify upward pressure on the exchange rate. Controls on
outward investment therefore had to be refaxed to allow Japan’s surplus
to be invested abroad.

* Teranishi (1990) and (1991) presents an interesting argument along these fines,

#The OECD survey of the Japanese economy at the end of the 1960s, commenting on the
emergence of an external surplus, noted that “Japan may remain an important surplus country for
some time to come [and that] the beginning of this trend could be traced as far back as 1964". (See
OECD (1969), pp. 39-42))

* Komiya and Suda (1991) give an iluminating account of the evolution in official attitudes over
this period.
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Domestic pressure undermining the traditional system arose primarily
from a major shift in the real sector of the economy.® This transformation
was associated with a radical change in saving/investment balances among
sectors. During the High Growth Era of the late 1950s and the 1960s, the
corporate sector invested heavily and was thus the largest borrower;
government and public sector deficits remained small. On a flow-of-funds
basis, the corporate sector’s deficit averaged 7 to 8% of GNP in the
1960s, while the public sector's deficit was less than 2% of GNP; the
personal sector’s surplus was between 8 and 9% of GNP,

With the first oil shocl¢, which hastened the decline of capital-intensive
heavy industry and contributed to slower growth woridwide, the invest-
ment ratio fell, greatly reducing the corporate sector’s need for bor-
rowed funds (see Graph 2). To offset the deflationary effect of this
investment slump, publfic expenditure was increased, and public sector
deficits rose sharply. By the late 1970s, the corporate sector’s net bor-
rowing requirement was only around 3% of GNP, while the government
sector deficit had risen to over 5% of GNP (more if public enterprises are
included). This shift engendered a huge rise in the supply of government
bonds — and the provision of high-guality paper on such a scale could not
but foster the development of freer securities markets. (As discussed
more-fully below, much of the drastic reduction in the corporate sector’s
borrowing requirement was reversed during the easy money period of the
late 1980s.)

In the 1970s, then, the domestic pressures for change were strong
and persistent. By contrast, the wide swings in the current account during
this decade, as Japan was buffeted by successive oif shocks, gave the
international pressures stemming from Japan's emerging position as a
capital exporter a more cyciical aspect, and disguised the underlying trend.
For this reason domestic liberalisation tended to precede, and be more
important than, international liberalisation — at least in the early stages of
the reform. However, international liberalisation caught up with domestic
fiberalisation with the abolition of exchange controls at the end of 1980.
Moreover, as the process of reform unfolded in the 1980s, Japanese
institutions became able, in international financial markets, to undertake

3 Cargill and Royama {1988) compare this with the United States, where pressure for change
arose mainly from the monetary sector (viz. contractionary monetary policy widened the gap
between regulated and unregutated interest rates).
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Graph 2
Saving/investment balances, by sector
As a percentage of GNP
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2 A negative sign indicates net lending to the rest of the world (i.e.
Note: 1991 figures are approximate estimates only, based on financial balances from flow-of-funds

data.

Sources: Ecenomic Planning Agency Annval Report on National Accounts and Bank of fapan
Economic Statistics Monthly.

certain operations that were still restricted at home; in this sense, inter-
national iberalisation eventually went beyond domestic liberalisation.
The implications of this sequence provide an important theme for this
paper.

The following paragraphs, on how the six features of the traditional
system have changed over the last fifteen years or so, consider, in particu-
lar, how far market forces have supplanted regulatory determination.
A more detailed description of the precise reforms s given in the Chronol-
ogy in Appendix |: a glance at this Chronology confirms the assiduity with
which a gradual, step-by-step approach was pursued.
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Table 1
Volume of foreign exchange transactions in Tokyo
In bitlions of US dollars

Spot Forward Swap Total
197¢ .. ... 4.9 4.2 2.6 11.8
1975 .. L. 22.9 26.0 24.6 73.4
1980 ... ... 211.8 66.8 300.6 579.2
1985 ... Ll 445.8 4.4 957.0 1,407.2
1988 ... ... L. 1,358.9 0.0 2,916.9 4,275.8
1989 ... ... 1.851.4 0.0 36143 5,465.7
1990 .. .. .. 2,495.7 0.0 3,466.9 5,962.5
1991 . ... 1,698.8 0.0 2,971.8 4,670.6

Note: These figures are based on the regular reporting by foreign exchange brokers, and are
therefore less comprehensive than the surveys conducted in Aprit 1989 and Aprit 1992.

Sources: Eken {1984} and Ministry of Finance Annuial Report of the lnternational Finance Burean.

Controls on capital movements®

Itis widely agreed that tight capital controls up to the early 1970s insulated
Japan’s financial markets from external influences — and perhaps did so
with greater success than most other major countries could manage.” The
annual volume of foreign exchange transacted in Tokyo was, at the begin-
ning of the decade, only a little more than $10 billion — only about 60% of
the volume of exports at that time (see Table 1). Not only were portfolio
capital flows small, but even international transactions related to trade
were carried out overseas or were kept internal to the huge trading
companies.

Although there was a general trend towards liberalisation of capital
movements in the 1970s, the nature and timing of measures was biased by
exchange rate objectives. When the authorities wanted to contain upward
pressure on the yen, restrictions on capital outflows were typically
relaxed (and sometimes controls on inflows were retightened); and con-
versely when the yen came under heavy downward pressure.

Five phases can be distinguished in the 1970s: these are illustrated in

¢ Fukao (1990) provides a useful overview of the evolution of foreign exchange controls.

7 This argument is developed by Argy (1987), who cited OECD evidence that the effect of
interest rate differentials on Japanese capital flows was, at that time, weaker than for other major
industrial countries. See also lwami's (1992) assessment,
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Graph 3
Private external assets and liabilities
As a proportion of annual merchandise trade
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Graph 3.% During 197172 (Period (i) in the graph), the strong apprecia-
tion of the yen led to a relaxation of controls on outflows and stili tighter
controls on non-resident inflows. The consequence of these measures was
that non-official external liabilities actually declined refative to the average
value of merchandise trade, while assets rose. The dramatic current
account deterioration in the wake of the first oil shock was associated
with downward pressure on the yen that led the authorities to baclk-pedal
and reimpose restrictions on resident outflows: by 1975 private sector
external assets had fallen back to about two-thirds of the average value of
trade, close to the ratio at the beginning of the decade. The re-emergence
of a current account surplus and the associated upward pressure on the
yen after 1975 led the authorities once more to liberalise outflows and
restrict inflows. Japanese non-official foreign assets rose strongly, while
foreign-held assets in Japan stagnated — again measured in relation to the
average value of trade. The second oil shock and downward pressure on

% See the detailed description of measures taken in Horne (1985), pp. 222-225.
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the yenin 1979 led to measures to ease controls on foreign capital inflows.
During the 1970s, to summarise, such relaxation as took place was typi-
cally dictated by official exchange rate objectives, and was often reversed
— at least partially — when pressure on the yen so required.

Liberalisation in the 1980s was altogether more fundamental than the
on-off measures of the previous decade. The new Foreign Exchange and
Foreign Trade Control Law, which came into force in December 1980,
established the general principle that external transactions were free
unless otherwise legislated, reversing the principle enshrined in the 1949
Law whereby external transactions were in principle banned unless specifi-
cally authorised by legislation or government directive. That it was the
authorities’ intention not to reintroduce controls for exchange rate
reasons represented a new departure. And, despite a sharply falling yen in
1981 and 1982, restrictions were not in general reimposed. By the end of
1982, both inflows and outflows had risen to new highs, in marked
contrast to the earlier liberalisation periods (compare Period (v} in
Graph 3 with the earlier periods). Nevertheless, this Law did not in
practice immediately and unconditionally. commit Japan to complete
freedom of capital movements.

For one thing, an elaborate reporting system was maintained, leaving
the way open for the discreet exercise of official “persuasion” if desired.
Also, a safeguard clause was incorporated providing for the imposition of
controls in certain exceptional circumstances, viz. a deteriorating balance
of payments, a widely fluctuating exchange rate and/or large capital
movements adversely affecting domestic money or capital markets. In
the event, however, controls were not reimposed.?

Secondly, the range of assets available in Japanese financial markets
remained rather limited by various regulations and practices: transactions
costs therefore tended to be higher than in some other major financial
centres (see below), and this may to some extent have hindered capital
inflows. But the weight of evidence is that arbitrage between domestic and
international marlets was greatly facilitated after 1980, especially after

? Certain regulations were, however, on occasion medified with half an eye on the exchange
rate. Pigott (1983) notes that some restrictions on capital outflows were imposed by a Ministry of
Finance worried about yen weakness. The ban on resident purchases of foreign currency denomi-
nated zere coupon bonds (in force from March 1982 to February 1983)is an obvicus case in point;
even in this case, however, concern about tax aveidance was alse an important motive. Also
resident purchases of foreign currency denominated CDs and CP were authorised only from April
1984: see the Chronology:
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Table 2
Financial market integration:
a bird’s-eye view of some key interest rate differentials’

May 1979  Jan. 1981  july 1984  July 1987  Jan. 1989
to to to to to
Dec. 1980 June 1984 June 1987  Dec. 1988 Dec. 1991

Issue yield and secondary market yield on government bonds?

Average 0.452 0.21 0.18 0.36 0.19

Variance 0.150 0.037 0.025 0.141 0.020
Yield on CDs and 3-month Eurc-yen

Average 0.48 0.17 0.09 0.09 0.08

Variance 0.247 0.014 0.002 0.003 0.002
Yield on CDs and 3-month commercial bills

Average 0.58 €.11 0.12 0.47 0.08

Variance 0.227 0.008 0.005 0.053 0.002
Yield on CDs and regulated interest rates on 3-month bank deposits

Average 4,39 310 2.85 2.68 3.10

Variance 2.452 0.079 0.190 0.075 0.181
Yield on CDs and average rate on short-term bank loans

Average 1.84 0.38 0.47 0.41 0.71

Variance 1,546 0.053 0.167 0.073 0.153

! On the basis of monthly average rates. Absolute differences used throughout. 2 lssue rate
{mid-month) less secondary market yield at the end of the previous month, 7 January 1976 to
December 1980.

Note: The use of the Gensalki interest rate to allow a longer initial period does not significantly
alter the above comparisons.

Source: BIS calculations from Bank of Japan data.

the ending of limits on the conversion of foreign currencies into yen in
June 1984.% Liberalisation vastly increased the importance of Tokyo as a
foreign exchange market: total foreign exchange transactions rose from
$73 billion in 1975 to over $1.4 trillion by 1985, and to almost $6 trillion by
1990 {see Table 1 above). According to a recent BIS survey, net foreign
exchange turnover in Japan amounted to about 15% of total reported
global trading, and Tolcyo had become the leading centre in the Asian Time
Zone Y

® Until June 1984, limits were imposed on banks' open short positions in foreign currency in the
spot market. This “swap limit rule” was intended to restrict the amount of yen that could be
obtained by sefling foreign currencies borrowed in markerts abroad.

" See Bank for International Settlements (1990a) and {1990c), pp. Z08-210, for further details.
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A more formal indication of the degree of international integration is
given in Table 2. From May 1979 (when the CDs were first issued) to the
end of 1980, the average monthly differential between the interest rate on
CDs and that on Euro-yen deposits was as much as 0.48 percentage points
(in absolute terms). Nor was it a stable differential, as may be seen from
the variance of the monthly differentials shown in Table 2. From 1981, this
changed radically: the average monthly differential fell to 0.17 percentage
points in the period from the beginning of 1981 to mid-1984, narrowing to
fess than 0.1 of a percentage point after the abolition of yen/foreign
currency conversion limits. The variance fell from around 0.25 before
1980 to only 0.002 after the mid-1980s.

A third, and important, factor was that restrictions on institutional
investment in foreign assets remained in place. These were only gradually
relaxed, with ceilings on foreign securities holdings by insurance companies
being raised in the middle of the decade.™ It is probably fair to say that,
towards the end of the decade, such ceilings as remained were sufficienty
generous as to mean little, if any, effective constraint on these institutions’
investment choices. In 1990 and 1991 their foreign investment share actu-
ally fell, which suggests that the period of diversification after the lifting of
restrictions had been completed by the late 1980s. Japanese institutional
investors have indeed diversified into foreign assets rather more than have
institutions in most other countries. By the end of the 1980s, the foreign
securities holdings of Japanese life insurance companies represented
aimost 34% of their total securities holdings; for non-life companies it was
over 26% (see Table 3). These percentages are significantly above even
the share registered by similar institutions in two European countries with
open foreign investment policies - the Netherlands and the United
Kingdom. Even public {e.g. Postal Life Insurance) and former semi-public
institutions (e.g. the huge Norinchukin Bank) have diversified into foreign
assets.

Most other countries impose much tighter restrictions on permitted
foreign investment by financial institutions. State laws in the United States
limit overseas instruments to 3% of life insurance portfolios (6% in
New York). France, Germany and Italy all have regulations requiring the
matching of fife insurance assets with liabilities so that foreign assets are

2 See Table 5 in Osugi (1990) for a summary of the precise regulations and the dates of their
relaxation.
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Table 3
Institutional investors’ holdings of foreign securities
As a percentage of their total securities holdings

1980 1985 1986 1987 1988 1989 1990 1991

United States

Private pensionfunds! . ... 1.0 3.0 40 40 40 41 42 52
Japan

Life insurance companies . . 9.0 264 289 314 311 339 300 284
Non-life insurance companies 7.4 19.4 21.5 21.5 223 261 29.1 285

Trust accounts of banks . .. 2.2 14.0 17.% 167 153 17.0 19.4 221
Postat Life Insurance . . . . . 0.0 67 92 112 11.3 112 116 121
Norinchukin Bank . . .. .. 4.3 10.3 148 150 183 207 227 326
Canada
Life insurance companies . . 21 2.2 28 34 24 27 23 27
Pension funds . . ... .. .. 61 66 70 66 68 68 60 7.6
ttaly
Insurance companies . . . . . 11.7 101 81 84 104 na 116 97
United Kingdom?3
Insurance companies . . . . . 69 17.3 197 157 177 223 207
Pension funds . .. .. .. .. 10.3 17.8 195 158 209 254 23.6
Belgium
Insurance companies and

pension funds ... ... .. 1.7 33 38 33 28 39 33
Netherlands
Insurance companies . . . . . 524 10.3 11.0 110 114 101 93 103
Private pension funds . . .. 10.6% 13.8 17.6 18.0 193 213 21.1 235
Public pension funds . . . . . 1,74 28 3.0 33 37 42 32 57
Sweden
Insurance companies . . . . . 1.5 1.6 40 104 125

i Tax-exempt funded schemes {excluding IRAs). 2 Breal< in series from 1988 Q1. 3 Pension
funds exclude central government sector but include other public sector. Unit trust investment
allocated as follows: 50% foreign and 50% domestic at end-1989 (on the basis of partial survey
results); other years caleulated in proportion to changes in the measured share of foreign
assets. 4 1983.

Sources: Bank of ltaly; Bank of Japan Econemic Seatistics Annual and Economic Statistics Monthiy;
Sveriges Riksbanl Quarterly Review: Netherlands Bank Annual Report and Quarterly Bulfetins;
InterSee Research Corporation; National Bank of Belgium; Statistics Canada; UK Central Statisti-
cal Office Annual Abstrace of Statistics and Financial Scatistics.

permitted only to cover the foreign business undertaken.” A number of
other countries have only very recently liberalised restrictions on foreign
investment (e.g. Canada and Sweden). Thus, in this important area,
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Japanese policy has been more liberal than the policy of a number of other
major industrial nations — at least on the face of it, although the impor-
tance of informal official pressure is probably greater in Japan than else-
where. ™ Japanese banks have also been allowed to increase their holdings
of foreign securities, which rose from 2.2% of their total securities
holdings to about 22% by 1991.7

Underdeveloped securities markets

Until the early 1970s, neither the corporate nor the public sector had
direct recourse to open capital markets, which, as a result, remained
underdeveloped. The relatively strict eligibility and other requirements for
issuing corporate bonds and ready access to bank loans at low interest
rates meant that private corporations had little interest in issuing bonds. As
postal savings and other public sector saving (e.g. of the state pension
system) financed much of the borrowing needs of public corporations and
the government, few government bonds were issued for much of the
post-war pericd: indeed, no long-term government bonds were issued
between 1947 and 1965. Moreover, the rather modest issues that took
place up to 1975 were either placed in a special government financial
institution (the Trust Fund Bureau) at below marlket rates, or were placed
directly with underwriting syndicates of institutional subscribers, which
were required to hold them for a certain period of time and which, after
one year, could sell them to the Bank of Japan.* Indeed, about one-third of
outstanding central government bonds was held by the Bank of Japan as
recently as 1975.

As the volume of outstanding government bonds rose rapidly in the
wake of persistently large government budget deficits, these arrange-
ments became less and less tenable. In particular, the banks — the backbone
of the underwriting syndicate up to 1975 — were faced with an unaccept-
able increase in government bonds on their balance sheets, and were

1 See Davis (1990) for a fuller discussion.

¥ See Osugi's (1990) citation of official efforts to "persuade” institutional investors to continue
purchasing US paper in 1987 and so support the dolfar.

 The figures refer to trust accounts; banking accounts show a similar but less marked increase
in the foreign proportion of securities holdings. In October 1988, the Ministry of Finance allowed
banks to have an open position in foreign currency securities of up to 0.5% of total assets.

' Feldman (1986), pp. 48—56, has a good account of the history of the government bond
market. Fabozzi (1990) contains a series of essays on particular segments of the Japanese bond
market. On recent developments, see Bank of japan (1986) and (1988).
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Table 4
Bonds cutstanding and turnover
¥ trillion, at end of calendar year unless otherwise indicated

1975 1980 1985 1988 1989 19%0 1991

Central government? . | | 7.2 488 911 950 942 953 1005
Local government® . . . . . 6.3 157 180 16.3 160 157 16.0
Pubtic corporations? . . . . 8.8 17.6 311 318 302 293 299
Industrial bonds . . ... .. 55 9.0 2.6 106 109 122 149
Convertible bonds . . . . . 1.1 1.2 44 138 156 163 168
Yen-denominated foreign

bonds ... ... .. ... 0.2 1.8 32 438 50 58 62
Total . ... ... ... . . . 291 944 159.4 172.4 171.9 176.2 1843
as Y% of GNP ... ... .. 19.6 392 502 469 439 416 404
Memorandum:

Total value of transactions  n.a. 56 894 1,021 844 734 534
Turnovert . .. ... ... 0.6 56 5.9 4.9 4.2 2.9

T A change in the classification of bonds meant that some 1991 figures had to be estimated.
EExcluding bonds held by government agencies and the Bank of Japan. End of fiscat year,
* Excluding bonds held by the Trust Fund Bureau and Postal Life Insurance and Postal Annuity.
* Value of transactions divided by value curstanding,

Source: Bank of japan Economic Statistics Annual, various issues.

therefore reluctant to continue. At the same time, sharp swings in the rate
of inflation, and thus in interest rates, made bond prices much less stable,
confronting subscribers and holders with the risk of capital loss. Institu-
tions were willing toe shoulder such risks enly if bonds were made more
fiquid and if the issue rate was more closely related to market conditions.

These pressures led to a number of major reforms: the minimum hold-
ing period imposed on banks before resale was reduced; banks were
allowed to sell new issues “over the counter” to the public; the maturity
range of bonds was broadened; and the issue rate was more frequently
adjusted to reflect secondary market yields. Although the obligation on
banks to take up a certain, albeit lower, proportion of new issues
remained, the burden that this had represented was in effect removed as
issues came to be placed with banks at the prices that had emerged during
auctions.

Continued large budget deficits led to sustained increases in the volume
of outstanding bonds, from the equivalent of less than 20% of GNP in
1975 to over 50% of GNP by 1985 (see Table 4). A deep secondary
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Table 5
Issues of government bonds!
Fiscal years

1975 1980 1985 1988 1989 1990 1991

Total (¥ rrillion) . ... ... 54 142 199 182 158 183 17.0
Fercentage subscribed by:
Syndicate . . ... ... ... 84 58 35 42 46 49 56
of which:
Banks ... ..... ... 74 40 24 26 24 21 20
Securities companies . . 6 15 9 14 21 27 35
Trust Fund Bureau, etc.?2 . 16 30 40 35 40 36 30
Other . . ... ..., .. - 12 25 13 15 15 14

¥ Interest-bearing bonds only {i.e. excludes discount bonds), 2 Including bonds placed with the
Bani of Japan.

Sources: Bank of [apan Economic Statistics Annual, various issues, and Economic Statistics
Monthly.

market developed, and turnover rose sharply (see the memorandum item
in Table 4). By mid-decade, banks were subscribing to only about one-
quarter of new issues (see Table 5). Moreover, issues by tender had
become more significant. In the second half of the decade, the share of
bonds subscribed by the securities companies increased rapidly, reflecting
an important widening of the capital market through sales to corporate
and individual investors. Nevertheless, the market in corporate, rather
than public sector; bonds did not expand very much:¥7 for reasons
examined below, corporate borrowers preferred to raise funds abroad.

The emergence of a large secondary market in government bonds in
turn stimulated the development of freer short-term money markets.®
Prior to 1967, only an interbank money market existed, the call-money
market. No comparable market existed for non-bank short-term
financing. This gap was partly filled by the Gensaki market which devel-
oped during the 1970s, involving transactions in bonds with a repurchase
agreement for a specified date. This market provided short-term financing
for securities companies and also served as a free, although marginal,
short-term money marlet for non-financial corporations.

¥ Okumura (1990) attributes this in part to more cumbersome transactions in the secondary
market. Non-resident transactions in this market are virtually non-existent: for a discussion of
possible reasons see Olkumura (1390).

'8 On chis, and some implications for manetary policy, see Fukui (1986),
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Table 6
The money market
¥ trillion outstanding at year-end

1975 1980 1985 1988 1989 199¢ 1991

interbank market

Call-money market . . . .. 2.3 4.1 5.1 5.7 245 240 353
of which: non-collateralised - - 0.8 60 101 {123 234
Bill market . ... ... .... 4.4 57 147 180 208 171 165
Dollarcall .. ...... ... 04 24 119 141 168 149 11.7
Open market

Gensaki .. .......... 18 45 46 74 63 66 60
Chs. . ... ... . - 2.4 9.7 160 211 189 173
Commercial paper . . . . . . - - - 9.3 131 158 124
Marketed Financing bitls! . . - - - 1.0 0.0 1.0 -

Treasury bifls2 . . .. ... .. - - - 20 40 76 %0

Open market as a percentage
of the interbank market 254 56.6 451 746 71.7 891 704
Memorandum:
Euro-yen® ... . ... ... na. 3.6 140 224 280 313 275
Interbank and official
monetary institutions . . 3.2 125 201 237 241 21.9
Non-banlc . . .. ... ... 0.4 1.5 2.3 4.3 7.2 5.6

! Only those Financing bills sold by the Bank of Japan to the market (shown under Banl of Japan
“Supply and demand for funds” in the Economic Statistics Monthly). % Referred to as “discount
shore-term government bonds” in the Economic Statistics Monthly issues up to December 1989;
new definitions given in the [anuary 1990 issue. 2 Cross-border and local foreign currency
positions as reported in Tables 4A and 4D of the BIS banking statistics.

Sources: Banle of Japan Economic Statistics Monthiy and Economic Statistics Annual, Bank for
Inzerpational Settlements International Banking and Financial Market Developments, Cargill and

Royama (1988), Eken (1984) and Ministry of Finance Annual Report of the Interrational Finance
Bureau.

But as an increasing number of corporations switched their iquid funds
from bank deposits to more attractive Gensaki instruments, the authori-
ties came under pressure from banks to be allowed to issue alternative,
and competing, financial instruments. Accordingly, banks were permitted
to issue negotiable certificates of deposit in 1979." As new financial instru-
ments opened up further possibilities of arbitrage, the system of con-
trolled rates in the call-money market was discontinued at about the same
time, and a free bills market gradually developed. Up to the mid-1980s,
however, the development of the call-money market was impeded by the
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need to post collateral. The development of the non-collateralised call-
money market from July 1985 gave the market particular stimulus: by the
end of 1990, more than half of call-market transactions outstanding were
non-collateralised (shown in italics in Table 6).

The introduction of commercial paper — allowing corporations access
to short-term funds independently of banks — took place in November
1987, when one to six-month CP was permitted. One initial peculiarity of
the market was that CP bore an interest rate below that available on
large-denomination time deposits and was acquired by those institutional
investors not permitted to invest in some other open market financial
assets. ¥ This distortion created an incentive for corporations to issue CP
simply to put the funds raised into their bank deposit accounts, thus
increasing both debt and bank deposits (see below).

With the gradual extension of the permitted maturity pericd, however,
this market grew rapidly: by the end of 1990, the volume of Japanese CP
outstanding was second only to that of US paper, and well ahead of that of
any European market.?! The depth of this market was such that it was used
by the central bank to conduct monetary policy. Nevertheless, the relative
reliance on commercial paper remains well below that seen in the United
States: at the end of 1990, domestic CP outstanding in Japan amounted to
5.5% of bank credit to domestic non-financial corporations, compared
with 18.9% in the United States.2?

The development of a Treasury bill (TB) market was much delayed.
Traditionally, the Japanese Government did not issue short-term securities

17 Permission to issue CDs was designed to help banks cope with disintermediation, and secu-
rities companies were not permitted to handle CDs. Also high minimum lot sizes were imposed.
Thus, as lwata (1986) observed, the “"marketability” and “divisibilicy” of the Japanese CD were at
first inferior to that of US or Euro-dollar CDs, Only from June 1985 were securities companies
permitted to operate in the secondary marlet. The gradual relaxation of restrictions on minimum
amount, term and issue ceiling is faid out in Table At on page 120.

0 See Usuli (1990}, p. 6.

M Ancther factor encouraging the growth of the CP market was the replacement, as part of the
fiscal 1990 tax reform, of a graduated stamp duty by a flat ¥ 5,000 fee. However, |apanese CP issues
in the Euro-market remain small (presumably reflecting the ban on the sale of Euro-yen CP to
Japanese residents),

2% Estimate given in Bank for International Settlements (1991b), p. 21, The comparable figures
for other countries (Eure-markets excluded) are:

France 3.9 United Kingdom 25
Canada 9.7 Spain 4.4
Sweden 8.2 Norway 13.0
Australia 131 Nethertands 1.3

For a more detailed discussion of the commercial paper market see Alworth and Borio (1992).

25



at market rates: instead, so-called Financing bills2? — largely used for the
management of seasonal cash flow (“cash management”) — were offered
at an interest rate set slightly below the discount rate, with a single
maturity of two months. However, the sub-market yield of thisinstrument
meant that few investors ever bought these bills, which were mostly
therefore purchased by the Bank of [apan. This practice continues to
date .2t

An important development occurred in February 1986, when the
Ministry of Finance issued, by auction, six-month government bonds,
initially in minimum lots of ¥ 100 million. This was followed, in 1989-9%0,
by the issue of three-month paper and a reduction in the minimum trading
unit to ¥ 10 million, The immediate impetus for this step came from the
need to facilitate the large-scale refunding of government bonds in 1986 —
an “echo” of the heavy government borrowing in 1976, which had mainly
taken the form of ten-year bonds.2® Since then, Treasury bills have
accounted for an increasingly significant segment of the open money
market, overtaking Gensaki transactions by the end of 1990 (see
Table 6).2¢ A particularly attractive feature of these instruments was that
they were exempt from the Securities Transactions Tax. But one
significant fiscal impediment remained until very recently for all except
certain tax-exempt official organisations such as foreign cencral banks and
some international financial institutions: interest income earned was
subject to a withholding tax. Even so, trading in Treasury bills increased
rapidly and a deeper market for government paper emerged. By 1991,
transactions in Treasury bills had risen to over one-half of transactions in
long-term bonds (see Table 7). The final de facto exemption of all non-
residents’ earnings from Treasury bills from the withholding tax, with
effect from fiscal year 1992, has further strengthened the Treasury bill
market. Treasury bill transactions have now virtually supplanted Gensaki

2 Before 1986 these bills were, perhaps confusingfy, cafled Treasury bifls. On the introduction of
short-term government bonds, however, these two-month bills were renamed Financing bills, the
term Treasury bills henceforth being reserved for short-term government bonds.

24 Such Financing bills are on occasion sotd by the Bank of Japan to the market at the market rate
{usually to smooth seasonal fluctuations in bank reserves).

%5 See Takata {1988).

2 A Gensald transaction, a short-term repurchase agreement for a fong-term government
bond, is riskier than a transaction in the short-term government security because the capital vaiue of
the underiying asset (Jong-term bond) varies. However, this risk is typically borne by the securitics
houses, which in any case have to hold a stock of bonds for eventual sale to clients.
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Table 7
Trading in government securities’
¥ trifion

1985 1986 1987 1988 1989 1990 1991

Long-term bonds . . . . . 1,208 2,020 4,330 2.821 2471 2,110 1,363
Treasury bifls .. .. ... - 165 469 506 563 632 764
Medium-term bonds? . . 53 25 22 20 13 16 12
Total .. ... .. ... .. 1,261 2,210 4,821 3,347 3,047 2,758 2,139
Memorandum:

Gensaki transactions? . 34 131 145 108 110 56 40

' Over-the-counter sales, including dealings by financial insticutions.  ? Including $-year discount
bonds.  ? in long-term government bonds only.

Source: Banlc of Japan Economic Statistics Annual.

transactions in long-term government bonds — an imperfect substitute for
a short-term government security. ¥’

One final feature of note is the paucity of medium-term bonds. This
reflects the only limited demand of securities houses which need such
bonds partly as the counterpart of the medium-term government bond
funds sold as a temporary store of liquidity to customers waiting for
attractive equity investment epportunities.?® Moreover, the small scale of
issuance of medium-term government bonds has allowed the fong-term
credit banks to preserve their prime position as recipients of funds for
medium-term investment.

To summarise, the 1980s saw enormous growth in the size of, and a
major diversification in, short-term money markets in Japan. According to
one estimate {shown in Table 8), the market is now the equivalent of over
20% of annual GNP, compared with only 7% early in the decade. It
remains — at least on this comparison — rather smaller in refation to GNP
than comparable markets in other major countries. Nevertheless, open
money markets expanded relative to the purely interbank markets up to
1990 (see the calculation shown in Table 6). However, certain special

#” Shigehara (1991) argues that the market for short-term government paper is not sufficiently
developed for the central bank to be able to rely solely on open-market operations in short-term
government paper in the conduct of monetary policy: see Shigehara (1991), p. 11. He alse points out
that the Securities Transactions Tax discourages short-term transactions in long-rerm government
paper.

8 The rate available on such funds remains regulated.
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Table 8
Size of short-term money markets: international comparisons
Year-end outstanding as a percentage of GNF/GDP

1982 1985 1988 1989 1990 1991

Japan ...l 7.4 11.4 18.7 2.6 21.3 21.3
United States . . ... ... 33.1 31.3 31.2 31.9 31.9 30.6
United Kingdom . ... .. 21.8 25.4 EN IR 34.0 35.4 29.8"*
Germany . . ... .. .... 15.8 17.3 17.6 19.6 26.0 n.a.
France ... ......... .2 0.7 15.9 201 25.8 27.8

* Excluding interest swaps.
Note: Offshore markets (e.g. Japan Offshore Market} are excluded.

Source: Banlc of japan Comparative Economic and Financial Statistics of Japan and other Major
Countries {1992).

factors diverted funds into interbank markets during 1991. Aiso, issues of
commercial paper declined as the possibilities of financial arbitrage — viz.
using the funds raised to invest in higher-yielding instruments, an important
motivation for CP issuance ~ became more circumscribed.

Another important development towards the end of the 1980s was a
closer integration of the interbank market with other short-term money
markets. Traditionally, market operations by the Banl of jJapan had been
conducted in bills with a maturity of cne to three months, the rate on
which was regarded as an indicator of the stance of monetary policy.
Because arbitrage between such bills and other short-term instruments
with a slightly longer maturity (notably CDs) was imperfect, significant
interest rate gaps could at times emerge. One such occasion occurred
around the middie of 1988 when strong economic growth began to push
up short-term interest rates in open markets before the authorities were
ready to countenance an increase in “official” interest rates. The gap
between the market-determined rate of interest on CDs and the officially-
influenced bill rate widened: both the average differential and the variance
of the differential increased, but did not become as large as they had been
before 1981 (see Table 2 above). Cnce the Bank of fapan effectively
ceased, in November 1988, to set rates for one to three-month paper —
using instead bills of less than one month for open-market operations — the
differential vanished.

No discussion of Japanese securities markets would be complete with-
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Table ©
The Securities Transactions Tax
As a percentage of trading vaiue

Seller Other than a securities Securities company
company
Asat April  Asat April  Asat April  As at April

Securities 1988 1989 1988 1989
Shares and stock investment

trust certificates . . ... .. .55 0.30 0,18 0.12
Straight bonds and bond

investment trust certificates 0.03 0.03 0.01 0.01
Convertible and

warrant bonds . . ... .. .. 0.26 0.16 0.09 0.06

Naote: In addition, a Bourse Tax is levied on the contract value of futures trading.
Source; Tokyo Stock Exchange Fact Book, various issues.

out mentioning taxation arrangements — the Securities Transactions Tax
and the continued imposition of a withholding tax on the interest and
dividend income of non-residents.?? Up to 1988, Japan imposed a rather
heavy tax on transactions in equities and a significant tax on bond transac-
tions; by contrast, capital gains on portfolio investment virtually escaped
taxation.3® The Tax Reform Act of 1988 modified this, and from 1st April
1989 the tax on transactions was greatly reduced. The pre- and post-
reform schedules are set out in Table 9. Two features of this transactions
tax are important: firs, sales by securities houses are much more lightly
taxed® (giving them a competitive advantage) and, secondly, the tax on
transactions in shares is more than ten times that on transactions in bonds
(with the tax on convertible and warrant bond transactions set between
these two extremes). Although this tax deters very short-term trading in
Japanese paper (especially in the form of repurchase agreements}, it does
not seem to prevent one to twe-month trading.

¥ Except for Treasury bill interest payments, as noted above. Afso, stamp duties continue to be
imposed on certain financial instruments, notably commercial bills.

3 As the tax rate on transactions was periodically increased {in 1973, 1978 and 1981), and as the
volume of securities trading rose, this rax became a pregressively more important source of tax
revenue: receipts rose from 0.3% of toral tax revenue in 1973 to 4.1% in 1988 {fiscal years)
(Ministry of Finance Financial Statistics of Japan, various issues.)

3t Banks’ transactions on their dealing accounts (as opposed to their own pertfolio account) are
also more lightly taxed.
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An important fiscal policy trend of the 1980s that did much to foster
international capital movements in many countries was the progressive
elimination of withholding taxes on the dividend and interest income of
non-residents. Although piecemeal reform has resulted in exemption for
certain agents (e.g. some foreign official institutions) or for certain types
of instrument (e.g. Treasury bills, Euro-yen bonds), the withholding tax
principle remains intact, applied in general at the rate of 20%. Given the
trend to more radical exemption in other major financial centres, the
continued imposition of a withholding tax inevitably reduces the attrac-
tiveness for foreigners of investing in Japanese assets, and a number of
observers have suggested its abolition. However, a recent joint Study
Group of the Ministry of Finance and the Bank of [apan failed to establish
a consensus for reform, and confined itself to cafling for further
discussion, 32

Financial institution segmentation

The Japanese financial system incorporates a separation between banking
and securities business similar to that enshrined in a number of Anglo-
Saxon countries.?? Very broadly speaking, banks are not allowed to under-
take securities business and securities companies are not allowed to under-
take banlking business. Although this separation of business was laid down
formally in Article 65 of the 1948 Securities and Exchange Law (modelled
on the Glass-Steagall Act of the United States), it reflected the pre-war
custom of keeping the supposedly riskier aspects of securities business
away from banks. This included in particular the underwriting of equity
issues and secondary market bond trading. This separation, however, did
not fully extend to operations overseas — a feature of considerable impor-
tance in understanding certain developments in the last five years or so
{see below). Also, banks were not prevented from acquiring bonds or
equities for investment purposes, or where there was a trust contract.
Moreover, a number of restrictions were not built into the 1948 Law but

31 *[To further internationalise] short-term money markets ... some members suggested that
the current securities transactions tax, stamp duty and withholding tax systems shouid be reviewed
... {but] ... other members countered that any change in the current taxation system [would not be|
appropriate from the standpoint of securing fair and neutral raxation. ” (Money Market Study Group
(1991), p. 47.)

33 This separation has of course become rather less rigid in recent years in a number of
Anglo-Saxon countries.
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rather reflected the operation of administrative guidance, which, for
example, prevented banks from trading in government bonds undl the
1980s.

The second aspect of segmentation is the separation of banking and
trust business, which served to allow trust banks to attract longer-term
funds (trust certificates) — without having to compete directly with city
banks — and to make long-term loans.

A third aspect of segmentation is that banks themselves specialised, and
particular types of banks had their “turf” protected by regulations. Cicy
and regional banks traditionally granted mainly short-term loans, and could
raise funds by attracting short-term deposits (with a maximum maturity of
two years). Long-term credit banks, on the other hand, extended long-
term loans at fixed interest rates, and raised money mainly by issuing
five-year debentures.?!

In addition, a very large number of more specialised deposit-taking
institutions, catering to small enterprises and to agriculture, enjoyed
certain tax and other privileges — benefits that helped to counterbalance
the disadvantages of their very small size. For instance, Shinkin baniks,
permitted to lend to small and medium-sized enterprises only within their
district, were allowed to pay depositors slightly higher interest rates than
ordinary banks were permitted to offer. About 40% of total deposits
were placed with these and similar institutions in 1980.

Such regulations and practices served to reduce the riskiness of the
banking system (by, for example, discouraging the practice of raising short-
term deposits at variable interest rates for long-term investments at fixed
interest rates). But they also limited competition among institutions and
served to underpin interest rate controls. In some cases, indeed, extensive
regulations provided an effective policing mechanism for collusive
behaviour — and were thus not unwelcome for those institutions that
were so protected.3®

¥ A second, less important, source of funds that was permitted was one-year discount deben-
tures. Also permitted to issue debentures were the specialised foreign exchange bank (Bank of
Tokyo, which issues three-year debentures), the Norinchukin Bank and the Shoko Chukin Bank.
Towards the end of 1991, however, long-term credit banks began to issue two-year debentures,
presumably thus competing with two-year deposits at city and regional banks,

35 On this see Tsutsui (1990): "that government regulations have been the sine qua non of [a]
banking industry cartel ... does not mean government control was done against the will of the banks
... [on the contrary] cartel-lilke collusion was their own choice and, in erder to make it possible,
they desired a strict implementation of the government regulations”.
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Financial liberalisation, innovation and internationalisation have naturally
put this traditional segmentation under considerable pressure. The greater
marketability of debt instruments has inevitably undermined the traditional
pattern of “indirect” finance through banks. The trend towards securitisa-
tion has been global and powerful. Greater competition has made financial
institutions readier to supply new instruments — and to do so on terms
meore and more favourable to the customer. The desire to encourage
competition in the provision of financial services has led the regulatory
authorities in many countries to allow banks and other financial intermedi-
aries to enter new areas of activity. And as Japanese financial institutions
have expanded overseas, they have often ventured into areas that at home
were out-of-bounds (e.g. Japanese banks undertaking trust business),
putting the Japanese authorities under pressure to relax some of their
segmenting barriers.3

For some observers, the logical conclusion of such extensions is the
adoption of a universal banking system where banks and securities houses
are free to provide any financial services. Other observers, however, see
prudential risks in such a system. There is no consensus on the “best”
arrangement, and the historical antecedents and institutional arrange-
ments that provide the context for reform differ greatly between coun-
tries. 7

In the case of Japan, there have been significant changes at the periphery
of financia institutions’ “traditional” activities. For instance, in the early
1980s banks were allowed to sell government bonds, to develop govern-
ment-band-related accounts and to offer time deposits of up to three
years (compared with two years previously). At the same time, the
authorities sought to maintain an even-handed treatment of banks and
securities companies by extending the range of products that securities
companies are allowed to offer, permitting them, for example, to issue
short-term investment trusts that resemble bank savings accounts
(medium-term government bond funds). Table 10 summarises how
restraints on the main types of institution were gradually relaxed.

Yet the underiying features of the traditional segmentation remain in

% For instance, foreign banks were eventually allowed to set up trust banking subsidiaries in
Japan.

37 On the question of how different national institutional arrangements for dealing with the
information flows from borrower to fender impinge on banking systems, see Bisignano (1991),
Corbett (1987) and Frankel (1989).
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place - at least in domestic markets. The conflicting interests of the
banking and securities industries — given the reluctance of the authorities
to impose a solution that is not the product of a painstakingly built consen-
sus - have resulted in a stalemate, 38

One perspective on this stalemate views the banks and securities com-
panies as being, in essence, caught in a "prisoner’s dilemma”. Unilateral
concessions by either party (i.e. if the banks were to agree to making it
easier for Japanese corporations to raise money directly in domestic
capital markets, or if the securities companies agreed to aflow the banks to
conduct securities business) would leave the conceding party worse off.
Only simultanecus concessions hold out the possibility of making both
better off, and even this gain is uncertain.3

At all events, failure to resolve the impasse between banks and securi-
ties houses invelves widely recognised risks. Maintaining the traditional
regulatory frameworl in the face of the revolution in financial markets
could lead to banks ceasing to be effective financial intermediaries and
could leave securities houses carrying extensive risk. 4

The nature of the debate on how to reform the traditional regulatory
framework can be iflustrated by two reports specially commissioned by
the Ministry of Finance. One was by the Financial System Research
Council, generally regarded as reflecting the interests of the commercial
banks. Arguing that the present segmented system served “to protect the
vested interests of existing financial institutions”, this report suggested
that banks and securities companies be allowed to enter each other’s areas
by setting up special subsidiaries.®

The other report, by the Securities and Exchange Council (representing
securities companies’ interests), made much of the need to broaden the
concept of “securities” and of the trend towards securitisation.?? This
report argued that securities companies should be allowed to deal in
securities more broadly defined; that certain barriers to increased securiti-
sation — notably rigidities in the domestic capital market, including the

38 See Sender (1991).

37 For further discussion, see Takeda (1991). The main possibility of gain for both arises from the
repatriation of bond issuance business.

¢ Yamaguchi (1990).

# Financial System Research Council (1991} and Nikkei Weekly, 15th June 1991, Usuki (1990)
provides a convenient bird's-eye view of how the issue of segregation can be addressed: see in
particutar Chart 9 (p. 19) of his paper.

42 Securities and Exchange Council (1991).
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commission bank system (see below, pp. 78—79) — should be removed;
and that securities companies should be permitted to engage in the types
of trust and banking business needed to handle their securities and related
foreign exchange business themselves. Finally, the report felt it inappropri-
ate for “banks themselves to conduct securities business widely”.

The eventual financial reform bill, adopted by Parliament in June 1992,
modified some of these traditional barriers - but did so only in a cautious
and tentative way. The authorities in particular retained a large measure of
discretion in the granting of permission to institutions to stray from their
“traditional” vocation. Moreover, the difficult economic situation facing
most banks and securities companies in the 1990s may have reduced their
interest in expanding into each other's traditional areas.*?

This new legislation is due to come into force next year, and many
specific details remain to be revealed. The broad provisicns are:

(i) baniks and securities houses are to be allowed to enter each other’s
areas of business through subsidiaries. But banks will be prohibited
from stockbroking in their securities subsidiaries save in exceptional
circumstances and subject to special permission;

(ii) the concept of a security will be broadened to inciude commercial
paper and securitised housing loans; both banks and securities
houses will be allowed to handle the new types of security;

(iii) specialised banks are to be allowed to acquire or merge with banks
in a different category. The three long-term credit banks and the
foreign exchange bank are to be allowed to merge with city banks.

fn any event, it has not proved feasible to maintain the traditional
segmentation in Japanese financial institutions’ activities overseas. The
development of interest rate swaps has, inter alia, enabled Japanese institu-
tions to swap between liabilities of different maturities — e.g. ten-year
debt for one-year debt or vice versa. This has inevitably eroded the
distinction between city banks (dealing in short-term funds) and long-term
credit banks. According to a recent BIS study, “yen/yen” swaps accounted
for nearly 30% of the total non-dollar interest rate swaps at the end of
1988, as |apanese city banks used swaps extensively to circumvent regula-
tions limiting their access to direct domestic long-term borrowing,#

43 These financial difficuities aiso led the Ministry of Finance to include several provisions aimed
at ensuring the sound management of financial institutions including a strengthening of the Ministry’s
power to supervise non-banks, etc.

* See Bank for International Settlements (3989%¢).
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The more fundamental barrier between banking and securities business
has also been increasingly breached. The "Big Four” securities houses
(Daiwa, Niklko, Nomura and Yamaichi) have all acquired banking licences in
London, for instance, and the securities subsidiaries of Japanese banks have
come to play a significant role in Euro-bond markets.?? Indeed, maintaining
traditional segmentation restrictions at home while acquiescing in the
inevitable erosion of segmentation abroad has led to the “export” of
Japanese financial activity, a theme taken up more fully below.

Interest rate controls

Under the earlier system, there were extensive interest rate controls and
the possibility of imposing ceilings on bank credit {so-called "window
guidance™). The Bank of Japan’s discount rate was the pivot of the tradi-
tional interest rate structure. The regulated interest rate on three-month
deposit accounts was typically set 1.5 percentage points below the
discount rate, although there was often delay — for political and adminis-
trative reasons — in passing changes in the discount rate through to bank
interest rates.*® The “yield curve” on time deposits was constrained to
slope upwards, with two-year deposits, for instance, attracting 2.25 per-
centage points above three-month deposits; the interest rate on two-year
loan trusts was set 0.2 points above two-year bank deposits.# Because
city and regional banks depended essentially on deposits for funds to make
short-term loans, the short-term prime rate that determined the rate on
their loans was traditionally linked to deposit rates.

The interest rate on bank debentures {the prime source of funds for
long-term credit banks) was generally set a little above the coupon rate on
newly-issued fong-term government bonds, itself greatly dependent on
the secondary market yield for such bonds. Accordingly the long-term
prime rate — the reference rate for loans extended by the long-term

4 The restriction imposed by the Ministry of Finance (under the so-called Three Bureaux
Agreement) that Japanese banks’ securities subsidiaries may not lead manage Euro-bond issues of
Japanese corporations has restrained their growth and allowed the securities houses te assume a
pre-eminent position.

4 The word “typically” deserves some emphasis as the gap between the two interest rates has
varied. For instance, it narrowed in late 1986, when the discount rate fel to 2.5%, and in mid-1992,
when the discount rate fell to 3.25%.

47 Chart 7 in Suzuki (1983) provides an ifluminating overview of yield curves for regulated
interest rates, comparing them with market yields. Graph 6 on p. 43 below is a similar diagram of
the interest rate structure in a tight money pericd. Banl of Japan (1985) contains an analysis of the
impact of deregulation and internationalisation on interest rate movements.
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— Rigid margins Linked rates

- = = - Formerly finked rates New fink or arbitrage (arrow indicates

new direction of influence}

* From June 1992, regulated time deposits were subsumed under small-denomination MMGCs
(see the text, p. 42).

MNotes: (%) This diagram is an adaptation of Suzuki (1983). {2) Interest rates that were
originally regulated but which are now in effect market-determined are shown in capi-
tals.  (3) New instruments or markets are shown in italics. (4} Interest rates refer to
averages during the month of August 1991,

Sources: Bank for international Settiements, Bank of Japan Economic Statistics Monthly and
Salomon Brothers International Market Round-up.

credit banks — was set 0.9 percentage points above the interest rate on
bank debentures,

The reform strategy adopted during the 1980s was to leave this rather
elaborate regulated structure in place but to allow “free” instruments to
coexist. In particular many of the links between the various regulated rates
just outlined were retained. Market duality — free and regulated rates
coexisting - was therefore a key feature of Japanese financial markets
during this decade. The interest rate structure is conveniently summarised
by a modification of a graph first used by Suzuki: see Graph 4.

fnicially, unregulated instruments were subject to rather high minimum
amounts and/or maturity restrictions -- measures designed to constrain
most households and many enterprises to continue holding bank deposits
at regulated rates. At the beginning of 1985, for example, negotiable
certificates of deposit were virtually the only bank-issued instrument
bearing unregulated interest rates — but the minimum amount for such
certificates was ¥ 300 million, a threshold that was high enough to exclude
most small and medium-sized enterprises, not to mention households.
Moreover, only three to six-month maturities were available, with both
shorter and longer maturities prohibited. The interest rate on large-
denomination time deposits was liberalised only in October 1985 — and
even then the minimum denomination was ¥1 billion. In the same
year, money market certificates (MMCs) were introduced, subject to an
interest rate ceiling .48

48 OFf 0.75 percentage points below the weekly average of the rates on newly issued CDs: sce
Table A1.
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Graph 5
Dependence on deposits with deregulated interest rates,
by type of bank

As a percentage of total depesits (including CDs), at end-March

70 70
City banks
[C—] Regional and former Sogo {mutual) banks
60 - Shinkin banks (credit associations) 60
&8 Share of small-denomination
money market certificates
50 (- 50
40 |- 40
30 - 30
20 20
10
i f‘ o Ji} 4 |
1985 1986 1987 1988

) 2
1989 1990 1991 1892

Note: Deposits with deregulated or unregulated interest rates are time deposits with liberalised
interest rates, money marlet certificates, CDs, foreign-currency and non-resident yen accounts.

Source: Bank of Japan Economic Statistics Monthly.

Only gradually were these minimum amounts lowered and maturity
restrictions relaxed (for a summary timetabie see Table A1 on page 120 in
Appendix | below). By early 1989, most of the restrictions on relatively
large placements had been removed. However, the impact of liberalisation
to this date had been quite uneven across financiat institutions, with the
bigger institutions {more dependent on large deposits) being affected first.
At this intermediate stage in the process of liberalisation, city banks, for
instance, were having to raise about one-half of their deposits at market-
related interest rates, a dramatic change in the space of only a few years
{see Graph 5). At the other end of the spectrum, however, the much
smaller credit associations (Shinkin banks) — much more dependent on
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Table 11
International comparisons of bank profitability

1980-84 1985--89 1989 1990 1991 19921

A. Pre-tax profits as % of average total assets?

Japan .o 0.43 0.54 0.46 0.33 0.31

United States . . .. 0.79 0.72 0.62 0.5% 0.42

Germany . . . .. .. 0.64 0.89 0.92 0.83 0.83
Switzerland . . ... 0.65 0.70 0.74 0.53 0.75

United Kingdom .. 0.96 0.78 -0.03 0.59 0.50

B. Index of bank share prices relative to the overall index (1985 = 100)
Japan . ..o, 65 1073 104 97 107 98
United States . . . . 91t 89 79 56 52 59
Germany . . ... .. 109 99 92 89 50 94
Switzerfand . . ... 106 91 73 68 66 61
United Kingdom .. 108 98 911 98 99 100

¥ january—August only. 2 1991 figures are estimated. * The rise between 1983 and 1987 is
largely due to the breakdown of restrictive arrangements aimed at controlfing bank share prices
(on which see Frankel and Morgan {1991}, p. 7).

Source: Banlk for international Settlerments (1992) from OECD and IBCA,

small depositors - still raised deposits at sub-market regulated rates. The
regional banks were somewhere in the middle.

The gradual decontrol of interest rates — and greater competition in the
banking industry more generally — began to squeeze bank profitability only
from 1989. According to one estimate (shown in Table 11) banks™ average
return on total assets fell to only a little above 0.3% in 1990 and 1991, a
sharp decline on earlier rates of profitabifity.?® Although international
comparisons in this area are notoriously difficult, this rate of return
appears to be significantly below that earned by banks in other major
banking centres.

Because they enjoyed economies of scale, the larger city banks were
rather better placed to adjust to deregulation than were the smalier banks:
the gradual lowering of the minimum size of deposit bearing an unregulated
interest rate — hitting city banks first — therefore gave the smaller institu-
tions something of a breathing space.

49 For a review of how the environment facing banks has changed under deregulation, see Bank
of fapan (1992a).
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A second difficulty in liberalising smaller-denomination deposits lay in
the somewhat anomalous rate-setting procedures of the postal saving
system. This system offered particular advantages for househelds and
took about one-third of the personal sector’s deposits. One advantage
was that investors enjoyed tax exemption on the interest from one bank
account and one Post Office account, which created an incentive to hold a
Post Office account. Moreover, checks to prevent people holding more
than one tax-exempt account were not particularly rigorous and evasion
was endemic. With certain exceptions, however, this tax-exempt deposit
system was abolished in April 1988, The second aspect of the attractive-
ness of Post Office savings was (and still is) that higher interest rates are
offered for long-maturity savings {ten years) even though such deposits
can be withdrawn with no penalty after only six months — thus combining
high yield with high fiquidity.50

Given this context, and the perceived need to foster gradual adjustment
to market-determined interest rates, both banks and the Post Office
were allowed to issue (in relatively smalf denominations) new instruments
bearing returns related to, but set below, market-determined rates: in
particular small-denomination MMCs were issued. By April 1991, a mini-
mum of ¥0.5 million could be placed in such certificates. They appealed
to the small depositors on whom the credit associations depended: by
early 1991, about one-fifth of their deposits took the form of small-
denomination MMCs.>* (The black bars in Graph 5 above show the relative
dependence on small-denomination MMCs.5?)

However, one particular advantage of a postal savings deposit endured:
ten-year accounts continued to give small investors the ability to “lock
into™ high, fixed interest rates while retaining (after six menths) freedom
of withdrawal. The basic problem — which applies to all regulated rates — is

% The Ministry of Posts and Telecommunications is most influential in setting interest rates on
postal savings, and had a political stake in keeping rates paid to depositors high: it was on occasion
quite able to delay changes in alf regulated interest rates. See Osugi {1990}, pp. 32--34. Horne
(1985) provides a detailed history of the political context of the postal saving system. Imai (1991)
suggested that the position of the postal saving system was such that it could become a price feader
in setting interest rates after deregulation (pp. 461—-4472).

5t in July 1991 the Ministry of Finance announced its intention to deregulate interest rates on all
time deposits within two years and those on ordinary deposits within three years. However, banks
will not be permitted to pay interest on checking accounts. The minimum allowed for small MMCs
was abolished in june 1992

52 As can be seen from Graph 5, the popularity of small-denomination MMCs apparently waned
thereafter. The reason for this is explained more fully below (see p. 43 and Graph 8).
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Graph 6
The maturity structure of interest rates:
free, quasi-free and regulated®
In percentage points

— — — Free: unregulated deposit rate on deposits over ¥10 million
,,,,, Quasi-free: rate on small-denomination MMCs over ¥0.5 million
B — Regulated: rate on time deposits with banks - 8

7= — 7
6: :6
ol 1
Al iy

I I I I I f | |
3-mth  6-mth 1-year 2-year

* Ac April 1991, (Towards the end of a tight money period: inverted yield curve and expectations
of a cut in the official discount rate prevalent.)

Source: Bark of Japan Economic Statistics Monthly.

that the yield curve applying to regulated rates is designed to slope
upwards: longer-term deposits earn a higher return than shorter-term
instruments. Under normal conditions, market yield curves also slope
upwards, and there is no inconsistency. But in tight money periods the
yield curve often becomes inverted: in such circumstances, free rates may
be well above regulated rates for shorter maturities, but significantfy
below them for longer maturities. This occurred in the first half of 1991
and [ed to a sizable growth in postal savings at the expense of bank
deposits.>3 A similar anomaly affected bank deposits. During the period of
monetary tightness in the first half of 1991, the vield curve for unregulated
large-denomination time deposits became inverted (Graph 6). This had the
effect of flattening the yield curve for small-denomination MMCs, which

53 One estimate Is that households moved ¥ 4 trillion from banks to post offices in the first seven
months of 1991 (Nikkei Weeldy, 9th November 1991).
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are linked to market rates. The yield curve on regulated instruments,
however, remained upward-sloping. The result was that the regulated yield
on two-year bank deposits rose above the equivalent small-denomination
MMCs rate, inducing depositors to switch away from the market-oriented
to the regulated instrument.

As noted, interest rate liberalisation contributed to a squeeze on bank
profit margins. Greater competition for deposits would normally be
expected to lead to larger institutions “bidding away” deposits from
smaller ones. Such pressures may indeed have led a number of smaiier
institutions to merge (see the dedline in the number of institutions shown
in Table 12). Yet the smaller banks’ share of deposits remained remarkably
constant from 1980 to 1990 despite a decade of substantial liberalisation.
The share of the agricultural cooperatives declined from 11.2% in 1980 to
9.7% by 1990 (see Table 12) — but much of this can probably be attributed
to the relative decline of the agricultural sector, It is striking, at least on this
measure, how [ittle liberalisation had, by 199¢, disturbed the structure of
the banking sector. Such stability doubtless reflects the authorities' deter-
mination that the deregulation of interest rates should not disrupt the
domestic banking system.

But how a more radical shake-out of smaller institutions in the 1980s
was avoided is not entirely clear. One likely explanation is that banks of all
sizes had been able to take advantage of the earlier protective regulatory
environment to accumtlate reserves, and so withstand — at least in the
short term — the pressures of greater competition. QOther factors that
may have inhibited wholesale restructuring include the need for any take-
over of one bank by another to have Ministry of Finance permission. It is
also possible that the full force of liberalisation has oniy recently been felt,
and that more far-reaching restructuring is pending. Indeed, the recent
deflation of the asset price “bubble” — discussed more fully on pp. 58—65
below — may add to such pressures. One indicator of this is the increased
pace of mergers between banks — until recently rather rare in Japan. 5

One final consequence of the liberalisation of interest rates on bank
deposits has been a more flexible determination of bank lending rates.
Traditionally the short-term prime rate — which has been linked to the

4 There were two mergers between city banks in fiscal years 1990 and 1991. Eteven Shinkin
banks were involved in mergers over this period. (Nikkei Weekly, 19th October 1991 and Reuters,
14th January 1992.)
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Table 12
Banks and other deposit-taking institutions

Deposits, etc. Liabifities Number of
{¥ trillion) {as % of total) institutions
reported

1980 1990 1980¢ 19%0 1980 1990

Allbanks . . . ... .. 153.0 379.2 59.9 62.9

Citybanks . .. ... .. 85.4 209.6 335 348 13 12
Regional banks .. ... 58.8 147.5 23.0 245 63 64
Trustbanks . ... ... 5.3 14.7 2.1 2.4 7 7
Long-term credit banks 3.4 7.4 1.3 1.2 3 3

Other deposit-
taking institutions . . 102.3 223.8 40.1 374

Sogobanks . ... ... 27.4 57.¢ 0.7 9.5 71 L
Shinkin banks . . . . .. 345 82.1 13.5 3.6 461 451
Credit cooperatives . . 8.7 19.2 3.4 3.2 476 407
Labour credit

associations . ... .. 3.0 7.2 1.1 1.2 47 47
Agricultural and

fishery cooperatives . 287 58.3 1.2 9.7 6,176 5267
Total ........... 255.3 603.0

" Excluding former Sogo banlks which, from April 1989, were reclassified as regional banks.
Source: Bank of Japan Economic Statistics Annual, various issues.

discount rate — tended to be rather “sticky”,%® not moving as readily as
more market-determined rates. From early 1989, however, this mecha-
nism was reformed, in particular by giving greater weight to market
interest rates and by changing the prime rate more readily. 3 Nevertheless,
major banks have continued to set identical prime rates and have usually
made changes almost simultaneously.5”

5% This stickiness provided one of the traditional channels of monetary policy influence in Japan.
By reducing central bank credit to the banks, the Bank of Japan could bring about a tightening of
conditions in the interbank call-money market: higher interest rates in this market, not followed by
changes in the short-term prime rate, could encourage banks to divert funds for their customers to
the call-money market.

5 For evidence of the greater flexibility of fending rates in recent years, see Bank of Japan
{1991b). especially Chart 5.

57 Short-term prime rates offered by different banks diverged for a few days after the Decem-
ber 1991 reduction in the discount rate, But by 9th January 1992, all banks had aligned their prime
rate with the lowest rate (5.25%). in April 1992, banks returned to the previous pattern and cut
their short-term prime rates almost simultaneously. (Reurters, 8th April 1992 and Nikicei Weekly,
1st February 1992.)
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The long-term prime rate continues to be set at 0.9 percentage points
above the coupon on five-year bank debentures, although this coupon rate
follows market movements in the secondary market for bank debentures.
However, traditional long-term bank loans have been increasingly replaced
by new long-term (but variable rate) loans, with an interest rate set at the
new short-term prime rate plus some risk premium — the so-called new
long-term prime rate. In a more competitive environment, then, banks
have apparently become more reluctant (and perhaps less able due to
thinner profit margins) to bear the interest rate risks inherent in maturity
transformation.

In summary, the extent of the deregulation of interest rates stands out
clearly in Graph 4 on page 38 above. Although traces of the market duality
noted above persist to the present day — and have given rise to some
ancmalous developments in the last couple of years - the influence of
open financial markets is now overwhelming, with market-determined
rates strongly affecting those regulated rates that remain (see the direc-
tion of the arrows in the graph).

Importance of public sector financial institutions

A fifth characteristic of the financial system was (and remains) the impor-
tance of public sector financial institutions. Funds are channelled through
the public sector Fiscal Investment Loan Program (FILP) to various priority
areas — housing, small businesses, environmental projects, roads, public
enterprises and so on. The lending rates of the various government finan-
cial institutions were regulated and related to the long-term prime lending
rate. The main sources of new funds of the FILP are post office savings and
life insurance® as well as the surpluses of the state pension schemes:
broadly speaking, funds raised from these sources were “re-lent” via the
Trust Fund Bureau at a deposit rate that was linked to the rate paid on
postal savings deposits (and thus indirectly to the official discount rate).5?

%8 Strictly speaking, postal fife insurance does not go through the Trust Fund Bureau. The
percentage distribution of sources of FILF funds is as follows (excluding interest receipts and loan
repayments, shown as "Cthers” in the statistics):

Fiscal 1980 Fiscat 1990
Postal savings 54.5 34.5
State pension schemes 218 26.6
Postal life insurance 11.7 29.0
Government-guaranteed bonds 10.9 2.0

Source: Ministry of Finance Fiscal Statistics of fapan, various issues.
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Graph 7
Public sector institutions’ loans and deposits
Refative to the private sector; in percentages, at year-end
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! Trusz Furd Bureau loans as a percentage of loans of all banks (banking account only).
T Qurstanding postal savings as a percentage of deposits with alf banks {banking account only).

Sources: Bank of Japan Economic Statistics Annual and Economic Statistics Monthly, various issues.

During the second half of the 1960s and the 1970s two factors came
together to produce a quite remarkable expansion in the activity of public
sector financial institutions compared with that of private sector institu-
tions — in terms of both loans and deposits. The first was that the state
pension schemes built up huge financial surpluses, largely because they
were at an “immature” stage where contributions paid rose steeply above
current payments. The second was a big expansion of postal savings for the
reasons outlined above.

Some idea of just how large the increase in the share of public financial
intermediation in total intermediation was is given by Graph 7. Trust Fund
Bureau loans rose from the equivalent of about one-quarter of total bank
loans at the beginning of the 1970s to well over one-half by the early
1980s. Likewise, postal savings deposits, which had been less than one-fifth

*¥ This was changed in March 1987: see below. Note also that the link between the official
discount rate and the postal saving rate was not rigid: changes in the two were often not
synchronous and the spread between them varied.
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of the amount of deposits with banks in 1970, rose to the equivalent of
almost one-half of total bank deposits. As the Bank of Japan’s review of the
financial system noted, such a development raised important questions
about the role of public financial institutions, originally intended merely to
supplement, not displace, the role of private financial institutions.é?

A key non-competitive feature of this system was that the postal savings
system was relieved of any maturity risk. Because it could deposit its funds
with the Trust Fund Bureau at a rate related to the {official discount rate
linked) rate paid to its depositors, it faced little pressure to adjust to
long-term market interest rates. Government financial institutions,
however, re-lent the money to the ultimate borrowers at rates that
moved in line with the long-term prime lending rate, linked in turn (via bank
debentures floated by the long-term credit banks) to the issuing rate on
long-term government bonds. In the mid-1980s the interest rates on
government bonds fell below the Trust Fund deposit rate, leading to the
absurd situation whereby coltecting funds via postal savings had become
more expensive than fioating government bonds on the market. In such
circumstances, the Ministry of Posts and Telecommunications could delay
the lowering of official interest rates with impunity.

All this was changed by a major reform in March 1987. The link between
the postal saving rate and the Trust Fund deposit rate was broken: the
Ministry of Finance, allowed greater discretion in determining the Trust
Fund deposit rate, in general adjusted it in line with interest rates on
government bonds.5! The effect of this change was to make the postal
savings system bear the costs of offering deposit rates above long-term
interest rates in the market. This reform — and the changes that reduced
eligibility for tax-exempt savings — contributed to the partial reversal, in
the second half of the 1980s, of the trend towards greater public sector
intermediation.

Also important was the fact that the maintenance of a very low official
discount rate from 1986 held down returns available on postal savings.¢?
But once the discount rate rose and the yield curve for market interest
rates became inverted (that is, from 1990 — see page 43 above), the

0 See Suzuki (1987), p. 179.

8% Once the Trust Fund deposit race is set, a Committee advises the Minister of Finance on his
decision on the lending rate. In practice, the decision is usually simultaneous with changes in the
Trust Fund depaosit rate.

2 For movements in the official discount rate, see Graph 12 on p. 60 below.
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relative attractiveness of postal savings was partially restored, leading to an
increased share for postal savings. All in all, the relative size of public
financial intermediation at the beginning of the 1990s was still much
greater than it had been during the early 1970s — a somewhat paradoxical
position given extensive liberalisation in the private sector.

Banik financing of industry

Under the traditional financial system, the main function of banks was to
transfer household savings to a corporate sector that was, until the early
1970s, a heavy borrower. Indeed, relationships between the corporate
client and its “main bank” were particularly tight, with banks closely
monitoring “their” corporations.*? The banks clearly played a key role in
financing Japan's post-war industrialisation: as recently as 1970, manufac-
turing industry accounted for almost 45% of total lending (see Table 13).
A further 30% went to the distribution sector. By stark contrast, less than
5% went to households and fess than 4% to real estate.

Table 13
Bank lending outstanding by sector*
Percentage shares, at year-end

1970 1980 1985 1988 1989 1990 1991

Household . . . .. ... ... 4.2 11.3 9.2 126 152 162 168
Other .. ... ........ 958 897 908 B74 848 838 832
of which:
Manufacturing . .. .. ... 44,6  32.0 202 187 167 157 156
Wholesale and retaif trade  28.8 256 171 185 17.8 174 16.7
Real estate . . ... ... .. 3.8 56 6.0 109 115 11.3 116
Services . .. ... ... ... 4.5 6.9 8.2 139 144 154 156

* Outstanding loans and discounts of the banking accounts of all banks.
Source: Bank of Japan Economic Statistics Annual, various issues.

3 The fact that commercial banks hold about 20% of outstanding corporate equity in Japan is
one indicator of this: see the comparison with the United States (where commercial banks hoid
virtually no corporate equity) in Prowse (1990) and (1992). Cargill and Royama (1988) also have an
Hluminating discussion of the traditional bank-enterprise links (see pp. 45-48). Bank of |Japan (1992¢)
and Sheard (1992) discuss how this traditional relationship has weakened in recent years. For a
discussion of how Japanese banks have adapted to a new environment, see Feldman {199G) and the
comment by Corbett (1990).
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Table 14
Supply of and demand for funds in manufacturing
Percentage shares; fiscal years

1981-85 1986 1987 1988 1989 1990

average
Use of funds:
Fixed investment . . . . .. 7t.6 748  61.1 58.1 48.2 80.7
inventory investment . . . 0.4 —308 — 4.0 8.9 8.2 10.5
Financial assets . . ... .. 248 44,7 54.2 38.6 403 0.5
Sources of funds:
Savings . ... ...... .. 73. 786 733 699 479 529

3.8
Debs finance . . . . . .. .. 1.1 -11.9 —-258 -294 ~-19.0 11.9
Capitat increase . . ... .. 13.3 153 3.9 295 305 7.1
Gther equity™ . . . ... .. 11.7 18.0 20.6 301 40.6 281

Aggregate supply of/demand
for funds (¥ triliion) . . . . 6.5 6.7 8.2 101 16.3 16.5

* Including convertible and warrant bonds.

Notes: Trade payables and receivables are excluded. 1990 data calculated on a somewhat
different basis.

Source: Bank of Japan (19%1a} and (1991c).

With the disappearance of the heavy borrowing requirements of manu-
facturing industry, this pattern has changed considerably: lending to house-
holds as well as to the services and real estate sectors increased. By 1990,
household loans outstanding exceeded loans te manufacturing for the first
time.

Manufacturing corporations came instead to rely heavily on equity
finance - at the pealk in 1989, some 70%0 of their funds were provided by
equity issues {including equity-related instruments such as convertible and
warrant bonds}, compared with only 25% in the first half of the decade
{see Table 14). Enterprises in manufacturing not only reduced their bank
borrowing and other forms of debt finance — the negative figures for debt
finance over the years 1986-89 indicate net repayment of debt — but also
substantially increased their investment in financial assets. In the first half of
the 1980s, over 70% of their funds were used to finance fixed investment;
by 1989, this ratio had come down to below 50% and investment in
financial assets accounted for over 40% of funds invested.

In earty 1990, however, this trend was abruptly reversed as the slump in
stock market prices forced corporations te cut back equity finance. As
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capital spending on new plant and equipment continued to grow strongly,
corporations were forced to revert to debt finance: over 80% of total
funds raised were used for fixed investrent.#4 Little was now left over to
invest in financial assets.

Raising equity or issuing other equity-related instruments on the earlier
scale depended on a buoyant stock market. Moreover, banks sought to
keep their corporate clients by offering unusually favourable rates on
certain financial transactions. On occasion, this opened up for corpora-
tions seductive possibilities of profitable financial arbitrage. As mentioned
above, one such opportunity arose when corporations were able to issue
commercial paper at rates below those available on large-denomination
bank deposits: by putting the funds raised through CP “in the bank”, they
could earn a riskless profit. Other possibilities arose when rates on bank
loans fell below the returns available on financial markets, encouraging
enterprises to borrow and reinvest in financial, as well as real, assets. The
greatly intensified financial market activity of non-financial companies —
so-called “zai-tech” or financial engineering — made an increasingly impor-
tant contribution to corporate profits as well as generating earnings for
the banks.®* One indication of this was the sharp decline in non-financial
companies’ non-operating losses as the gains on financial investments came
to significantly offset interest payments. From around ¥ 3.3 trillion a year
in the early 1980s, this loss fell steadily, reaching a low point of ¥ 1.1 trillion
in fiscal 1989.6¢

The ratio of financial assets to liabilities in the manufacturing sector —
which hovered around 0.6 at the beginning of the 1980s — rose steadily
during the decade, to above 1by 1988. The “traditional” financial position
of industrial companies {viz. net financial liabilities incurred to finance real
assets) was thus reversed. In two of the most successful manufacturing
sectors (the electrical machinery and automobile sectors), the ratio
increased to 1.9.47 Jokes about the so-called Toyota Bank were not entirely
misplaced,

%4 The deficit of the non-financial sector rose to over 10% of GNP in calendar year 1990, higher
than in any year since 1974. See the saving/investment balances shown in Graph 2 on p. 14.

® Easier finance also stimulated investment in real assets, of course: the saving/investment
balance of the corporate sector swung sharply into deficit after 1986; see Graph 2.

% This non-operating loss rebounded to ¥ 2,2 trillion by fiscal year 1991 as corporations were
squeezed by losses on securities investments and highar interest payments, {(Wako Research
Institute.)

87 Source: Banl of fapan (1991a).
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Table 15
Composition of the non-financial corporate sector’s
non-monetary financial assets’
Percentage shares

1970 1975 1980 1985 1988 1989 1990 1991

Fixed-term deposits . 66.1 559 543 432 364 348 414 384

Trusts . . ... ... .. 5.6 5.1 5.3 6.3 9.4 9.9 124 136
Equities . . . ... ... 22.8 345 29.8 379 468 484 380 396
Other securities? . .. 5.5 4.5 g6 12.8 7.4 6.7 8.2 8.4

¥ That is, excluding cash and demand deposits; trade credits are also exciuded. ?Including
investment trusts and negotiable CDs.

Sources: Bank of Japan Flow of Funds Accounts in fapan, various issues, and Economic Statistics
Monchly, July issues.

The structure of the non-financial corporate sector’s financial assets
changed appreciably. The traditional placement of funds in fixed-term bank
deposits {often required as part of the bank/customer relationship) has
been gradually eroded during the last twenty years (see Table 15). Instead,
investment in equities had become steadily more important, and was given
a powerful boost by the boom in equity prices in the second half of the
1980s. Graph 8 gives some idea of the scale of this boom even when
measured against nominal GINP. By the end of the decade, equity invest-
ments accounted for about one-half of corporate financial asset holdings,
before declining sharply in 1990 as eguity prices dropped.

With the proceeds of equity issues used in part to acquire financial -
rather than real — assets, the corporate stock of financial assets rose
faster than debt (i.e. not counting own shares outstanding as debt) (see
Graph 9). The net financial debt position of the non-financial corporate
sector actually improved. But equity outstanding {shown as a liability in the
diagram) rose from about 60% of GNP at the end of 1985 to over 185%
of GNP by the end of 1989 (see the dark grey shaded area below the linein
Graph 9). The value of land holdings also increased, from about 80% of
GNP at end-1985 to 145% by the end of the decade.

This change in the pattern of corporate finance has had two important
consequences. The first was that it increased the sensitivity of the financial
position of the non-financial corporate sector to equity price movements.
During the boom years there seems little doubt that the accumulation of a
large amount of financial assets gave the non-financial corporate sector
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Graph 8
The Tokyo stock market

A. Market capitalisation and average dividend yield
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* The 1992 figure is for the first half-year, at an annual rate.
Sources: Tokyo Stock Exchange Fact Book 1991 and national data.
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Graph 9
Balance sheet of the non-financial corporate sector
Assets and liabilities, as muitiples of annual GNP
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Source: Economic Planning Agency Annual Report on National Accounts.

the impression that it had an important “cushion” to soften the impact of
adverse developments in its “core” businesses. Such reassurance may well
have made it more willing to invest in plant and equipment. All this,
however, was to prove rather illusory when stock market prices plunged in
the early 1990s.

Not only has this decline reduced the value of corporations’ assets, but
it has also made it more difficult for them to refund the heavy redemptions
of convertible and warrant bonds due in the early 1990s — particularly in
1993 and 1994.%8 Unless stock market prospects brighten by the time that
such redemptions fall due, it will not be possible simply to roll-over the
debt with similar low-interest paper: corporations may then be saddled

& According to a November 1991 estimate, ¥24 trillion in convertible and warrant bond
redemptions are due in 199295, (Sanwa Bank {1992).) See also Bank for International Settlements
(1990b).
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Graph 10
City banks’ loans to small and medium-sized firms
As a percentage of total loans outstanding”

8C 80
75 j— - 75
70 - 70
65 — B5
60 - B0
55 | — 55
50 — 50
45 - -1 48
% HE N T OO I NS TN NN NN SO D

1980 1982 1984 1986 1988 1990 1982

* Banking account only.
Source: Bank of Japan Economic Statistics Monthiy, various issues.

with more expensive debt financing.? According to one recent estimate,
issue yields on equity-linked paper reached 4.75% in the first half of 1991—
compared with less than 1% in 1989.70

The second consequence was that larger enterprises had less need of
bank loans, forcing banks to seek more business with smaller enterprises.
The large city banks were the ones most affected by this change, with the
share of their loans going to small and medium-sized enterprises rising from
less than half in the early 1980s to almost three-quarters by the end of the
decade (see Graph 10). Such enterprises — which typically lacked a main
bank patron and usually had relatively poor access to favourable credit

% The Japanese authorities announced a number of special measures in August 1992 to sustain
the equity market and to contain the ramifications of any weakness (see the Chronology). The
stock market indeed staged a remarkable recovery in the second half of August 1992; this was
sustained during September (when this paper went to press). See Graph 8 on p. 53, However, the
levels reached in this recovery remain below the levels at which it would be attractive to exercise
most warrant or convertible options.

7% Sotrce: Stefan Wagstyl and Robert Thomson, “A crunch on capital”, Financial Times,
14th August 1991
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Table 16
Private sector indebtedness, 1960--91*
In percentages

1960 1970 1975 1980 1985 1988 1989 1990 1991

Personal

sector ., . .. 21 38 45 58 68 85 92 96 96
Non-financial

corporaticns . 74 85 94 86 101 123 130 135 134

* Gross financial fiabilities excluding trade credits and (for non-financial sector) shares. Persona

sector debts are shown as a percentage of disposable income and corporate debt as a percentage
of GNP,

Sources: Bank of Japan Economic Statistics Monthly, various issues, and Economic Planning
Agency Annual Report on National Accounts.

Table 17
Personal sector indebtedness*: international comparisons
As a percentage of disposable income

Japan United Germany  France tUnited Canada
States Kingdom
1985 . ... .. 70 80 88 54 77 72
1990 . ... .. 96 97 84 69 107 90
Change . . . .. 26 17 —4 15 30 18

* Gross financial liabilities exciuding trade credits.
Source: Bank for International Settlements (1992), updated.

terms — therefore became able to borrow more readily and more
cheaply.”" As they were often liquidity-constrained, this provided a major
stimulus to investment. At the same time, the city banks were able to
charge them rather more than they had large enterprises — an important
factor that helped the banks cope with the deregulation of deposit interest
rates.’?

71 See Frankel (1989).

2 However, this margin may well have been inadequate to cover the much greater risks involved
in lending to small companies. A recent Bank of Japan publication noted that banks “have tried to
expand their margins by increasing lending to smaller companies and individuals [and] by raising the
ratio of long-term lending ..., But ... quantitative expansion without full recognition of risks [and]

fax {loan] pricing standards were observed ... during the monetary ease of the late 1980s”. (Bank of
Japan (1991b), p. 2.)
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Graph 11
Balance sheet of the personal sector
As a multiple of annuat GNP
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Scurce; Economic Planning Agency Annual Report on National Accountes.

The household sector also found it easier to borrow, and incurred much
heavier gross debt than in the past; investment in housing increased. Debt
rose from 68% of disposable income at the end of 1985 to 96% by
the end of 1990 (see Table 16). This increase was much sharper than in
most other major countries, with the notable exception of the United
Kingdom, and brought indebtedness to US levels (see Table 17).

However, positive real interest rates, strong equity prices and con-
tinued high saving ratios”® meant that households’ gross financial assets
rose significantly more than did liabifities so that the personal sector’s net
financial asset position rose to 167 % of GNP by the end of the decade,
double what it had been at the beginning (see Graph 11). (The equity
market decline reduced this to 146%0 by the end of 1990.) Insurance
policies provided a major vehicle for increased financial asset accumulation
— a trend that gave considerable impetus to Japan’s insurance companies

P Note that the saving/investment balance of the household sector remained remarkably
constant (see Graph 2 on p. 14).
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Table 18
Composition of the personal sector’s
non-monetary financial assets!
Percentage shares

1970 1975 1980 1985 1988 1989 1990 1991

Fixed-term deposits with

Post office . ... ... 126 157 200 195 174 165 16.0 17.2
Other (banks) . . . . . 417 415 392 344 30.3 299 330 334
Trusts and insurance . . 222 21.3 219 248 277 284 309 318
Eguities . . . ..., ... 4.4 11.9 8.4 94 139 154 9.9 8.9
Other securities? . . . . 9.1 26 104 11.8 107 2.8 101 9.0

T That is, exciuding cash and demand deposits; trade credits are also excluded. 2 Including
investment trustes.

Sources: Bank of japan Flow of Funds Accounts in Japan, various issues, and Fconomic Statistics
Monthly, july issues.

{see Table 18). Still more remarkabie was the impact of the land price
boom, which increased the value of the personal sector’s land holdings
from about twice annual GNP in 1980 to more than 3.5 times by 1989.74
With the value of land rising so steeply, the overall balance-sheet position
of the personal sector strengthened enormously, a development that
provided much of the stimulus for consumer demand and for housing
investment.

Postscript: the “bubble” economy

The nature of the fate 1980s boom was, therefore, significantly influenced
by the financial liberalisation process. Some overall indication of the impor-
tance of liberalisation for the pattern of aggregate demand is given in
Graph 12. In panel A of this graph the main national accounts components
of final domestic demand are divided into those that are particularly
“finance-sensitive” (viz. business investment, house building and con-
sumers’ expenditure on durable goods) and those that are not, labelled
“finance-insensitive” for convenience. Finance-sensitive expenditure is by
nature more volatile, and always tends to rise more strongly during boom

7 On the land price explosion, see Ueda (1989): the startling statistic is that, by the end of the
1980s, fand was worth five times Japanese GNP; the corresponding figure for the United States was
0.7, so that the land value of Japan became greater than that of the United States.
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periods. Yet the size and persistence of the differential between the two
during the late 1980s does appear to be somewhat out of the ordinary.”s
By and large this boom was sustained by low and/or declining interest rates
and a large, sustained increase in broad money (see panel B of Graph 12).
To a major extent, of course, this stance reflected the fact that monetary
policy in 1987-88 was geared to holding the yen/dollar exchange rate
broadly stable in pursuit of international understandings from the Louvre
Accord onwards.” A particular worry that weighed heavily with domestic
policy-makers was that continued rapid appreciation of the yen would be
severely deflationary for the japanese economy. As it turned out, the
deflationary effect of the strong yen was overestimated.??

The impact of the wider access to finance was itself magnified by
substantial increases in asset prices — which in turn derived in large part
from easier credit conditions. This process of “cumulative causation” was
perhaps most evident with equity prices: as non-financial corporations
borrowed funds to purchase equities they drove up equity prices, which in
turn made it easier to borrow more. Rising land prices played a similar role.
Banks’ latent reserves also benefited from this boom, as did their ability to
issue new equity — factors which made it easier for them to expand lending
rapidly.”® This process inevitably clouded contemporary judgements of
whether high asset prices were a cause for concern. It could, for instance,
be argued that an increase in the prices of assets relative to the general
price level was a natural consequence of liberalisation as artificial con-
straints on borrowing had been removed. But it was impossible to know

75 And shared by alt three components. The average anaual growth rates over the period from
1985 to 1990 (in real terms) were 10.9% for machinery and equipment investment, 10.0% for
investment in housing and 12.2% for consumer expenditure on durzbie goods.

¢ According to one observer, the first-best policy for achieving this would have been interna-
tional fiscal policy coordination {notably lower US budget deficits). in the event, pelicy-malcers
settled on international monetary cooperation as an imperfect substitute. See fwata (1990). For an
analysis of the factors driving monetary policy see Tschoeg! (1990).

7 On this see Ueda (1991). He argues that monetary policy was too expansionary in the late
1980s. According to him, the initial easing of poficy was prompted by widely shared worries about
the deflationary effect of the strong yen; once implemented, it proved hard to correct as “potiticat
pressures made it difficult for the Bank of Japan to reverse the stance of monetary policy”.
In assessing this argument, however, the fack of generalised inflation during this period (and even
fater) must be kept in mind as it suggests that monetary policy was not too loose. Also to be borne
in mind is the experience of other countries that asser prices during deregulation tend to acquire a
life of their own that monetary policy by itself could not counter without being excessively
deflationary: Macfarlane (1992) discusses, in an international context, this dilemma as it faced
Auszralian monetary policy.

78 Basle capital adequacy rules, however, did something to limit the ultimate damage done by this
by allowing only 45% of unreafised capital gains from equity holdings to be counted as Tier  capital.
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Graph 12
Pattern of domestic demand and monetary conditions

A. Finance-sensitive and finance-insensitive expenditure
(percentage changes from previous year; at constant prices)

36 30
Finance-sensitive expenditure 1
25 - Finance-insensitive expenditure 2 -1 25
20 |- — 20
15 — 15
16 - 10
&5 |- — 5
0 ¥ 0
5 |- — =5
—10 1.1 S TN N TN S TS N TN Y T Y S Y A S T B T
70 72 74 76 78 80 B2 84 86 88 90 g2
B. Monetary conditions
10
Official discount rate 8
{at end-month, in percentage points;
right-hand scale} §
4
24 - 2
18 |- Real My + CDs?
{percentage changes over twelve months; left-hand scale)
12 -
6 |~ M
0 W i
-6 |-
12 | 1 1 | OO N I O N N SOV NN N SN NN (N NN SN S N
70 72 74 76 78 80 82 84 86 88 90 a2

¥ Private investment in plant and equipment, housing and consumer durables.
expenditure and government expenditure.

3 Deflated by the consumer price index.

2 Other consumer

Sources: Bank of Japan Economic Statistics Monthly, Economic Planning Agency Annual Report on
National Accounts and Japanese Economic Indicators Quarterfy.
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how much the relative price of assets had to change, and how far specula-
tive excesses were involved (bringing with them the costs of eventual
adjustment). Some commentators emphasised this second aspect, with the
clear implication that it would unwind brutally in the 1990s.7?

The steep - and ultimately unsustainable — rise in equity prices towards
the end of the 1980s in particular sharply reduced the cost of equity
finance for Japanese enterprises.?¢ This allowed them both to undertake
real investments with returns lower than in other countries and to invest
heavily in financial assets.

The intensity of the real estate boom-and-bust cycle in Japan was fuelled
by a very sharp increase in real estate related lending — indeed, much
sharper than in other major countries.8" Much of this credit — particularly
the more speculative parts which could not satisfy banks' lending criteria —
was extended by specialised finance institutions (consumer credit institu-
tions, leasing companies and so on) that in general fell outside the remit of
the usual supervisory authorities.®? But because regulations virtually
denied these institutions access to the open financial markets, they were
forced to borrow from banks, thus ultimately increasing banks’ real estate
exposure.8l

The progressive tightening of monetary policy at the end of the decade
and the inevitable unwinding of the preceding borrowing boom produceda
steep drop in the growth of the real money supply, culminating in a decline:
bank lending growth weakened appreciably. Although this reflected in part
a switch of deposits into postal savings accounts and bank debentures (not

7% When the crash finally came, the term “bubble” economy passed into popuiar usage, See, for
example, Obmae (1991), who recently concluded that "toward the end of 1990, the financial and
real estate communities of Tokyo whispered the imminent fall of companies symbolic of the
‘bubble’ economy of the late 1980s™.

82 Recent attempts to measure the cost of capital in Japan — using different approaches —
generally suggest that it was much lower than the cost of capital in other industrial countries.
Poterba (1991) and Mattione {1992) provide useful reviews of recent studies comparing US and
Japanese capital costs,

¥ Bank lending for real estate purposes increased at an annual rate of 19% between 1983 and
1990, before decelerating sharply in 1991, The comparable rate of expansion in the United States
and the United Kingdom, the other boom areas, was less than 15% a year. (Bank for International
Sertlements (1992), p. 117.)

B2 They are generally supervised by the Ministry of International Trade and Industry, and not by
the Miniscry of Finance or the Banl of Japan. One estimate is that non-banks have made about 45%
of the ¥ 120 trillion of loans outstanding to the property market {see Far Fastern Economic Review,
19th March 1992, which aise shows the structure of Japanese financial instituzions’ exposure to real
estate).

8 Also, a number of such institutions were established by banks which fargely funded them,
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included in M, + CDs),%* as well as expectations of imminent interest rate
cuts,®® the underlying deceleration in liquidity growth was very sharp, as a
dramatic unwinding of the excesses of the 1980s boom occurred. Equity
prices crashed and land prices fell sharply.

ln many areas land prices had, by mid-1992, fallen well below their
previous peaks; real estate companies found it difficult to service loans;
and collateral values in many cases fell below those of the loans they
secured. The number of bankruptcies, which rose sharply, was not, how-
ever, very different from that seen in previous recessions (see the curve in
Graph 13). What was different was the size of the debt left by companies
that failed: see the histogram in the graph. This new feature was of course
a consequence of the huge expansion in credit that had preceded the
collapse.

The banks and other financial institutions that had extended loans
against reat estate at inflated “bubble” prices faced, in 1391 and 1992, a
steep rise in doubtful loans. The exact size of the problem is not known,
and a certain amount of controversy surrounds the various estimates. 8
Whatever the true figure, it is clear that bad and doubtful loans are a
significant proportion of the average bank's total loans outstanding.®
Although the value of collateral held by banks would limit their losses in the
case of liquidation, banks and other financial institutions nevertheless face
a heavy adjustment burden in the years ahead. The scale of the problem is
likely to stretch Japan’s traditional mechanisms for rescuing problem banks
-~ mainly relying on takeover by larger, healthier banks and with only a
small public fund available to compensate depositors — and lead to a search
for alternative solutions.88

Banlks’ difficulties have been exacerbated by a sharp decline in unrealised
profits on their very large securities holdings. During fiscal year 1991, city
and long-term credit banks’ latent profits declined by over ¥ 14 trillion as

¥4 A switch that reflects the continued coexistence of regulated with mariet-related deposit
instruments; sec above, pp. 42—43.

85 Because the lending rates fixed by agreement do not immediately reflect interest rate
changes, companies have an incentive to defer borrowing if they expect interest rate cuts.

8 Even the banks themselves may not have a fully accurate measure of the scale of their
probiem: for instance, off-balance-sheet loan guarantees made by companies to their own sub-
sidiaries may be difficult to assess. (Financial Times, 15th July 1392.)

87 Some recent guesses appear in Financial Times, 15th July, Far Castern Economic Review,
1ith June and Euromoney, luly {all 1992).

88 The decision in October 1991 to extend Deposit Insurance Corporation assistance for the
merger involving the Toho Sogo Bank represented the first relief action by the insurance system
since its establishment in 197 1. (Nikkei Weekdy, Znd November 1991.)
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Graph 13
Bankruptcies: number and size of debt*
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the market value of equities dropped steeply.®? The deterioration in the
banks’ financial position has led, in the first half of 1992, to a decline in bank
share prices even sharper than that in share prices in general (see Table 11
on page 41 above). In some cases declining profits caused a number of
non-financial companies to unload onto the market the shares they held of
the banks with which they did business (and vice versa). All this has tended
to wealcen traditionally close bank/corporate customer links. %

These pressures have made banks place greater weight on prudence and
on profitability, and less on growth.®! At the time of writing (mid-1992),

 Decline in unrealised profits on securities portfolio. (Nikkei Weekly, 6th June 1992.)

% See, for example, “japanese banks on the edge” in Tokyo Business Today {May 1992},
pp. 12-16.

%1 One indication of this shift fs the 30% increase in the operating profits of city banis fast year.
However, such an increase is inevitable in periods of declining interest rates (because rates on
deposits fall before the rates on outstanding loans). There is, however, some evidence that less
profitable business (notably in the Euro-markets, discussed in the foflowing section) has been
radically pruned.
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the full ramifications of the adjustment under way in the banking sector are
still to be felt. Mowever, it does appear clear that the process of liberalisa-
tion, coming as it did at a time of economic expansion and when external
considerations were felt to dictate a policy of monetary ease, did make the
cycle more pronounced than it would otherwise have been.

The securities companies, which had had an extremely profitable time
during the late-1980s boom,?? were also hard hit by the stock market
slump. Their predicament was made worse by the fact that the bursting of
the equity market “bubble” in early 1990 brought to light a considerable
amount of highly questionable financial practices. These included the com-
pensation of large investors for stock market losses, alleged attempts to
manipulate equity prices and the use of window-dressing to disguise
losses.? These scandals attracted a considerable amount of public atten-
tion, and had two important consequences.

One was that they revealed certain weaknesses in the Ministry of
Finance's traditional use of “administrative guidance” on financial institu-
tions’ behaviour. Such informal guidance had the advantage of flexibility,
allowing officials to tolerate practices they judged relatively innocuous,
and permitting the private sector to get on with its business without
excessive interference.

The practice that attracted most criticism — the retrospective compen-
sation of favoured clients for stock market fosses — became the subject of
a written Ministry of Finance ban only in December 1989. Even then the
practice continued during 1990 with lictle evident official interference. It
was only in the summer of 1991 that action was taken to stamp out
continued abuse and impose penalties. This experience prompted explicit
legislation prohibiting loss compensation, thus reducing the scope for
official discretion in enforcing directives.®¥ This was supported by the
establishment of a special securities watchdog committee.,

The second consequence of the scandals was the damage done to public
confidence. This contributed to a sizable decline in the volume of equity
market transactions as well as to the stump in prices. Trading volume in
1991 was only about one-third of what it had been in 1988 {(see Graph 8,

92 See below, and particularly Graph 14 on p. 68,

3 Viz, by selling securities at above-market prices with a guarantee of buy-back at the safes
prices plus interest.

% The whole episode attracted widespread comment. See the discussions in Nikkei Weekly,
6th july 1991, Financial Times, 11th August 1991, Far Eastern Economic Review, 12th September
1991 and The Wall Street fournal, 7th August 1991,
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panel B). This dramatic shrinkage of business hit securities companies hard,
with the smaller (so-called “second-tier”) companies, traditionally more
reliant on brokerage commissions, being particularly badly affected.?s

In time, however, the greater transparency of the rules governing
securities companies’ behaviour and the existence of a special watchdog
committee should do much to restore public confidence at home as well as
overseas. For this reason, the experience of the last couple of years should
serve to strengthen Japan's securities industry over the longer run.

The pattern of internationalisation

Capital exporter

During the 1980s Japan buift up a huge foreign investment position: net
external assets rose from only $11.5 billion at the end of 1980 to more
than $380 billion by the end of 1991 (see Table 19). A little over $100 billion
was acquired in the first half of the 1980s and about $200 billion in the
second half. Of greater significance, perhaps, was the very different
pattern of accumulation in the two periods.

In the first haif of the decade, investment in foreign securities was the
main investment vehicle: the net securities position rose by more than
$50 biffion. Net direct investment assets rose by rather more than
$20 billion. In the second half of the decade, however, net direct invest-
ment assets rose by more than $150 billion, almost as much as the increase
i net securities investment. Moreover, the tendency for the acquisition of
fong-term assets to be financed by incurring short-term liabilities — already
emerging in the early 1980s — was greatly accentuated in the second half of
the decade. Short-term net liabilities rose by almost $250 billion between
the end of 1985 and the end of 1990, reflecting heavy foreign borrowing
by Japanese banks (shown under private monetary assets in Table 19).%
Hence Japan not only became a major capital exporter, but also performed

%% Securities companies' pre-tax profits (in billions of yen) were:

Fiscal 1990 Fiscal 1991
“Big Four" 493.3 20.6
Ten second-tier 69,1 ~184.3

Source: Nihon Keizai Shimbun, 16th May 1992.
% A significant portion of this borrowing was repaid in 1991 as Japanese banks reduced their
participation in the Euro-markets: see pp. 89-50 below.
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Table 19
External assets and liabilities of Japan
In billions of LIS dollars, at year-end

Changes
1980 1985 1990 1991 1980 to 1990 to
1990 1991
Long-term netassets .. 406  179.0  632.1 600.4 5915 317
of which:
Direct investment . . . 16.3 39.2 191.6 2185 175.3 27.9
Securitfes . .. ... ... 8.3 60.9 229.3 1883 237.6 —41.0
Short-term net assets . . —29.1 —49.1 -—304.0 -—-217.4 -2749 86.6
of which:

Private monetary assets —32.8 —61.3 —2544 —162.7 -221.6 91.7
Official monetary assets  21.8 23.1 50.9 30.4 291 20.5

Jotalnetassets . ... 11.5 129.8 328.1 383.0 316.6 54,9
Memorandum:
Total assets . . . .. ... 159.6 4377 1.,857.9 2,006.5 1,698.3 1486

Note: A negative sign indicares a net fiability position.

Sources: Ministry of Finance Monthiy Finance Review, various issues, and fapan Statistical Year-
book 19%0.

what some have called an international banking function by borrowing
short and lending long.

But some other aspects of Japan’s financial internationalisation differ
from what has been seen in the past in the case of other major interna-
tional capital exporters. The United Kingdom, for instance, exported
capital on a massive scale during the decades before 1914. Because, in
addition, British capital markets were open, efficient and deep — crucial
preconditions — foreign borrowers were able to raise substantial amounts
in the London market. Indeed much of the capital flow took the form of
floating sterling-denominated bonds in London, and such bonds were
largely subscribed by British residents. In this way, the United Kingdom
provided what has been called the “international public good” of an effi-
cient, low-cost financial and capital market.?” In return, the country's
earnings from financial services exported were substantial.”8

97 See Suzuki (1989), especially Chapter IV, for an interesting discussion of this idea. See also
Suzuki {1990).

%8 A consideration not without refevence for Japan: see, for instance, McRae's {1985) view
about the potential importance of developing an internationally competitive financial services
industry.
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Table 20
Foreign equity turnover on major exchanges
In billions of pounds sterling and as a percentage of total turnover

1989 1990 1991 1992 Q11
£bn % fbn % £fbn % £bn %
Tokyo .. ..... 12.1 0.8 7.3 1.0 22 05 0.3 0.4
German exchanges  11.1 4.9 6.7 23 46 2.1 1.3 1.9
Paris . ....... 2.9 4.1 2.5 37 2.2 36 0.5 2.7
Lendon . .. .. .. 846 300 1478 485 1378 433 395 445
United States
NYSE ... ... n.a. n.a. 503 58 172 6.7
NASDAQ? . ... 142 57 159 65 158 490 50 33
Memorandum: Turnover of foreign equities in L.ondon by nationality of equity
{as % of turnover of domestic equities on the “home” exchange}
United States . . n.a. 0.7 0.7 0.7
Japan .. ... .. n.a. 4.5 6.6 8.3
Germany . . ... n.a. 12.2 10.7 9.7
Other Europe? | n.a. 32.4 40.0 385

VAt actual rate. 2 Over-the-counter quotations of the Naticnal Association of Securities
Dealers, 3 Unweighted average of France, ltaly, the Netherlands, Spain, Sweden and
Switzerland.

Source: Worthington (1991), updated.

Foreign fund-raising in Japan

The fapanese case has been quite different. It is indeed remarkable how
little non-residents have directly used Japanese financial markets to tap
surplus domestic savings. Consider, first, foreign equity issues on the
Tokyo Stock Exchange. Until mid-1990 — when the sharp fall in equity
prices depressed trading — the Tokyo market had the largest turnover in
the world, This might be expected to suggest a deep market that wouid be
conducive to the extensive trading of foreign equities (and, eventually, the
floating of foreign equities). Yet the trading of such equities in Tokyo has
remained very limited — less than 1% of total turnover, a much smaller
proportion than on the German exchanges or in Paris (see Table 20). By
contrast, Japanese shares are heavily traded in London, accounting for
about one-guarter of London’s foreign equity turnover in 19909

* Worthington (1991), p, 247,
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Graph 14
Profitability in the securities industry:
Japan and the United States
Net profit as a percentage of total revenue
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* Discontinuity in 1989 due to change in definition of securities houses” fiscal year.

Sources: For the United States, Securities Industry Association; for Japan, Ministry of Finance with
the 1991 figure based on securities houses' income statements.

One factor that may have delayed the emergence of the Tokye Stock
Exchange as a major international market is the continued existence of
fixed commissions. It was of course the abolition of fixed commissions
that made London and New York highly competitive centres — with the
attendant shake-out of the less efficient (usually smaller) securities houses.
Commissions in Tokyo are set out in a non-negotiable schedule determined
by the Tokyo Stock Exchange and approved by the Ministry of Finance:
although provision is made for substantial discounts (up to a certain ceiling)
for large transactions, institutional investors are presumably made to pay
more than they would in the absence of regulation.’? Not only did this
open the way to various forms of covert, and sometimes illicit, compensa-
tion to major clients, but it also — at least for a time — protected securities
houses’ profit margins, allowing, in particular, the continued survival of

190 Commission rates on equities and similar instruments range from 1.15% for transactions of
less than ¥ 1 million 1o 0.075% plus ¥ 785,000 for transactions of over ¥ 1 billion. (Tokyo Stock
Exchange Fact Book 92, p. 70). See alse Viner {1987), pp. 60—61, for further discussion.
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Table 21
Non-resident fund-raising in the Japanese bond marlet
¥ trillion

1980 1985 1988 1989 1990¢ 1991

Amount issued

Yen-denominated (“Samurai™) ... 0.3 1.1 0.6 .1 1.2 0.7
Foreign currency denominated

("Shogun™} . ... ... L - 0.2 00 00 041 0.1
Amount outstanding

Yen-denominated (“Samurai™) ... 1.8 5.2 48 50 58 6.2
Memorandum:

Eurc-yen bonds outstanding . ... 0.2 1.9 104 125 156 18.1

Noce: Private placements are excluded.

Sources: Banl of Japan (1984), Bank for International Settlements International Banking and
Financial Maricet Developments and Tokyo Stock Exchange Fact Book.

many smaller firms. Japan’s securities industry therefore enjoyed a profit-
able decade in the 1980s while intense competition squeezed profits in the
major Anglo-5axon markets (see Graph 14).01 The intensity of the boom
in Japan's equity markets obviously also helped.

Secondly, other forms of fund-raising in the Tokyo market have also
remained rather limited. lssues of yen-denominated bonds by non-
residents have been mostly confined to favoured international organisa-
tions such as the Asian Development Bank and, especially, the World Bank
(see Table 21). Other borrowers have generally preferred the Euro-yen
market, which has remained the farger of the two, 102

The total deposits and CDs of foreign banks expanded by only 33%
over the decade from 1980 te 1990; the comparable expansion for
Japanese banks abroad was over 400% (see Table 22). Both foreign and
Japanese banks registered a significant decline in 1991.

The main conclusion, then, is that despite the surplus savings of the
Japanese economy foreign borrowers have raised relatively fittle in the
domestic financial markets in japan.

W1 Once the stock market "bubble™ burst, however, the securizies companies were faced with a
major crisis, with many incurring substantial losses: see pp. 64—65 above. The parlous state of the
securities industry, and of smaller firms in particular, has meant that the planned liberalisation of
fixed commissions will have to be phased in over a rather longer period than initially envisaged.
(Financial Times, 29th January 1992}

W2 See Osugi (1990) for an explanation of the factors behind this preference. See also pp. 77—-79
below.
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Table 22
International banking business
¥ willion, at year-end

Memo: % change
1980 1985 1988 1989 1990 1991 1980-90 199091

Japanese banks abroad

Number of offices . 139 189 250 272 304 327 119 8
Assets

Cash and deposits

withothers . . .. 143 49.8 523 648 682 53.1 376 —22
Loans . ....... 109 28.2 40.7 584 751 735 589 -2
Liabilities

Deposits and CDs 26.9 89.3104.5 129.9 140.6 122.5 423 -13
Foreign banks in Japan

Number of offices . 85 114 119 121 130 137 53 5
Assets

Cash and deposits

with others . . . . 1.9 20 29 25 18 13 -4 —-28
Loans and

discounts . . . .. 47 49 465 7.0 11.2 107 140 -5
Liabilities

Deposits and CDs 1.5 25 16 24 20 17 33 —15

Source: Banlc of japan Economic Statistics Annual.

Foreign acquisition of fapanese financial assets

Foreign transactions in Japanese securities rose from arcund $45 billion
annually at the beginning of the decade to over $900 billion by the late
1980s (see Graph 15, panel A). However, foreign activity in Japanese
securities does not appear to have increased much more rapidly than that
elsewhere. A comparison with foreign transactions in US securities (see
Graph 15, panel B) suggests that the bulk of the transformation of Japan's
relative position occurred in the late 1970s, when a number of restrictions
on foreign investment were remaved.

While foreign purchases and sales of Japanese securities have been
relatively heavy, net purchases were rather modest until quite recently.
Although foreign holdings of Japanese shares almost doubled between
1975 and 1985, foreign interest tended to wane in the late 1980s (Table 23,
panel A). One possible explanation is that there was greater foreign than
Japanese scepticism about the sustainability of Japanese equity prices
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Graph 15
Foreign investors’ transactions in Japanese securities

A. Gross transactions, in billions of US dollars
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Note: Excluding Gensald transactions.

Sources: Ministry of Finance Securities Bureau Annual and International Finance Bureau Annual,
Nilcko Research Center Ltd {1988) and US Treasury Department Treasury Bulletin,
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Table 23
Foreign holdings of securities

A. Foreign holdings as a percentage of Japanese shares outstanding

1975 1980 1985 1988 1989 1990 1991

2.6 4.0 5.7 4.0 19 4.2 5.4

B. Foreign holdings as a percentage of government bonds outstanding:
international comparisons

1983 1985 1988 1989 1990 1991

Japan® L 10 8 5 7 8 11
United States . .. ... ... 13 14 17 20 20

Canada .. ......... .. 16 21 3 37

France . ............ 4 pA & 13 21
Germany . ... ........ 9 17 39 42 40 42
lealy .. 3 4 7 6 8

United Kingdom . . . .. .. 8 9 14 13 11 14

* Excluding Trust Fund Bureau holdings.

Sources: Bank of Japan Economic Statistics Annual, |.P. Morgan World Financial Markets (1989,
No. 5), updated, and Niklko Research Center Ltd. (1988).

towards the end of the decade. In 1991, however, foreign holdings of
Japanese shares rose appreciably as overseas investors were apparently
not affected by the pessimism that haunted domestic investors.

There has also been a revival of foreign interest in Japanese bonds. For
instance, non-resident holdings of Japanese government bonds, which in
1988 amounted to only 5% of the total outstanding, rose to 11% of the
amount outstanding in 1991. However, this is still a rather lower percent-
age than for other major countries (see Table 23). The main reason for this
is the withholding tax (absent in the United States, Canada, Germany and
France); note also the low foreign holdings of italian bonds, again because
of a withholding tax. 13

Foreign official holdings of yen assets have also tended to increase
rather markedly: by the end of 1991 the yen accounted for about 10% of
total foreign exchange reserves, compared with 4.4% at the beginning of

3 Although the United Kingdom also imposes a withholding tax, there are relatively simple
exemption procedures for foreign investors.
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Table 24
Use of the yen in foreign exchange reserves

A. Percentage shares at end of period

1975 1980 1985 1988 1989 1990 1991

USdollar® . ... ... . 78,0 686 650 647 602 576 562
Deutsche Mark . . . .. 66 149 152 156 190 186 17.3
Yen .. ... .. ..... 0.6 4.4 8.0 7.7 7.7 8.9 9.9
Memorandum:
Yen share in reserves of selected
Asian countries . . . 13.9 269 267 175 1741

B. Changes at constant exchange rates
In bitions of SDRs

Cumulative
End-1975 End-1980 End-1985 1988 1989 1990 1991
to to to

end-1980 end-1985 end-1990

USdollar . ... .. 61.0 -0.5 140.9 4.9 5.4 377 141
Deutsche Marl . . 23.9 8.5 34.4 144 171 4.0 —1.4
Yen ... ...... 58 10.1 18.7 2.8 7.7 103 43
Total identified

changes . . .. .. 126.5 24.0 217.5 240 32.0 5B5 21.6

* Including ECUs issued against US dollars.
Sources: IMF Annual Report, various issues, and Tavias and Ozeki (1992),

the decade and less than 1% in 1975 (see Table 24, panel A). But this is still
a little below at least some official expectations in the mid-1980s. 104
Much of the diversification into yen took place in the period 1975—85
and again in the period 198991, It seems likely that the renewed diversifi-
cation in the last couple of years owed much to the development of a
market for Treasury bills bearing market-determined interest rates, an
ideal instrument for central banks.™® Nevertheless, the yen's share

4 in 1984 a Vice-Minister in the Ministry of Finance predicted that financial liberalisation in Japan

would produce a yen share in foreign exchange reserves of 12% — about the same as the Deutsche
Mark at that time (Oba (1984)).

5 Nicholl and Brady {1992} point out the imporzance for the New Zealand Reserve Bank of
developed sovereign-risk yen instruments and discuss other factors bearing on yen instruments as
reserve assers. See also the discussion reported in McKenzie and Stutchbury (1592), pp. 19-20.
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Table 25
Euro-currency deposits

A. Currency composition of Euro-currency deposits”
Percentage distribution at year-end

1980 1985 1988 1989 1990 19%1

USdollar ... ..., .. 70.7 68.9 61.4 59.6 54.3 52.7
Deutsche Mark . . . .. 13.4 10.6 12.2 13.8 15.0 14.7
Japanese yen . . . .. .. 1.5 37 5.3 5.0 5.2 4.8
Pound sterling . . . . . . 2.4 1.7 3.1 32 4.0 3.7
Swiss franc . . . ... .. 6.0 6.2 5.5 4.6 52 4.8
ECU . .......... n.a. 2.7 31 36 4.4 5.6

Memorandum:
Total outstanding ($ bn) 1,172 1,903 3,348 3,939 4,639 4,510

* Banks’ cross-barder liabilities in foreign currencies plus liabilities vis-a-vis residents in {oreign
currencies. Banks in industrial reporting countries only.

B. External bank deposits by non-bank residents in domestic currency”
tn billions of US dollars, at end of year

1980 1985 1988 1989 1990 1991

United States . ... .. 63.3 1610 2164 2324 2493 2291
Germany . ... ..... 3.3 6.2 34.3 61.5 95.6 111.9
Japan ... ..o 0.1 0.8 3.8 7.0 9.4 7.7
France .. ........ 0.5 1.1 1.6 6.2 16.3 15.8
United Kingdom 2.7 3.0 7.1 11.7 17.4 18.3

* External liabilities of reporting banks vis-d-vis non-banks in individual countries.

Source: Table 25A is taken from Tables 4A and 40 and Table 25B from Table 5B of Banl< for

International Settlements International Banking and Financial Market Developments (August
1992 and earlier issues).

remains well below that of the Deutsche Mark, partly a reflection of the
greater importance of the Deutsche Mark as an intervention currency in
the EMS. ¢ [t may be noted that the yen share in reserves in Asia tends to
be much higher than the average, reflecting extensive trading links and
perhaps certain “insurance policy” motives, 7

By contrast, the yen has not made much headway as a vehicle for
Euro-currency deposits, accounting for only about 5% of deposits in the
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early 1990s (see Table 25, panel A). This is a reflection of more general
features such as the limited use of the yen as a currency of denomination of
trade and of internationally traded securities. One more specific reason
for the difference between the Deutsche Mark and the yen is the exist-
ence of a farge offshore non-bank deposit base for the German currency,
and its relative absence for the Japanese currency. While German resi-
dents hold substantial DM-denominated bank deposits abroad, Japanese
residents’ holdings of yen-denominated (or indeed any) bank deposits
overseas are much smaller (see Table 25, panel B}. Official restrictions on
Japanese residents’ right to hold bank deposits abroad have been one
factor in this 108

All in all there has been a marked increase in foreign holdings of yen-
denominated financial assets.

Japanese corporations’ use of foreign financial markets

In marked contrast to the scant use of Japanese financial markets by
foreign corporations, Japanese corporations have exploited international
markets, particularly bond markets, to the full. Indeed, Japanese entities
have been the main issuers in recent years, with issues rising from
$21.6 billion in 1985 to a peak of $97.5 billion in 1989 (see Table 26).

The bulk of this expansion reflected the enormous increase in Japanese
corporations’ bond issuance — domestic as well as foreign. From less than
¥7 trillion as recently as 1985, the total corporate bond issuance rose to
almost ¥ 22 trillionin 1989 (see Table 27). Inrecent years, however, there
has been a marked tendency for external flotations to exceed domestic
flotations — a rather paradoxical tendency for a savings-rich economy.

In the international markets, Japanese corporations relied heavily on
equity warrant bonds that typically carried low interest rates. Such bonds

' Black (1990) estimates that the share of the doflar in interventions in the EMS declined from
71.5% during 197982 to 26.3% during 1986—87.

"7 Related 1o expectations of dollar weakness. The currencies of a number of Asian countries
tend to follow the dollar. Because their currencies tend to come under pressure when the dollar is
weak (and the yen strong), it makes sense to hold yen. In this way the value of their reserves tends
ta rise at the same time as they face downward pressures on their currency.

8 Unil July 1989 non-bank residents of [apan were not allowed to hold deposits without prior
authorisation and special justification. Since then this rule has been refaxed to some extent: see the
Chronology. By contrast, the Euro-Deutschmark market is made deeper by the fairly high reserve
requirements on time deposits in Germany {which ¢an be circumvented if funds are on-lent outside
the country) and by German banks' practice of offering higher rates to depositors in the Euro-
rnarkets than at home.
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Table 26
External bond issues
in billions of US dotlars

1985 1986 1987 1988 198% 1990 1991

Jotal . . .. ... ...... 147.2 227.1 180.8 227.1 255.7 222.9 297.1
of which:
Japanese issues . . . .. .. 216 344 444 513 975 554 707
of which:
Fixedrate . .. ... ... 114 157 134 142 207 202 376
Floatingrate . . ..., . 2.3 1.8 22 07 04 80 1.7
Convertible .. ... .. 4.8 2.5 6.8 7.1 117 6.5 2.7
Equity warrants . . . . . 1.1 124 212 285 640 202 286
Source: QECD Financial Market Trends.
Table 27
Foreign and domestic bond issues of Japanese corporations
¥ trillion, fiscal years
Domestic Foreign Foreign
Straight Con-  Warrant Total Straight  Con-  Warrant Total do::edst%c
bonds vertible bonds bonds vertible bonds
total
bonds bonds
1980 1.0 — - 1.0 0.2 0.5 - 0.7 1.7
1985 1.0 1.6 - 2.6 2.4 0.9 1.0 4.2 6.8
1988 1.1 7.0 — 8.1 1.6 1.1 4.9 7.6 15.3
1989 1.1 7.6 0.9 9.7 2.5 1.7 8.3 12.5 .
1990 2.9 0.9 0.4 4,2 4.8 0.5 2.7 8.0 11.4
1991 41 1.3 0.4 5.8 4.4 Q.5 3.6 8.5 14

Sources: Nomura Research Instituce Quarterly Economic Review, various issues, and Bond
Underwriters Association of japan Bond Review, various issues.

provided a source of finance that was cheap at least in terms of the interest
that had to be paid. For investors, the main attraction of such paper lay in
expectations of further rises in the Tokyo equity market. Hence periods
of weakness have tended to lead to sharp declines in issues of equity-
related bonds. The decline in 1990 was particularly steep, accentuated by
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Graph 16
Corporate financing: bonds, equity and equity-related
In crillions of yen; fiscal years
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Note: “Equity-related bonds™ are convertible bonds and bonds with warrants: “straight bonds”
include those which are privately placed. Both domestic and overseas issues are included.

Source: The Bond Underwriters Association of Japan.

official moves to limit equity warrant issues.’® The declining interest in
equity issues in the early 1990s forced corporations to revert to the issue
of traditional straight bonds on a scale not seen before (see Graph 16).10

Foreign, rather than domestic, issuance is preferred because the proce-
dures for the issue of domestic bonds are more constrained by regulations
and by notions of “accepted practice”, and are more report-intensive than
are those for external bonds. "' In general terms, four impediments or

©% An announcement (towards the end of 1989) by the Japanese Ministry of Finance that it might
require the registration of all new equity warrant issues and their listing on the Tokyo stock
exchange unsettled the marlket. By February 1990 a registration requirement had been introduced,
followed by a suspension of new issues of shares and equity-related bonds by Japanese entities,
Although this was lifted by early July, the Gulf crisis led to renewed wealness in eguity prices and
issuing activity was restrained until the end of the year. See Bank for international Settlements
{1990c), pp. 142143 and (19%1a), pp. 138139

1% This may well be an indicator of future trends, Further easing of the regulations on domestic
issuance of straight bonds could stimulate the development of a corporate bond market, and offset
to some extent the scarcity of bank loans. Note, however, that much of the rise in straight bond
issues reflected a surge in private placements (see Niimi {1992)).

1 See also Takeda (1991).
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Table 28
Bond issuance fees:
domestic markets and Euro-markets compared

¥ million
Domestic Euro-market  Recipient
Trustee fees . . . ... ... ..., 53.0 34 Banks
Principal and interest payment fees 30.5 3.4 Banks receive
the larger share

Underwriting fees . . .. ... .. 150.0 187.5 Securities houses

233.5 194.3
As a percentage of principal . . . 2.335 1.943

Note: Fees for AA-rated firm issuing ¥ 10 billion, 7-year unsecured straight bonds with a 5%
coupon.

Source: Bond Underwriters Association of Japan, quoted in Nikkei Weekly, 3rd August 1991,

constraints have been important. Eligibility guidelines and collateral
requirements are two well-known constraints: much of what regulatory
relaxation has taken place has concerned the widening of eligibility
guidelines for issuing Euro-bonds and the granting of permission for non-
collateralised bond issues in the domestic market. By the late 1980s,
eligibifity requirements for the issue of bonds without collateral no longer
imposed the binding constraint: about 300 companies were eligible to issue
unsecured straight bonds, and 500 convertible bonds.

The third, rather less well-known, constraint, however, is the
"commission bank system”. Although banks are not allowed to underwrite
bonds, they still retain influence through their role as trustees, specifically
as managers of the issuers’ collateral on behalf of bondholders — thus
effectively acting as insurance agents for domestic bond issuance. in prac-
tice, even issuers of bonds requiring no collateral have to engage commis-
sion banks, For providing this service banks charge fees that are fixed (by
cartellike convention) and identical for almost all borrowers: such fees
are much higher than those charged for guaranteeing external bonds. One
example of the relative magnitude of such charges is given in Table 28.
Although underwriting fees considered in isolation are lower in Tokyo than
in the Euro-markets (amounting to 1.5% of the principal, as against about
1.9% in Euro-markets), the overall cost of issuing in domestic markets is
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much higher. Moreover, under the “third-day” rule, the proceeds from the
issue of domestic bonds become available only after three days, whereas
funds from external bonds become available on the day of issue — effec-
tively providing underwriting securities firms and commission banks with a
two to three-day interest-free loan in domestic underwriting.

The fourth constraint is that disclosure requirements (of the issuers’
generat financial condition) tend to be more burdensome for domestic
than for external bond issues.

A second important characteristic of Japanese corporations’ external
bond issuance is that fittle of it was denominated in yen until very recently.
Indeed, before 1984 yen-denominated bond issuance by residents in Euro-
markets was simply prohibited — largely because the Japanese authorities
feared that the issue of such bonds without collateral in the Euro-markets
would undermine the collateral principle in the domestic markets. US
pressure to encourage greater international use of the yen contributed to
the overturning of this ban in April 1984, with a market beginning to
develop only when the withholding tax on non-resident interest earnings
on Euro-yen bonds was abolished the following year.

Yet over the five years from 1985 to 1989 yen-denominated bonds
accounted for only about $2 billion a year out of total external borrowing
of around $47 billion annually (see Table 29). The overwhelming bulk of
the borrowing took place in dollars, with another sizable chunk in Swiss
francs. The heavy use of dollar borrowing is not in itself unusual: dollar
markets are deep, and Germany and the United Kingdom — two other
major borrowers - also raised substantial sums through dollar paper. But
Japanese borrowers' comparative neglect of paper issued in their own
domestic currency is rather unusual: both German and UK issuers relied
primarily on issues in their own currencies.

Given that the demand for these issues is predominantly from Japanese
investors,*? the avoidance of the yen as currency of denomination in the
late 1980s requires some explanation. One is that much tougher condi-
tions apply for the resale of yen bonds to Japanese residents. For these
securities, resale to residents is prohibited for two to three months after

"2 According te Okumura {1990) about 40% of warrant bonds are typically sold to Japanese
residents within the first two to three months after issuance (close to the maximum that can, under
Ministry of Finance rules, be resold to residents in this period}. Following the restricted pericd —
when the limitation on resale to residents lapses — there have been cases where nearly 90% of the
issue has been bought by residents (e.g. within six months after issuance).
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Table 29
External bond issues by currency of denomination:
Japan compared with Germany and the United Kingdom
In billions of US dellars

Nationality us Swiss Japanese Deutsche Pound
of issuer dollar franc yen Mark sterling
Japan

198589~ 347 9.0 2.1 1.6 0.3
1990 33.7 9.8 7.3 1.5 0.2
1991 28.3 9.3 23.6 5.1 0.9
Germany

198589~ 1.7 0.6 0.2 4.5 0.2
1990 0.5 1.9 0.4 4.3 0.4
1991 2.4 1.5 0.7 4.9 0.9
United Kingdom

1985-8%* 6.5 08 07 0.4 9.8
1990 1.7 0.5 1.0 0.5 14.9
1991 2.4 0.5 0.2 0.4 16.9

* Annual averages.

Saurce: OECD Financial Marker Trends, various issues.

issuance, while for foreign currency bonds half of the bonds issued can be
resold within this period.

A second factor may be expectations related to the prospect of an
eventual relaxation of the rules that separate banking and securities busi-
ness. Hopes of liberalisation at some future date have led Japanese banks
and securities companies to compete strongly with each other in overseas
markets in areas that are out-of-bounds at home. Thus Japanese banks cut
to the bone underwriting margins on paper issued by japanese corpora-
tions in the hope of acquiring the expertise they would need when allowed
to compete for domestic underwriting business. Likewise, Japanese
securities houses were particularly keen to promote Euro-dollar bonds
because this allowed them to develop their foreign exchange services,
which they could not do in Tokyo, where foreign exchange business was
the exclusive preserve of the banks. Such competition led, on occasicon, to
participants being offered marginally better than market rates for foreign
exchange deals (e.g. swap or forward deals}; this may help to explain the
preference for foreign currency funding.
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Table 30
Japanese securities houses’ positions in Euro-bond league tables

Memo: %

1977 1981 1985 1987 1988 1989 1990 1991 share of issues

1990 1991

Dajwa ... 19 17 12 5 5 2 4 3 4.7 6.7
Nikko 4 9 4 7 8 3.7 4.1
Nomura , . 17 16 8 1 1 1 1 1 g.2 7.8
Yamaichi . . 14 19 6 8 3 11 7 3.1 4.3

Sources: Dufey (1990), Euromoney Annual Financing Report (various March supplements) and
Financial Times.

The opening years of the 1990s, however, saw a marked rise in yen-
denominated international bonds. Japanese issuers raised over $30 billion
in such bonds in the two years 1990 and 1991, compared with a total of
only $10 biflion over the previous five years. Lower interest rates than in
any other major currency were one important factor. Another was that
Japanese corporations, no longer able to use equity-related issues on any
scale (see pp. 76~77 above), turned to straight fixed rate bonds.

Heavy Japanese corporate fund-raising in the Euro-market has had the
important consequence of making Japanese securities houses major
players in the Euro-bond business. As recently as 1985, only one Japanese
company (Nomura) was in the “top ten” of Euro-bond underwriters (see
Table 30). Since then, this firm has consistently been at the top, with the
other three major companies usually in the top ten.

This performance was almost entirely the result of lead managing
Japanese issues, where Japanese domination was overwhelming (see
Table A4 in Appendix ). Issuers’ use of securities houses of their own
nationality is natural and is by no means confined to Japan: one factor is
that the authorities in a number of countries require that issues in their
own currency be fead managed by a resident bank. All that can be said is
that the concentration in the fapanese case is perhaps a little more marked
than with Anglo-Saxon issuers.’® Again acting primarily for fapanese

13 Dufey {1990) concludes his review of the penetration of Japanese financial institutions abroad
by noting that there is fittle evidence that Japanese securities houses either in London o in New
Yorlk have made any significanc inroads into serving non-Japanese portfolic managers (with paper
other than |apanese securities).
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Table 31
International bank assets by nationality of bank
Percentage share of total assets at end of period

1983 1986 1989t 1989 1990 1991

Japan ... 21.1 324 38.0 36.5 339 31.4
United States . . . . .. 28.0 17.3 141 13.5 11.4 10.6
France .. ........ 8.8 8.4 8.4 8.0 8.8 9.5
Germany . .. ... ... 6.7 78 8.4 8.1 9.7 10.4
United Kingdom . . . . 8.3 6.1 4.8 4.6 4.4 4.6
Memorandum:

Total assets (3 bn) . . . 2,166 3,460 5,172 5,387 6,252 6,163

1 Old series. 2 New series.

Note: The gradual widening of statistical coverage means that the figures showr above are not
strictly comparable; with the exception of end-1989, however, the changes were small.

Source: Bank for International Settlements International Banking and Financial Market Develop-
ments {August 1992 and earlier issues).

institutions, Japanese securities houses have become major dealers in the
US Treasury bond market, with Daiwz and Nomura obtaining primary
dealerships in New York in December 1986.

fapanese banks and the Euro-markets

|apanese banks have played an important role in the Euro-markets during
the last decade. Two broad phases can be distinguished. The first, and
expansionist, phase lasted from the early 1980s to the beginning of 1989,
during which period their share of international bank business rose sharply,
putting them in a dominating position. The second, and contractionary,
phase began in early 1990, gathering force in 1991 and early 1992 as
Japanese banks reduced liabilities on a large scale.

From end-1983 (when fairly complete statistics were first available) to
end-1990 the dollar value of international bank assets captured by BIS
statistics rose by a factor of about three (see Table 31}."* Japanese banis
played a big part in this expansion, with their share rising from about
one-fifth at the end of 1983 to almost two-fifths by early 1989 (see
Graph 17). From late 1989 to the first quarter of 1992, however, their

1 International bank assets are defined as the sum of banks' cross-border claims plus their claims
in foreign currency on local residents.
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Graph 17
Japanese banks’ share of international bank assets
As a percentage, at end-quarter
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Note: Percentages have been adjusted for main breaks in series.
Source: Bank for International Settlements.

share fell almost continuously: by early 1992 it was back to where it had
been at the end of 1986. Nevertheless, Japanese banks have remained
important — and have left US banks, in particular, far behind. 115

The sharp increase in Japanese banks’ share of international business up
to the end of 1989 was made possible by a willingness to accept lower
margins than competitor banks. One explanation may be that market
share mattered more to them than profitability — perhaps because of a
perception that building up market share would be an effective way of
preserving long-term profits. Another explanation recently advanced is
that in the 1980s Japanese banks enjoyed a much lower cost of capital than
other countries’ banks because the prices of their equity were such a high
multiple of earnings and because the market readily accepted new equity

" Indeed, the gap between US and Japanese banks is probably even underseated by BIS statistics.
While US banks’ reporting includes the international business of their branches in certain major
non-reporting financial centres, Japanese banks' business in these centres — including, in particular,
extensive operations through Hong Kong and Singapore — remains uncovered. See also Banle for
International Settlements (1989b).
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Table 32
Net capital flows through banks:
Japan compared with the United States and Germany
In billions of LIS dollars, on a balance-of-payments basis

Cumulative tortals
1986 1987 1988 1989 19%0 1991 1992 1986~ 1990-

1989 1992°
Japan . ... 585 718 445 86 —13.6 —93.5 —655 1834 -172.6
United States  19.8 469 139 121 238 -184 189% 917 243
Germany . . =279 -3.4 —105 —30.3 — 0.8 245 361 -72.1 598

* The 1992 figures are for the first haif-year.
Note: A minus sign indicates a net capital outflow.

Source: National balance-of-payments data.

issues. " (In more recent years, however, sharp declines in banl share
prices have made it very difficult to raise fresh equity capital.}

Given Japan's position as a major capital exporter, perhaps the most
paradoxical feature of Japanese banks’ international role was that they did
not directly contribute to reinvesting the country’s current account
surplus abroad. Indeed gross banking inflows actually exceeded outflows:
over the period 1986—89 the cumulative net inflow through banks
exceeded $180 billion (see Table 32). This stands in stark contrast to banks
in Germany, the other major surplus country, whose net out flow was over
$70 billion during this period.

One reason for the difference is the greater demand for Deutsche Mark
toans in the Euro-market which makes it easier for German banks to lend
Deutsche Mark abroad than for japanese banks to lend yen.' A second
factor is the greater demand of Japanese residents for foreign currency
loans. Because Japanese banks are subject to only an overall limit on
foreign exchange exposure regardless of maturity, they are able to assume

18 As Zimmer and McCauley (1991), who advance this argument, put it, “what appears ... to a
banker with demanding sharehciders as razor-thin margins designed to win market share may appear
to another banker with less exacting sharcholders as a fully priced transaction”. Aliver (1991) and
Price {1991) also stress the importance of the cost of capital in determining the provision of banking
services in a competitive market, lwami (1989} suggests that the profitability of international
transactions of Japanese banks was lower than that of domestic transactions.

"7 This is supported by the fact that the bulk of German bank outflows zre denominated in
domestic currency, quite unlilke those of Japan. See Turner (19%91), pp. 74-75.

84



maturity risks."™® The capital inflows through banks reflected Japanese
banks’ foreign currency denominated borrowing abroad to cover longer-
term foreign currency loans to residents who, in turn, relieved of the
exchange rate risk, were more willing to acquire foreign assets, notably
bands.

These capital movements were dramatically reversed as jJapanese banks
cut back their operations in the Euro-markets in the early 1990s. In
particular, a large contraction in their external liabilities showed up as a
massive negative capital inflow in the balance of payments, amounting to a
cumulative $170 billion over the period from the beginning of 1990 to the
end of the first half of 1992 (see Table 32).

An important distinguishing characteristic of Japanese banks’ growth
during the expansion period was how much of it was built on inter-office
(viz. subsidiaries from head office) or interbank borrowing. About one-
half of the change in their total international liabifities over the period from
end-1983 to end-1990 took the form of liabilities to other banks — com-
pared with an average of about 35% for non-Japanese banks included in
the BIS reporting system (see Table 33). Inter-office borrowing accounts
for another third of total liabflities, again much higher than the comparable
figure for non-japanese banks. Only 7.5% of funds borrowed came from
non-banks — very little compared with the over 30% raised by non-
Japanese banks. |apanese banks were, then, using interbank markets
extensively — and often doing so with each other: because they were not
“deeply-planted” banks, their effective presence abroad remained much
less than measures based on shares of gross assets or liabilities would
suggest.'®?

The expansion of Japanese banks' international business during the late
1980s was driven by a number of factors. Among the more important of
these were continuing restrictions in the domestic interbank market, the

1% This has allowed Japanese banks greater freedom to borrow short and to lend long interna-
tionally. Shinkai (1990} and (1292} offers the benign interpretation that this has confirmed Japan’s
position as a major international banker. Others have seen risks in it, particularly when short-term
interest rates rise unexpectedly. 8y contrast, German banks are subject to more extensive rufes
governing their permitted exposure in foreign currency. In Germany, such rules apply across
particufar maturities {e.g. one-month and six-month exposures must be balanced).

% A comparison between US and Japanese banks in London, shown in Table A5 on p. 127,
flustrates chis general point. Japanese banks raised relatively more foreign currency funds abroad
than did US banks. Moreover, their reliance on CDs, domestic interbanle and overseas funds was
much greater. They raised comparatively livtie by way of deposits — foreign currency or sterling —
from UK non-banks. Similar differences characterise the assets side of their balance sheet.
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Table 33
International bank liabilities:
Japanese and non-Japanese banks compared
In billiens of US dollars and percentage shares

Change in liabifities: Change in lizbilities:
end-1983 to end-1990 end-1990 to end-March 1992
Japanese MNon-Japanese japanese Non-Japanese
banks banks banks banks
Total liabilities . . .. 1,643.2 2,209.5 —388.1 19.3°
Sources (percentage shares):
inter-office . .. . . 38.2 24.8 - 27.0
Other banks . . . . 497 352 - 62.0
Non-banks . . . . . 7.5 31.8 1.5
Official monetary
institutions . . . . 2.5 4.3 - 4.0
CDs and cther
securities . . . .. 2.1 3.9 - 85

* Calculations of percentage components of such a smali change not meaningful.
Note: Excluding breaks in series.

Source: Bank for International Settlements International Banking and Financial Market Develop-
ments (Table 7 in August 1992 and earlier issues).

need to raise funds to cover foreign currency loans to residents and the
financing of the overseas affiliates of Japanese corporations.

A significant proportion of interbank transactions was driven by various
restrictions in the domestic market. The existence of interest rate con-
trols in the domestic market combined with the progressive deregufation
of the financial system (which allowed banks greater freedom to under-
take international business) gave rise to profitable arbitrage opportunities
between the domestic and international yen markets. In this sense, it was
the — somewhat inconsistent — maintenance of controls in one area
(interest rates) and their relaxation in another (capital flows) that led what
was essentially domestic business to be exported abroad.

Two particular episodes were important. The opening of the Japan
Offshore Market (JOM) in December 1986 led banks to book “round-
tripping” operations through inter-office accounts to circumvent
domestic regulations prohibiting the direct repatriation of funds raised in
the JOM.20 Such operations artificially inflated the growth of |apanese

2 Osugt (1990) explains the mechanism: see pp, 2728 and pp. 69-70 of his paper.
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Table 34
Net international position of Japanese banks
In billions of US dollars, at end of period

1983 1988 1989 199¢ 1991
Total .. ... ... ... 42.2 51.8 42.6 64.7 107.7
Inter-office .. ... ... 6.2 — 536 - 86 27.3 200
QOtherbanks . . ... ... -21.5 ~139.1 —220.0 —226.4 —162.5
Non-banks . .. ... ... 103.5 359.5 387.8 380.5 333.2
Official monetary
institutions . . . ... .. —15.8 - 387 - 37.0 — 4472 - 19
CDs and other securities®  ~30.2 - 76.3 - 79.6 - 725 - 511

* Gross liabiiities arising out of securities issues.
Note: A negative sign indicates a net liability position.

Source: Banl for International Settlements International Banking and Financial Market Develop-
ments {Table 7 in August 1992 and earlier issues).

banks' assets and liabilities from late 1986 to late 1987, when much of the
expansion took place.

A second episode occurred in 1988, when strong economic growth led
to a marked firming of short-term yen interest rates in open markets.
Official policy favouring the maintenance of low interest rates, however,
kept the call-money and bill rates in the interbank market low, and increas-
ingly out of line with market rates. The domestic interbank market
therefore tended to contract, and part of the market spitled over abroad.
This gave a further, again artificial, boost to Japanese banks’ international
assets. !

An important motivation that endured for much of the decade was the
use of the international interbank market to raise funds for lending to
domestic non-banks. By end-1990, Japanese banks’ net liability position
vis-3-vis other banks and on CDs amounted to almost $300 billion, com-
pared with about $50 billion at the end of 1983 (see Table 34). This
financed some $380 billion worth of loans to non-banks.

Most of their non-bank customers were either Japanese residents or
overseas affiliates closely connected with Japan.™22 BIS reporting banks’

7t Changes in the Bank of Japan's operating procedures in late 1988 reduced restraints on
interbank rates, which thereafter followed market rates more closely. See Bank for International
Settlements (1989a), p. 158, for an account of this.

122 See Seth and Quijano (19%1) and Walton and Trimble {1987).
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Tabie 35
BIS reporting banks’ claims on non-banks in Japan
tn billions of US doilars

Changes, excluding exchange rate effects Stocks
1985 1986 1987 1988 1989 1990 1991 end- end-
1983 1991
Cross-border
claims . ... 0.3 8.5 37.2 240 475 637 441 97 2504
Local foreign currency
clims . ... 4.6 476 567 316 114 84 —198 459 206.1

Sources: Bank for international Settlements Annual Report, varicus issues, and Tables 3B and 5B
of lnternationa! Banking and Financial Market Developments (August 1992 and eardier issues).

international claims on non-banks in Japan — to quote a readily available
statistic — reached over $430 billion by the end of 1990, up from about
$55 billion at end-1983: the bulk of this must have been Japanese banks’
claims on non-banlks in Japan (see Table 35).

The larger part of this $430 billion — some $227 billion - took the form
of foreign currency loans to residents. The scale of such lending is signifi-
cantly larger than that found in any other country.'? In particular, total
loans were large relative to Japanese residents’ purchases of foreign
bonds. By borrowing in foreign currencies, non-bank investors were able
to hedge against a fall in the dollar: it may be noted that an annual increase
in foreign currency borrowing reached a maximum in 1987, when confi-
dence in the dollar was at its weakest. ™4

The expansion of cross-border claims was, by contrast, much greater in
1989 and 1990. One reason why Japanese banks chose, during certain
periods of the 1980s, to lend to Japanese firms via the Euro-markets —
rather than directly at home — was that quantitative restraints laid down
under the “window guidance” policy of the Bank of Japan applied only to
yen lending by domestic offices: Euro-yen loans to residents by Japanese
banks’ foreign offices and foreign currency loans by their home offices

"3 Comparable amounts outscanding at end-1990 for other countries were (in billions of US
dollars):

United Kingdom 132.7 Itaty 51.8
Belgium 272 Sweden 65.3
Canada 278

Amounts for all other countries are below $25 billion.
124 For further discussion, see Turner (1991), pp. 78-79.
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both escaped the guideline. Informal guidefines limiting banks' domestic
lending in recent years thus contributed to increased cross-border
lending.125

Finally, Japanese banks used their foreign offices to finance overseas
affiliates of Japanese corporations. One recent study concluded that about
two-thirds of the claims of US branches of Japanese banks were on
Japanese residents or companies with close links with Japan. 126

Three factors contributed to bringing the expansion of Japanese banks’
international business to a halt by late 1990, and to inducing a marked
decline in 1991 and the first quarter of 1992.

Firse, further liberalisation in the domestic market since 1988 has
reduced the incentives for banks to channel funds through offshore
offices. Particularly important in this respect was the recent Jiberalisation
ofinterest rates in the interbank market. The end of “window guidance” —
under which the Bank of Japan set guidelines for commercial bank lending
growth — may also mean that banks no longer need to have recourse to
international lending to mitigate the impact of the guidelines. The sharpest
contraction was in their net lability position in the interbank and CD
markets, which fell by $85 billion during 1991 (see Table 34 above).

A second factor was the end of the Japanese foreign direct investment
boom in the United States, and the siower expansion of Japanese affiliates
in the United States. As noted above, much of Japanese banks’ lending in
the United States is to fapan-related companies: as the activity of the latter
expanded greatly in the second half of the 1980s, so did bank lending. In
1990 and 1991, the cross-border ¢laims of the US offices of Japanese banks
fell substantially.

A third, and most important, factor has been the greater stress now laid
on rates of return, rather than growth — an emphasis reinforced by the
need to meet more stringent capital adequacy standards. The weaker
equity market since 1990 has tended to intensify the pressure, not only by
reducing revaluation reserves™ (and so increasing banks’ need for capital)

125 “Window guidance” was abolished in 1991,

26 See Terrell, Dohner and Lowrey (1990), p. 43. See also Dohner and Terrell {1988) and
Kusukawa (1991).

127 Under the Basle capital accord, 45% of unrealised capital gains from equity holdings can be
counted as Tier Il capital. (See, for example, Kapstein (1991).) According to the Chairman of the
Federation of Bankers Associations of Japan, each 1000-point fall in the Niklei index causes a 0.25
percentage point decline in the capital-assets ratio of the top six Japanese banis. {Reuters,
20th August 1991.)

89



but also by making it more expensive to raise capital.'® This has caused
Japanese banks to look much more closely at the profitability of their
business in the intensely competitive Euro-markets.

Although other avenues of response were open to Japanese banks, %
the contraction in international business that took place in 1991 was very
large and appears to have been a major vehicle of adjustment. Banks in
Japan repaid almost $390 billion of external liabilities in 1991 and the first
quarter of 1992 (see Table 33). The sharp rise in average spreads in the
Euro-doltar market last year may be a general sign of international banis’
greater emphasis on profitability.’® Japanese banks in particular have
become much more cautious players in the Euro-markets. ™! Given recent
sharp declines in banks’ latent reserves, the increased cost of raising capital
and the problem of bad loans, the greater emphasis on profitability and
restoring balance-sheet quality seems likely to mark a rather durable
change in behaviour: the hectic pace of Japanese banks’ expansion in
international markets seen in the second half of the 1980s seems unlikely
to recur in the foreseeable future.

Internationalisation: some consequences3?

It is clear from this review that the internationalisation of Japan’s financial
institutions and markets has been extensive. The rapid pace of internation-
alisation recalls theories of reform “sequencing” — that is, the order in
which marlets should be liberalised. The received wisdom of this literature
- mainly viewed from the perspective of developing countries with

128 See also Frankel and Morgan (1991} for an explanation of the interaction between equity
prices and Tier | and Tier |l capital (see especially Chart 20). The recent decline in equity prices has
caused Tier lf capital to fall below the capitat accord’s 100% ceiling of Tier | capital so that capital
increased through retained earnings or equity financing now funds only half as much asset expansion
as when there was a “surplus” of Tier |l capital.

% Other possible responses to more demanding capital adequacy standards include the issue of
new forms of core capital {e.g. subordinated debt), increased profic margins, securitisation {for
securitisation measures recently allowed banks, see the Chronology). For a discussion of banks’
responses to capital adequacy issues see Dale (1990). For an appraisal of the impact of the weal
equity market and capital adequacy guidelines, see Bank of Japan (1992b): this suggests that the weal
demand for funds will {imit the growth of risk-weighted assets, that the issuance of additional
subordinated debt will help banks raise extra capital and that overseas loans may be less readily
offered.

130 See the evidence on spreads in Bank of England (19%92), p. 198.

31 See, for example, Le Monde, 10th March 1992 and Koo {1992).

32 One topic not treated here — because not directly related to financial markets — is the use of
the yen in international trade. Recent developments, summarised in Appendix I, suggest an
increased use of the yen in international trade.
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“repressed” financial markets - is that domestic fiberalisation should pre-
cede international liberalisation. The prime reason is that if domestic
interest rates are held artificially low by continued controls in the domestic
market, international liberalisation will encourage capital outflows and
induce a real depreciation of the exchange rate."?

Foreign pressure on Japan to liberalise and internationalise financial
markets often rested on the presumption that such steps would lead to a
stronger yen. The most well-known expression of such pressure — the
joint report by Japan and the United States, Yen/Doflar Exchange Rate
Issues — indeed concluded that “measures to internationalise the yen and
fiberalise Japan's capital markets ... will lead to a stronger yen™. Yet not all
the liberalisation measures agreed upon could be expected to strengthen
the yen.13

Because the liberalisation of residents’ capital movements during the
1980s was fairly general, capital outflows were considerably strengthened.
In addition, a number of impediments to increased Euro-market activity
were removed.* At the same time, the liberalisation of the domestic
capital market was stower, leaving some significant barriers in place. This
tended to discourage foreign capital inflows into Tokyo and retard the
internationalisation of the yen. Such “sequencing” of reform would, other
things being equal, probably have implied a temporary depressive effect on
the yen.136

33 A secondary reason is that financial marker activity generated by liberalisation would, under
the reverse sequence, be expatriated ~ depriving the home economy of real income opportunities,

3 See Frankel (1984) for a cogent criticism of the view that the Yen/Dollar Agreement would
strengthen the yen:
“The 1983/84 yen/dollar campaign [by US Treasury officials ... led to] an estimated 7% appreciation
of the yen ... Evidently, the markets intially took the statement of Treasury officials at face value.
But by November 1984 {i.c. six months after the report was issued], the yen was 6% weaker
against the dollar than it was before the campaign began” (Franket (1984), p. 65).

35 lwata (1986) argues that this pattern of liberalisation was encouraged by pressure from the
US Government, prompted by a desire to generate international business for LS financial insti-
tutions.

B8 Of course, the effect of liberalisation on the exchange rate extends well beyond standard
“sequencing” considerations. It can, for example, have a major effect on demestic demand, and thus
on the current account {as discussed above). For 2 good general discussion of the broader issues, see
McKenzie (1985), pp. 26 ff.

91



Conclusions

The first part of this paper documented the liberalisation of Japanese
domestic financial markets over the past two decades by focusing on six
key characteristics of the earlier highly regulated regime. Capital move-
ments were seriously constrained. Securities markets were underdevel-
oped, and non-banks’ access to capital markets in particular was quite
limited. The financial industry was segmented, restricting competition
among financial institutions. Interest rates were tightly regulated, and in
theory this may have hindered the efficient allocation of capital. Public
sector finance, which is presumably much less market-oriented than
finance through private financial institutions, accounted for (and still does)
a large share of domestic credit.

Some attempt was made to explain the pressures for changing a system
that had worked so well during Japan's High Growth Era. One important
feature was that reform was cumulative — changes in one area typically
increased the pressure for change in other areas. The overall result was
that a highly regulated financial system was replaced by a much more liberal
one. The size and depth of open financial markets in Japan have increased
enormously, monetary policy operates largely via interest rates, and the
maturity structure of interest rates is now determined primarity by market
forces, international as well as domestic.

Unlike the process seen in some other industrial countries (especially
Anglo-Saxon ones), however, deregulation has been gradual not sudden,
piecemeal rather than radical, and has generally been implemented by
changes in administrative guidelines rather than by alf-embracing legisla-
tion. The choice of such an approach was motivated by, inter alia, a
concern to maintain financial stability. [n any case, a stow but steady
process was probably inevitable given the traditional refiance on step-by-
step consensus building within the Japanese system. Moreover, the
macroeconcmic performance of Japan remained, during the period of
reform as a whole, far better than that of countries with more thoroughly
liberalised systems. Even this cautious approach, however, did not prevent
the financial system from going through a period of marked instability as
the feverish boom of the late 1980s ended and as financial institutions faced
major difficulties. A policy of more sudden liberalisation might well have
accentuated the recent boom-and-bust cycle.
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Assessment of reform from an international perspective hinges on two
broad groups of considerations. The first relates to Japan's supply of
international financial services. Did Japan compete “too strongly” in for-
eign financial markets in the late 1980s? What will be the implications of the
reduction in Japanese banks’ activity in the Euro-markets in the early
1990s! Have foreign agents been able to take full advantage of Japan's
capital markets? The second group relates te macroeconomic issues: the
investment of Japan’s saving surplus overseas, progress towards interna-
tional adjustment and so on,

The international expansion of Japanese financial institutions was one of
the more remarkable features of the global financial landscape in the
1980s. One concern of Japan’s international competitors in the financial
industry was that continued controls gave |apanese institutions excess
profits on their domestic business, and thus allowed them to compete in
international markets earning little or no return.

This paper has found little or no basis for this concern insofar as banks
are concerned. Indeed, the interest rate controls on bank deposits which
provided Japanese banks with cheap funding have been largely eliminated.
Moreover, international comparisons of bank profitability do not suggest
that Japanese banks have been unusually profitable. On the contrary, the
statistics rather suggest that, in the pursuit of volume expansion, overall
profitability may have been sacrificed.

The second part of the paper showed how some of this expansion was in
any case artificial, driven as it was by the desire to circumvent domestic
regulations. There is, however, some evidence that the extraordinary
boom in equity markets alfowed Japanese banks to raise capital relatively
cheaply, and this may have encouraged or facilitated expansion at the
expense of profitability. All this has changed with the slump in equity and
real estate prices in the early 1990s. The quality of bank assets has deterio-
rated and the importance of earning adequate profits has been increased
sharply.

The position of securities companies is rather less clear. Particularly
important has been the maintenance of fixed commissions on securities
dealings — although these were often in effect circumvented by apparently
illegal side-payments to important clients. This, and perhaps other protec-
tive features of the regulatory and administrative guidance system,
appears to have prevented the kind of cutthroat competition seen in
London and New York: indeed, the evidence is that Japanese securities
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houses became more profitable in the 1980s. Thereafter, however, the
steep decline in the stock market and the slump in the number of transac-
tions put a severe strain on securities companies, acting as a catalyst for
further reform.

A second concern has been whether Japan has played its full part in
providing what Suzuki has calied the "“international public good” of an
efficient, low-cost financial and capital market open to all. A recurrent
theme of the second part of this paper was the peculiar pattern of interna-
tional capital flows to and from Japan. In spite of large and persistent net
savings since the early 1980s, non-residents seldom raised funds in Japan
and residents often preferred to tap foreign rather than home capital
markets. Several regulatory and institutional reasons were identified for
this puzzle, such as fixed equity trading commissions, rigidities in domestic
bond markets and the relative scarcity of attractive domestic instruments
for foreigners to invest in.

The difficulties of mediating conflicts among the powerful vested
interests in Japan’s financial establishment have doubtless hindered reform.
Impediments that have been eliminated in key overseas markets have been
allowed to remain in Japan, making Japanese financial markets less attrac-
tive, relatively costly or difficult to use. The domestic corporate bond
market is a striking case in point. This may alsc have led leading Japanese
financial institutions to compete with particular intensity abroad in areas
where competition at home remains circumscribed.

The traditional separation of banking and securities business has perhaps
provided the most prominent example of such potential competition
between different types of financial institution “overflowing" abroad, with
banks’ participation in the underwriting of Japanese corporate issues over-
seas. Japan is not alone in the dilemma of how to reconcile domestic
regulations separating banking and securities business — which may well be
useful on prudential grounds — with the need to compete in overseas
markets where no such regulations are enforced. This is a particularly
thorny issue.

Another feature making Japanese markets unattractive to foreigners is
the continued taxation of financial transactions. The Securities Transac-
tions Tax and various stamp duties as well as withholding taxes on non-
resident investment income from domestic securities all make transactions
in domestic markets less attractive for non-residents than comparabie
transactions in international markets. However, recent reforms, such

94



as cutting the transactions tax and the granting of certain (limited)
exemptions from tax withholding, represent progress towards the lighter
taxation of financial transactions. One indication of the potential
attractiveness of Japanese financial assets, once tax arrangements move
closer to international financial market norms, is the much-increased
interest shown by foreign central banks in Japanese Treasury bills following
their recent de facto exemption from the withholding tax.

The consequence of maintaining domestic restrictions and/or impedi-
ments at a time of virtually free capital movements was that a large amount
of yen banking and fund-raising business was diverted abroad. Japanese
institutions {whose foreign presence increased appreciably during the
decade) have clearly captured a good deal of this business. But they might
have captured still more had the business been kept in Japan.

Nevertheless, the more important international consequences of the
liberalisation of Japanese financial markets were perhaps macroeconomic.
Two effects were important, one on the exchange rate of the yen and the
other on the strength of domestic demand.

The freeing of capital movements permitted Japanese financial institu-
tions to diversify massively into foreign assets. Because this occurred at a
time when foreign exchange sentiment in favour of the US dollar was
strong — because of high interest rates as well as more nebulous confi-
dence factors — capital outflows were particularly heavy. Despite a widen-
ing current account surpius in the first half of the decade, the yen suffered
a temporary undervaluation that exacerbated international imbalances. As
domestic liberalisation continued, and as the foreign diversification of
Japanese portfolios was virtually complete by the fate 1980s, this depress-
ive effect was reversed.

Secondly, domestic liberalisation contributed to the unusually strong
domestic demand led boom that, by 1990, had greatly reduced the current
account surplus. Virtuaily nobody foresaw the strength and persistence of
this boom in domestic demand over the four years from 1986 to 1990,
when the average rate of growth of domestic demand exceeded 6%.
Moreover, the process of liberalisation made the usual financial indicators
(monetary aggregates, interest rates) more difficult to read and thus may
have contributed to an unintentionalty strong monetary expansion. Also,
with the exception of asset prices, inflation remained moderate.

It is significant that those cornponents of domestic demand most
finance-sensitive — business investment, housing and consumers’ durables
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expenditure - all grew with a vigour that was unusually sustained. By
contrast, the relatively finance-insensitive elements of demand expanded
more or less in ine with past trends. The maintenance of such divergence
between these two types of expenditure over a period as long as four
years appears unprecedented,

The fact that liberalisation took place at a time when monetary condi-
tions were relatively easy, and became easier as reform progressed, clearly
contributed to this result. In the short run, this combination of strong real
growth and easier monetary conditions facilizated the adjustment to liber-
alisation not only because of the apparently healthier profitability and
batance-sheet position of the corporate sector during boom conditions (so
that banks were faced with fewer bad debts), but also because the gap
between regulated and market-determined interest rates tends to be
smaller during times of easy money.

The boom, however, had the effect of making banks and others over-
optimistic, notably with respect to real estate investments. The eventual
ending of the boom revealed a marked deterioration in banks’ portfolios;
the volume of bad and doubtful loans reached record levels. It also
revealed important shortcomings in the way securities houses conduct
their business.

Japan was not alone in having to confront these difficulties. As the
recent BIS Annual Report noted, many other countries also found that
moving to a less regulated environment went hand in hand with excessive
risk-taking by banks and other financial institutions and with much more
pronounced asset price cycles.®7 The emphasis on gaining market share is
perhaps natural for those brought up in a highly regulated system that
institutionalises excess profits. With deregulation, profits — not market
share -- become crucial. Yet a regulation-bound psychology that stressed
market share proved slow to change as excessive risks were taken in the
quest for growth. The need to allow time for financial institutions to learn
to act in a new environment suggests that Japan’s gradualist approach to
the introduction of financial market reform was wise. It also suggests that
internationally agreed measures to ensure that banks strengthen their
capital base will continue to play an important role in maintaining a financial
system that is resilient to shocks. Recent steps to improve the transpar-

7 See Chapter Vill of the Annual Report {Banl< for International Seztlements (1992a)). See also
the conclusions drawn by the former UK Chancellor of the Exchequer, who was closely identified
with deregulation in the United Kingdom (Lawson (1992)).
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ency of securities houses’ operations should also contribute to a healthier
financial system.

The pain of adjustment during the inevitable retrenchment after an
excessive boom has engendered an atmosphere of pessimism. Yet the
elements that contributed to Japan’s rise to prominence in the interna-
tional financial world during the 1980s — a productive real economy, a
well-established record of low inflation and high domestic savings — remain
intact. Financial institutions have had to learn to live in a new, less pro-
tected, world. Enhanced prudential supervision and the maintenance of
macroeconomic stability continue to be important pitlars of official policy.
Against such a background, the present difficulties should not obscure the
likely emergence of a more efficient and more competitive financial
system — the ultimate goal of the long period of reform.
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Appendix |

A chronology of financial market liberalisation

The Chronology that follows provides an overview of the process of
liberalisation as it unfolded over the last twenty years or so.

Nore: Material for this Chronology has been drawn from several sources. The major source was
the BIS's Chronology of Economic Policy Deveiopments. Bank of Toleyo (1987), Cargill and
Royama {1988), Economic Planning Agency (1984), Federation of Bankers® Associations of Japan
(1991), OECD Economic Surveys, Suzuki et al. (1987), Usuki (1991) and Yamashita (1989} also
provided additional information. Note that details of the timing of liberalisation of the term,
minimum amounts and issue ceilings of CDs, MMCs and large-denomination time deposits are shown
in Table A1, and not in this Chronology

Abbreviations used:

BA: Bankers' Acceptances Bol: Banl of Japan

CD: Certificates of deposit CP: Commerdial paper

MMC: Money market certificates MoF: Ministry of Finance

TB: Freasury bills TIFFE: Tokyo international Financial Futures Exchange

TSE: Tokyo Stock Exchange
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Date

International

1970  December First "Samurai” bond issue (yen-denominated bonds, issued by
non-residents in Japan).

1972 April Interbank foreign currency transactions permitted in Tokyo
with start of dollar-call market.

1975

1976

1977

May First issue of Euro-yen bonds by a non-resident,
1978

1979 February

March

The ban on the acquisition of yen-denominated bonds by non-
residents removed.

First issue in Japan of unsecured yen-denominated bonds by a
foreign private company.
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Domestic

Date

1970

1972

The first law permitting deficit-financing bonds (i.e. bonds
to cover current government deficits — as distinct from

December

1975

Official recognition of Gensaki transactions,

March

1976

First issue of 5-year government bonds (“discount™ bonds).

Securities Dealers Association starts new OTC bonds
quotation system (separate “bid” and "ask” quotations
followed in August).

Members of the syndicate purchasing government bonds
permitted to resell deficit-financing bonds that have been
held for at least a year. (Extended to construction bonds in
October}

January

April

1977

Greater flexibility in bidding in the call money marleet: further
measures in October (7-day call trading) and November (one-
meonth bifl trading).

First issue of medium-term coupon government bond (the first
to be issued by auction; 3-year bonds on this oecasion followed
by 2-year bonds in June 1979 and 4-year bonds in June 1980).

Ceiling on Gensaki selling for city banks increased from
¥ 5 billion to ¥ 20 billion (raised to ¥ 50 billior: in April 1979 and
abolished in April 1980).

June

Ocrober

1978
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Date International
1979
May Permission granted to banks to introduce short-term “impact
loans” (i.e. foreign currency loans to residents) subject to
certain conditions.
Ban on Gensaki transactions by non-residents lifted. Non-
residents allowed to purchase yen-denominated CDs.
1980
March Foreign exchange banks allowed to make medium and iong-
term impact loans.

Ceiling on foreign banks’ issues of yen-denominated CDs raised

to 20% of yen-denominated assets by the second quarter of

1981.

Deregulation of interest rates of free yen deposits held by

nen-resident official institutions.

December New Foreign Exchange and Foreign Trade Control Law comes
into effect:

— further liberalisation of impact loans;

— non-resident bank accounts permitted, replacing non-
resident free yen accounts;

— Japanese residents allowed to hold interest-bearing foreign
currency accounts with japanese banks;

— the designated-company restriction (under which foreign
ownership could not exceed 25% of the individual
company’s assets) to apply to eleven companies only;

— banks authorised to participate in overseas syndicated yen-
denominated loans subject to certain ceilings.

Reporting and prior notice provisions {and for some

transactions approval) remain.

1981
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Domestic Date
Further deregulation of the interbank cali rate. April 1979
First issue of unsecured convertible bond.
Domestic CDs introduced {see Table A1). May
October

Deregulation of over 2-month interbani¢ biil rate.

Securities companies introduce the medium-term government
bond {* Chukolku™) fund.

January 1980

Large securities companies ajlowed to borrow in the call November
market (subject to limits).

Members of government-bond purchasing syndicate permitted April 1981
to reseli bonds that have been held for at least 100 days.

City banls allowed to buy in the Gensaki market.

Bank of japan starts to sell short-term government securities May
{Financing Bills} on the open secondary market.

New maturity-designated bank time deposit introduced. June

New type of loan trust fund (“Big”) account introduced by
trust banks.
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Date

International

Japanese banks’ overseas subsidiaries allowed to end Euro-yen

Securities companies banned from selling foreign-currency
zero-coupon Euro-bonds to residents {ban lifred subject to

Increased yen-foreign currency conversion limits for foreign

Jjapanese banks permitted to lend overseas yen on a long-term
basis to borrower of their choice (earlier pricrity system for

Criteria for the issuance of unsecured bonds by fapanese

Regutations for the issue of "Samurai” bends further relaxed:
— approval period reduced from about one year to 3-6

— AAA borrowers and private corporations allowed first time

— interval requirement (that two gquarters had to elapse
between successive issues by the same borrower) relaxed.
(These restrictions were progressively eased in later years.)

City banks' overseas subsidiaries allowed to float bond issues

The quota for the issue of yen-denominated CDs by forefgn
banks was increased to 30% of yen-dencminated assets.

The global ceiling on foreign banks' yenfforeign currency
conversion limits raised (further raised in December).

Postal insurance system permitted to invest in foreign bonds.
MoF lifts the restriction on short-term (less than one year) yen
lending by Japanese banks' overseas subsidiaries to non-
residents. Euro-yen lending plans remain subject to reporting

1981  Jfuly
{for one year or less) to finance trade with Japan.
1982 March
certain restrictions in February 1983).
Aprit
banks operating in Japan.
May
overseas yen fending abolished).
October
residents in overseas markets defined.
1983  fanuary
months;
access to market;
february
abroad to finance parent banks’ offshore lending.
Aprif
May
June
requirements.
December

The quota for the issue of yen-denominated CDs by foreign
banks increased to 50% of its yen-denominated assets.
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Domestic Date

1981
New government-bond fund account authorised for securities October
companies.
New type of bank debenture (“Wide") authorised for long-
term credit banks.
First issue of corporate bonds with non-detachable warrants. December
Medium-sized securities companies aliowed to borrow in the
call market (fimits on large companies raised),

1982
New Bank Law and Securities and Exchange Law take effect. April

Eligibility standards for issuing unsecured convertible bonds

relaxed (further measures of relaxation prograssively adopted
in later years).

Banks authorised to sell long-term gevernment bonds over the
counter,

Securities houses authorised tc extend personal loans with
public bonds as collateral.

Banks aliowed to sell medium-term government bonds over the
counter.
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Date

International

1984 April

May

June

December

Permission for domestic companies to trade in foreign
currency denominated commerciai paper and CDs in the
domestic marlet.

Relaxation of restrictions on Japanese residents’ issuance of
straight and convertible yen-denominated Eurc-bonds;
measures to facilitate flotations include permission for swap
agreements and hedging of forward foreign exchange trans-
actions. (Further measures of relaxation progressively adopted
in later years.}

Abolition of “real demand” rule whereby banks could trade in
forward yen only as the counterpart of actual international
trade transactions of their customers.

Refaxation of rules applicable to “Samurai” bonds {two further
relaxations took place later in the year).

Publication of Yen/Doilar Exchange Rate Issues (Joint Report of
the Japanese Ministry of Finance-US Department of the
Treasury Working Group).

Measures agreed include (i) liberalisation of non-resident issue
of Euro-yen bonds; (i) freer issuance of yen-denominated
CDs in fapan; (i) permission for foreign and |apanese banks to
issue Euro-yen CDs with maturities of six months or less;
{iv) qualified foreign banks allowed to enter trust banking busi-
ness. In addition examination of:

— Bankers™ Acceptance market;

— withholding tax on Euro-bonds;

~ market for short-term government debt.

Bill abolishing “designated company system” passed by the Diet
{see the note under December 1980).

Yen foreign currency conversion limits for banks abolished.
Short-term Euro-yen loans to residents liberalised.

Liberalisation of Eurc-yen bond issues by private non-residents:

— collateral requirement dropped,

— foreign securities houses will be allowed to be lead managers
for Euro-yen bond issues.

First issue made in this month.

(Additional measures of fiberalisation adopted progressively in

later years.)

Issues of yen-denominated CDs in the Euro-market by |apanese

and foreign banks and by securities companies’ overseas bank

subsidiaries allowed.
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Domestic Date

1984

Banks allowed to deal in the secondary market for government June
bonds.
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Date

International

1985  january Withholding tax on the interest earnings of non-residents on
Euro-yen bonds issued by Japanese residents to be removed
{with effect from April 1985).
April Wider non-resident access to Euro-bond and “Samurai” bond
market to be allowed.
Medium and long-term Euro-yen loans to non-residents
fiberalised (the remittance of such lfoans by |apanese foreign
subsidiaries to head office not allowed).
June Nine foreign banks aliowed to participate in trust banking
business in Japan.
August First "Shogun” bondissue (foreign currency denominated bond
issued by non-residents in japan),
October Foreign banks start trust business.
November First Euro-yen straight bond issued.
1986
February First regular foreign members of the TSE (six securities
companies).
April

The credit rating system in the qualification standard fully
introduced for Euro-yen bonds issued by ron-residents.

Floating rate notes and currency conversion bonds were intro-
duced for Euro-yen issued by residents.
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Domestic Date
First unsecured straight corporate bond issued (criteria applied January 1985
to the issuance of such bonds progressively relaxed in fater
years).
Money market certificates allowed to be sold by banks {from March
April for city banles) with an interest rate ceiling of 0.75 per-
centage points below weekly average new CD issue.
Yen-denominated Bankers’ Acceptance (BA) market was estab- June
lished. (Restrictions on this market were subsequently relaxed
in stages but market never really developed and is now
defunct.)
Securities companies open CD trading: prohibition on their
purchase of bills relaxed.
5--6 month bill transactions started.
Call market transactions without collateral authorised, July
2-3 weelk call market transactions started. August
First sales of large-scale public bord investment trusts.
interest rate ceilings on large-denomination time deposits Ocrober
(%1 bilion and over; 2 years and less) removed.
Government bond futures market established.
issuance of corporate bonds with detachable warrants November
permitted {first issue in December).
Bo) starts repurchase agreements in government bills January 1986
(FB Gensali).
First issue of short-term government bonds (TB) {minimum lot February
of ¥ 500 bilkon; é-month maturity).
Banks and other financial institutions aliowed to resell govern-
ment bonds after holding them for at least 40 days, instead of
100 days as earlier (for own portfolio account; 10 days for
dealing account).
Uncolateralised calf money transactions diversified {week-end). August
Public issue of 20-year government bonds. Ocrober
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Date

International

1986 December

1987 February

July

August

October

— minimum time 2 days,

Japan Offshore Market (JOM) opened:

— inflows of funds from offshore accounts to domestic
accounts of parent bank “banned in principle”, although
seme transfers allowed to alleviate short-term shortages of
funds;

—~ offshore accounts cannot be used as basis for issuing CDs;

- minimum deposit ot ¥ 100 millicn;

Japanese banks’ overseas branches allowed to deal in
foreign CP.

Credit rating system in the qualification standards for Euro-yen
bond issues by residents intreduced.

A subsidiary in Japan of a foreign bank obtains a licence for
securities business.

Membership of the government bond underwriting syndicate
opened to any foreign bank but only 0.85% of bonds to be
allocated to them (1.57% for foreign securities firms).
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Domestic

Date

1986

Major change in the criteria for issuance of straight and

convertibie bonds; rating system for domestic bonds intro-
duced (with effect from july).

The deposit rate of postal savings and other official funds with
the Trust Fund Bureau reformed to move with interest rates on
government bonds (previcusly set by statute and linked to the
official discount rate).

Liberalisation of rules governing the issuance of privately-placed
bonds; larger-scale issues now permitted {first issue in july).
Bond short sales allowed.

Banlks, securities houses and insurance companies permitted to
trade in overseas financial futures markets.

First straight bond issuance on the “proposal” method (adopted
to increase competition).

Packaged stock futures market established on the Osaka Stock
Exchange (Osaka Stock Futures 50) ending a ban introduced in
1945,

Call money transactions without collaterat diversified (2—6
days).

Minimum fot of TBs and FBs reduced {¥100 to ¥50 million)
and for TBs and FBs purchased by sovereign tax-exempt
entities, introduction of a system under which an amount
equivalent to the tax withheld to be refunded at the time of
purchase {rather than redemption as hitherto).

Banks allowed to sefl government bonds from date of issue
instead of having to hold them for at least 40 days as earlier.

Auction method for 20-year government bond issues
introduced.

Ceiling on CD issues removed.
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Date

International

1987 November
1988  January
February

March

April

May

Ocrober

December

1989

Restrictions on Euro-yen CP issues by non-residents removed.

Restrictions on domestic yen (“Samurai™) CP issues by non-
residents relaxed.

The issue abroad of warrants on 10-year government bonds
permitted (first issue in March).

Liberatisation of overseas financial options by domestic financial
institutions with non-residents.

Postal saving system allowed to progressively increase foreign
investments and to diversify domestic investments (i.e. no
longer obliged to place all its funds with the Trust Fund Bureau).

Sixteen foreign securities companies are admitted as new
members of the TSE, bringing total to twenty-two.

Participation of residents in overseas financial futures markets
permitted.

MoF increases the share of foreign finandial institutions in
underwriting 0-year government bonds from 2.5 to 8% of
monthly volume.,

Relaxation of restrictions on issuing Euro-yen CP by non-
residents.
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Domestic Date
Demestic CP market established. November 1987
Partial auction method {viz. “volume bidding”) of the
underwriting amount for 10-year government bond issues
introduced.

1988

Major tax reform: securities transactions tax on bond trans- April
actions reduced; wider capital gains raxation; tax exemption
for interest on small savings deposits (Maruyu) abolished.
Post offices and life insurance companies start to sell newly
issued government bonds to subscribers.
Financial Futures Law enacted. Seprember
Introduction of share-index futures market (TOPIX in Tokyo November
and NECKEI 225 in Osaka).
Banks allowed to securitise mortgage loans.
Introduction of new method of monetary control: operations
on paper with shorter maturities to reduce the Bol's
institutional influence on money market rates; extension of the
maximum contract period in the unsecured caill market from
3 weels to 6 months. Open market eperations in CP to foliow
later,
Refaxation of restrictions on domestic issues of CP. December
MoF requires the thirty-five Japanese banks with overseas
branches or subsidiaries to observe, by March 1993, the
minimum capita requirements of the Basle Agreement.
Introduction of new short-term prime rate, linked to market January 1989
rates.
All but one sogo bark reclassified as regional banks. February
MoF allows after-issuance sales of detached warrants and ex- March

warrant bonds with maturities of more than 4 years from
1st April.
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Date

International

Relaxation of restrictions on the JOM. Ceiling on dafly net
inflow of funds frem offshore aceounts raised from 5 to 10%
of banks’ average ncn-resident transactions in the previous
month and 5% ceiling on daily net outflow removed.

Medium and jong-term Euro-yen loans to residents permitted.

Banls and other {inancial institutions allowed to trade as
brokers in overseas financial futures markets.

Non-banle residents alfowed to held deposits of up to
¥ 5 million with banks overseas without prior authorisation.

1989  April
May
July
1990
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Domestic

Date

Raising of cefling for maturity of bills and calls to one year,

For the first time 10-year government bonds issued by
competitive tender (“price-bidding” method): the tender share
setat 40% with the other 60% sold under old syndicate system
based on average auction price.

Establishent of the Tokyo International Financial Futures
Exchange (TIFFE), with operations starting in June. (3-month
Euro-yen deposit futures, 3-month Euro-dollar deposit futures
and yen-dollar currency futures}.

Facilities for bond borrowing and iending introduced with two
markets, one where the Japan Securities Finance Company acts
as a sole broker and the other a direct deal market.

Banks allowed to broke government bond futures for the first
time.

Introduction of small-lot MMCs (minimum lot of ¥ 3 mitkon).

Beginning of share price index option trading in the Osaka
Stock Exchange (NIKKE! 225 Option).

Banl¢s allowed to securitise loans to local government.

intreduction of 3-month government bills {TBs).

tntroduction of small-lot MMCs with 3-month, 2 and 3-year
maturity (in addition to existing 6-month and 1-year maturity),
Beginning of share price index option trading at the TSE
{TOPIX option) and the Nagoya Stock Exchange (Option 25).
Intraduction of trading of US Treasury Bond futures at the TSE.
McF decides on a substantial increase in the amount of 3—6
month T8s to be issued by auction. (Further significant growth

subsequently.} BoJ to undertake open market operations in
TBs.

Aprif

May

June

July

September
October

December

1989

Regulations governing CP issuance by domestic firms eased:

— securities houses allowed to issue CP {to add to their own
funds only);

— qualification standards for prospective issuers relaxed.

Banlks allowed to sell securitised corporate loans to institutional
investors.

MaF restricts banks' property lending.

TSE launches options on government bond futures.

Banks allowed to issue subordinated debt (where ienders have a
lower claim to repayment in the event of the borrowers’
banicruptey) to help them meet capital adequacy standards. {in
November, MoF asks banks not to make excessive use of
subordirated loans given equity market weakness.)
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Date

International

1990 July

QOctober

MNon-bank residents allowed to hold deposits of up to
¥ 30 million with banks overseas without prior authorisation,
Autherisation for amounts up to ¥100 mifion virtuaily
automatic,

Several foreign securities companies given a licence to conduct
investment trust business.

1991 February

March

MoF allows two Japanese branches owned 50% by US-based
securities companies to undertake free foreign exchange
trading (traditionally reserved for banks).

Foreign securities houses’ subsidiaries in Japan given banking
licences.

1992

116



Domestic

Date

Market for 200 Euro-doliar warrants launched wich the Japan
Bond Trading Compary (brokers' broker) providing prices.
(Hitherto 35¢ Euro-dollar warrants traded over the counter,
with only limited regulation.}

Collateralised call-money transactions liberalised (offer/bid
system introduced).

September

November

1990

Bof announces intention to abandon "window-guidance” on
banks' lending growth.

TIFFE faunches options on 3-month Euro-yen.

After a number of financial market scandals, MoF announces it
will cease issuing non-binding verbal directives to the institutions
under its supervision and rely instead on tighter rules set by
self-regulazing bodies.

Discretionary investment accounts banned; compensating
customers for investment losses to incur criminal penalties.

Pension funds and investment trusts allowed to buy securitised

corporate loans. Requirement to seek debtor’s permission to
sell waived,

June

July
August

October

November

1991

MoF replaces requirement for financial institutions to hold
the growth in preperty lending below their overall lending
growth by new measures to be triggered in the event of rises in
property lending significantly above overalf lending.

The Government proposes to:

— Create a new agency to supervise the securities markets;

~ enhance the regulatory power of the Japan Securities
Dealers Association; and

— increase penaities for securities companies which manipulate
stock prices or compensate customers for their Josses.

17

fanuary

February

1992



Date International

1992

August Bond issuance restrictions eased: more companies allowed to
issue bonds overseas and restraints on “Samurai” bonds
relaxed.
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Domestic

Date

Government proposes financial market reform, to come into

force within one year of Diet approval. The main provisions:

- allow banks, securities houses and certain other financial
institutions to set up commercial and trust banking and
securities subsidiaries in which they must hold 2 majority
stake;

- permit long-term credit banks and specialised foreign
exchange banks to convert into or merge with commercial
banks;

— enzable small institutions such as credit unions and coopera-
tive associations to expand their business;

— widen the definition of securities to include commercial
paper and certain types of asset-backed instruments; and

— subject securitised lease assets, consumer credit and rea
estate loans to regulation by the Ministry of International
Trade and Industry and all other asset-backed securities to
supervision by the MoF.

Securities houses allowed to offer money market funds
{mintmum deposit of ¥ 1 million) provided that more than half
of such funds is invested in securities.

Securities and Exchange Surveillance Cormmission inaugurated
under the jurisdiction of the MoF.

Various measures to support equity and real estate pricesand to

strengthen confidence in the financial sector, including:

— allowing banks to postpone writing off equity market losses
until March 1993, and only disclose market losses for the
April-September period;

= urging institutionai investors to refrain from realising equity
market gains to boost their financial results;

— easing restrictions on public funds’ (e.g. postal savings)
investment in the equity market.

The Government announces its readiness to provide funds to
help banks liquidate non-performing loans.

March

Aprif

July

August

1992
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Appendix Il

The use of the yen in international trade

One of the striking features about the use of the yen in international
trade is the relatively modest fraction of even Japanese trade denominated
in yen. Only a little more than 40% of [apanese exports are denominated
in yen, a much lower percentage than is normal for most other industrial
countries (Table A2). Even a number of smaller European countries —
where foreign-currency denominations of trade might be considered
more likely — display a much higher own-currency denomination of
exports than does [apan.

Much of the difference between Japan and other industrial countries
reflects the greater importance for Japan of the United States market:
only 16.4% of Japanese exports to North America were denominated in
yen. By contrast 42.2% of exports to western Europe were denominated
in yen, still somewhat below the share seen in other countries.

A second additional factor is the pricing policy of Japanese exporters —
the tendency to preserve market shares in overseas markets by absorbing
exchange rate fluctuations and holding foreign currency prices relatively
stable.! However, over 60% of Japanese exports to South-East Asia are
denominated in yen — in part a reflection of increased trade with overseas
subsidiaries of Japanese companies which find it convenient to invoice in
yen.?

A third influence may be the importance of trading companies which,
because they are both exporting and importing, can hedge the risk of
doHar-denominated exports by dollar-denominated imports,?

¥ See Osugi (1990), pp. 45-8, for a fuller discussion of this.
2 Tavias and Ozeki (1992) look at che use of the yen as a regional currency in Asia.
% See Taguchi {1982}, p. 5.
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Table A2
International comparisons of domestic-currency
denomination of trade
As a percentage of total trade

Exports Imports
Observation 1988 Observation 1988
in 1970s in 1970s

Japan ..o 17.5 34.3 0.9 13.3
United States . .. ... ... .... 80--90 96.0 50-70 85.0
France . ... .. ... ... .. ... 62 58.5 36 48.9
Germany . .. ... ..o 83 81.5* 45 52.6
faly .. ... o 39 8.0 16 270
United Kingdom . . ... .. .. .. 76 57.0 i3 40.0
Austria . ... ... L. 55 25
Belgium-Luxembourg .. . ... .. 42 28
Denmark . .. ............. 51 27
Netherlands . . ... ... .. ... .. 50 31
Sweden . .. ... ........... 67 26
Switzetland . . ... ... .. 83 41

* 1987
Sources: As for Table A3, Scharrer (1979) cited in Taguchi (1982} and Tavlas and Czeki {1991).

Nevertheless, the share of yen-denominated exports has increased
appreciably since 1985 (Table A3). However, this appears to reflect the
increased importance of South-East Asia in Japanese exports (see the
memorandum item to the table). There is little evidence that recent
financial marlket liberalisation per se has made |apanese exporters much
more ready to invoice in yen. Indeed, the yen-denominated Bankers'
Acceptance market - launched in 1985 to promote the use of the yenin
trade — never developed very much, and has now effectively disappeared.

One final observation on the role of the yen in Asian trade is that not a
single other currency is tied to the yen — and this is of course a crucial
difference from the position of the Deutsche Mark in Europe. Indeed all
Asian countries have maintained much more stable exchange rates against
the US dollar than against the yen: in this sense a yen bloc has not
emerged.* Nevertheless, there is evidence that the yen has become more
influential in the area’s financial market.’
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Table A3
Japanese yen-denominated trade
As a percentage of total trade

1970 1975 1980 1985 1988 198% 1990 1991

Exports ... ..., 6.9 175 294 359 343 347 375 419
lmports, . ... ... 0.3 0.9 24 73" 133 141 145 154
Memorandum:
Exports of machinery and equipment to:
Albregions .. ... ... ... L L. 37.9 379 408 431
UnitedStates . .. ... ... ... ... ... ... 167 167 166 16.6
Eurcpean Community . . ... .. ... ... ... 452 433 43.0 420
Southeast Asia . . . ... . ... . .. .. .. ., 52.6 553 60.9 626

* Fiscal year.

Sources: Ministry of Finance Annual Report of the International Finance Bureay and Ministry of
international Trade and Industry.

4 For an Hluminating discussion of these issues see Kwan (1992). He suggests that Asian NIEs,
close competitors with fapan in export markers, could achieve greater output stabilicy by pegging to
the yen. See also Suzuki (1992).

3 Frankel {1991} found some evidence that the relative influence of Japanesc interest rates on
interest rates in a number of Asian countries had increased in the period 198891 compared with
an earlier period.
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Appendix 11l
Supplementary tables

Table A4
Nationality of top Euro-bond lead managers by issuer
1991 Japanese Us UK French  German  European

ranking  issuers issuers issuers issuers issuers issuers

1 ] US/GB/CH* US/GB/CH* F D D

2 J Us us F D US/GB/CH*®

3 ] CH GB F D F

4 | D GB F D FrJs

5 - CH us - D US/CH

& - - CH - CH -

7 - - GB - D -

8 - - - - - -

* CSFB/Crédit Suisse.
Key: CH: Switzerland; D: Germany; F: France; GB; United Kingdom; |: fapan; US: United States.
Note: Lead managers with less than 5% issue share not shown.

Source: Euromoney Annual Financing Report (March supplement).

Table AS
Japanese and US banks in the United Kingdom compared
Ir: billions of pounds sterling, at end-1990

Japanese us Memorandum:
Japanese/US
Total liabilities . ... . ... ... . . 254.5 110.3 2.3
CDs and other short-term paper . . . . . 40.5 8.0 5.1
Steriing deposits, UK banks . ., . ... .. 13.4 36 3.7
Sterling deposits, other . . ... .. ... 16.2 13.4 1.2
Foreign currency deposits, overseas . .. 144.8 54.9 2.6
Foreign currency deposits, UK banks . . . 27.8 7.5 3.7
Foreign currency deposits, UK non-banlks 85 19.6 0.4
Assets, marlet loans and advances . 236.9 102.8 2.3
Sterling ... ... L 37.0 19.2 1.9
Foreign currency, overseas . , .. .. ... 1641 57.5 2.9
Foreign currency, UK banks . . . ... .. 19.2 6.3 3.0
Foreign currency, UK non-banls . . . . 16.7 19.8 0.8

Source: Bank of England Quarterly Builecin (May 1991).
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