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Developments Relating to Payoffs and the Safety Net

Summary

There was strong opposition in political quarters to the imple-
mentation of the protection of depositors and a safety net for the
financial system as scheduled after the expiration of the special
temporary measure to guarantee the entire amounts of bank
deposits. Consequenily, the three coalition parties and the
Government decided to postpone the lifting of the ban on “payoffs”
(the amount of deposits to be protected in the event of a bank fail-
ure). The Financial Council, mindful of this situation, proposed
that, first, liquid deposits should be totally protected and, second,
measures to stabilize the financial system including measures
against systemic risk should be prepared.

In the period ahead, steps will be taken to give shape to specific
measures along the lines of the proposal, but the measures will
be implemented in and after April 2002, a full year later than previ-
ously scheduled. The preparation of a safety net for agricultural
cooperative credit institutions will be carried out in line with these
developments.
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Arguments heated for and against lifting the
ban on payoffs

Deposits at financial institutions licensed to accept
them will be protected in their entirety until March 31,
2001, uvnder the supplementary provisions of the
Deposit Insurance Law. Each of these financial instilu-
tions is being urged to establish a sound financial sys-
tern by that time by making use of such laws as the Law
Related to Financial Reconstruction and Financial
Function Rehabilitation.

The problem is how 1o handle deposits after that
The so-called payoff system will izke eftect, requiring
depositors to bear a portion of the losses under the
Deposit Insurance Law in the event of a bank failure,
(The payofT is the limit of ¥10 million on the guarantee
that each depositor can withdraw in the event of the
failure of a bank.)

Because public uneasiness about the nation’s finan-
cial system remains, there are strong demands, mainly
among small and medivm-size enterprises, that the 1ift-
ing of the ban on payolls be postponed for such small
financial institutions as credit unions and secondary
regional banks. Amid these demands, the argument that
the lifting of the payoff ban should he put off also
found support in the Liberal Democratic Party, Then, it
was reponed that the Government had reached a com-

promise plan to postpone the lifiing of the pavoff ban

for credit unions only. As a result, the Government and
the coalition parties made a political decision on this
issue: to delay for one year the lifting of the payoff ban.

This decision 15 contrary to the conclusion of the
Financial Council. As reporied in the International
Herald Tribune on Dec. 31, “many Japanese editorial-
ists and banking-industry experts are decrying this
political dr.:r:isi;m.“

Not only the Government and the banking industry
but also political circles were involved in the argument
over the payoff issue because 1t posed a basic problem
relating to financial administration: how to determine
the relative importance of the publie burden, the burden
on depositors, and the regulatory and supervisory poli-
cies toward [inancial institutions.

Some people maintained that the lifung of the pay-
off ban would hit small and medium-size financial
institutions whose managerial foundations have been
severely weakencd by the flight of funds to large finan-
cial institutions. These people proposed that the lifting
of the ban should be postponed or the scope of depaosi-
tor protection should be enjaged in order to prevent
trouble in the financial system, Business circles and
city hanks, on the other hand, asserted that the payoff
ban should be lifled in April 2001 as scheduled on the
grounds that prolonging the protection period would

tarnish internationzl confidence in Japan, hamper finan-



cial institutions’ effons to place their management on a
sound basis, pose a moral hazard for depositors and
increase the cost of protecting depositors (in the form

of public funds and insurance premiums).

Financial Council favors a “small-scale
deposit insurance scheme”

The Financial Council is an advisory body to the
Minister of Finance in charge of formulating a govern-
menl plan 1o address this issue, I ook a cautious slance
as it worked out the {inal plan, expecting the debate to
meet with considerable difficulty.

First, in early July the council reduced the main
problems to eight points in the form of “intermediate
adjustments™ {(Note 1), The biggest issue at that stage
came from differences in basic thinking: the argument
favoring a “large-scale deposit insurance scheme” that
calls for the postponement of the lifting of the payoff
ban and hroader protection of depositors, on one side,
and the argument favoring a “small-scale deposit insur-
ance scheme™ which auttaches importance o self-
responsibility, on the other.

The position one takes on this issue leads o differ-
ences in conclusions about specific items discussed in
the argument, such as 1) the scope of deposits to be
protected, 2) the specific method of paying insured

deposits (a payoff in the narrow sense or transfer of

claims) and 3) steps to be taken when systemic risk is
feared.

The Financial Council further deliberated on these
issucs and announced a prowvisional conclusion in mid-
October, The council came up with a basic policy ta lift
the payoff ban in April 2001 as scheduled and adopt a
small-scale deposit insurance scheme as a rule.
Underlying the policy is the assumption that investor
protection fundamentally involves ensuring the man-
agerial soundness of each financial institution and that
each financial institution should endeavor to place its
management on a sound basis. Also, inspection and
monitoring by the supervisory authorities should be
intensified and “prompt and corrective action™ should

be taken appropriately.

Nore I: The main points of debatc at the Financial
Crouncil were as follows:

(1) Basic thinking about the nature of the deposit
insurance scheme (its purpose, role, funclion, ele.);

(2) The method of paying insured deposits;

(3) The general financial assistance method:

{4) Steps to be taken when a receplacle institution
for a failed financial institution is not found or
when systemic risk is anticipated;

(5) The objects of insurance;

(6) The limit on the payment of insured deposits;



{7) The deposit insurance premivm and liability
TESErve;
(8) Completion of an environment to enable deposi-

tars (o assume self-responsibility.

Outline of Financial Council report

The Financial Council proposed ample protection to
prevent difficullies among depositors and stabilize the
financial system. It proposed the following:

First, in handling the failure of a financial institution,
prionity should be given to the general financial assis-
tance system in which the receptacle financial institution
takes over the failed institution’s financial functions,
and the puyment of insured deposits (a payoll in 1he
narmow sense) 1s avoided (Mote 23,

This stance is aimed at maintzining the account
settlement function of a financial institution and protect-
ing depositors on the assumption that the failed finan-
cial institution will not be allowed (o continue doing
business. It means introducing the purchase and
assumption (P&A) system. a system that has been prac-
liced widely in the United Siates in recent years.
(Please see the addendum.)

In order to ensure smonth implementation of the
business transfer formula, the Financial Council urges
that necessary judicial procedures, including the intro-

duction of the financial receiver system, should be

taken and the scope of financial assistance should be
expanded (even in cases where only sound assels and
insured deposits are transferred), It also urpes the
Government to guickly take steps to ensure smoaoth
payment of insured deposits (such as “per-name sum-
mation,” that is, identifying depositors whose names
are scallered on two or more lists, and paying approxi-
mate sums of unprotected deposits) and to simplify the
procedure for taking such steps.

Second, to make it easier for a financial institution
to become the acquirer of a failed financial institution’s
business, stock acquisitions by other [inancial instiu-
tions that are covered by deposit insurance should be
approved, Also proposed is the establishment of rules
for bearing the secondary losses thal may anse afler
the transfer. Further, the bridge bank system should
be adopted as a stopgap measure to ensure the continu-
ance of certain financial functions when no financial
institution steps forward to accept the business of the
[ailed bank, causing the transfer of business to lake
much time.

Third, to prevent systemic risk, the Financial
Council has approved as an exceptional measure the
infusion of public funds exceeding the cost of a payoff
to a financial institution that is in a management erisis

{explained belaw),



Nate 2+ Two alternative systems o seitle the failure
of a bank are envisaped. One is an insured-deposit pay-
ment system (a payoff in the narrow sense), The other
is o general financial assistance system (under which
financial assistance within the cost of the payoffs is
extended to the financial institution that acquires a

failed financial institution).

Liquid deposits also to be totally protected

How to set the framework for deposits to be totally
pratected remained a knotly 1ssue throughout the
debate in the Financial Council, which was camied out
in deference to the group demanding postponement of
the lifting of the payoff ban (Table 1)

Coneclusions were made rather easily to include in
the scope of protection interest on deposits and bank

debentares held by individuals and deposited for safe-

keeping and to exclude foreign-currency deposits from
the cover of protection. Regarding what to do with “lig-
uid deposits,” on the other hand, the council postponed
its conclusion ontil it submilied its final report in late
December 1999, This is because secondary regional
banks, Shinkin banks and credit unions, which are
opposed to lifting the payoff ban, strongly demanded
total protection, and local public bodies also demanded
total protection of public deposits.

The council decided to totally proteet liguid
deposits under certain conditions (either allowing no
interest 10 accrue or allowing interest of a very low rate
to accruc) for a set period of rwo years lo prevent i
moral hazard for depositors. The council also decided
to totally prolect public deposits o ensure a balance
with the tatal protection of liquid deposits. Mareover,

to protect small and mediom-size cnterprscs, the coun-

Table 1. Coverage of the existing deposlt insurance scheme

Deposils covered by insbrance |

—

Deposits not covered by Insuranca

O Dopasits not including tThase in tha right calumn
Current daposils
Ordinary depasits
Dapozits at nolice
Depasits lar lax paymanis
Savings deposils
Tirne deposiis
Special deposits
O Installment savings
 Inslallmenis
O Momney ir trast with a principal guaranise
{lnans in trust such as "Big" moludad) |

) Foreign-currency deposils

0 Doposis at toraign banks' branches in Japan

O Offshore deposits

Ot Doposits Trom the central government, local public beoies, etc,
O Daposils rom Deposil Insurance Corparation

2 Anonymous deposils

O3 Doposits In fictitous names

O Induced deposils

O Money in trust without guarantee of princlipal {such as "Hil"}

O Rank debenlures |

Source: “Mechanism of the Deposit Insurance Schema® by Ihe Ministry of Finance




cil decided to approve offsetting debt against deposits

in the event of the failure of a financial institution,

Safety net to provide against systemic risk

Even after the nation’s financial system begins 1o
stabilize as a result of self-help efforts by financial
institutions o place their management on a sound basis,
systemic risk that makes i difficult to maintain the
entire credit order or thai destabilizes the national or
regional economies may emerge if o financial institu-
tion goes bankrupt, and it 1s expected that no ordinary
framework for the disposal of failed banks will be able
to counter such risk. To provide against such an emer-
gency, Japanese authoritics should prepare exceptional
mensures, measures that are also provided for in the
United States.

Reparding the method, the Financial Council has
propused specific framework steps such as extending
temporary [nancial assistance that exceeds the cost

of 2 payoft, increasing the troubled bank's capilal,

Table 2, Changes in the deposit insurance premium (%)

A X Special insurance
: 1| proemum®

Fiscal 1971
1982

1986

L 1995_ i Sl
“To be abolished atter the ban on payoffs iz ifled,

and placing such banks under special public manage-
ment. Because a strict procedure must be followed
to take exceptional measures, the Government is
scheduled to set up a “Financial Crisis Countermea-
sures Council” ta replace the Financial Reconstruction
Committee after the reorganization of ministrics and
agencies.

The tariff of deposit insurance premiums, which are
the revenue source for deposit insurance, will be kept
unchanged, and the planned introduction of a variable
insurance premium requested by city banks will be
shelved. As a result, the special insurance premium
{(0.036% as the revenue source for financial assistance
in excess of the payoff cost), considered to be a tempo-
rary measure included in the sevenfold increase (from
0.012 percent to 0.084 percent) since fiscal 1996, will
be continued. The framework on public funds will be

retained, though reduced.

Another amendment may become necessary
in the future

The report by the Financial Council urges financial
institutions to ensure market discipline through the hifi-
ing of the payofl ban as scheduled and the introduction
of a “small-scale deposit insurance scheme.” However,
the coalition parties and the Government decided to

postpone the lifting of the payolf ban for ane year. The



report also contains such measures as broadening the
scope of protection to include liquid deposits and
prepasing for countering sysiemic risk.

Legislative action will be taken in line with the
above policy toward enaclment of law in or after April
2002. But the Government will have to amend the pay-
off system again when the financial system is normal-
ized (explained below). Pending the Ilegislation,
progress will be made in solidifying the management of
financial insutwtions, particularly regional ones, and 1n
disposing of failed financial institutions through the use
of public funds. But, at the same time, accelerated reor-
ganization of the financial industry is unavoidable,

In order to prevent excess debts from swelling fur-
ther after a failure, the Government will have to
actively apply “prompt and comective aclion” and

quickly dispose of a failed bank (Note 3).

Nate 3: Thas 15 the reason that Michio Gehi, minister
in charge of financial affairs, said he would urge finan-
cial institutions to bolster their care capital by using
public funds in addition to capilal expansion through
the allotment of new shares (o third parties
{he said he would not stick to 8 percent alier the infu-
sion of public funds) and he would carefully watch
financial instititions whose capital-adequacy ratio is 5

percent or less,

Viewpoints lacking in the Financlal Council's
report

Both the above-described report by the Financial
Counci! and the present deposit insurance scheme have
problems. There are demands from various quarters
that the following problems be studied when the
scheme i5 reexamined:

The [irst problem is the lack of coordination with
the postal savings program. In the case of private
financial institutions, the principle of self-responsibil-
ity and markel discipline underscores the structuring of
a safety net, but the principal of postal savings is
totally guaranteed, and there is no burden of deposit
insurgnce premiums. Moreover, postal savings col-
lected at a high interest rate will come due in and after
the summer of 2000. Further, the practice of depositing
postal savings with the Ministry of Finance's Trust
Fund Burcau will be abolished in Aprl 2001 in a sys-
lem reform. As a resull, & massive movement of funds
now in postal savings is foreseen. In order to keep the
market orderly, the ministry has agreed 1o sell govern-
ment bonds held by the Trust Fund Bursau to the Bank
of Jupan under a repurchase agreement. Regarding this
issue, the Regional Banks Association of Japan has
asked the ministry to ensure fair conditions of compe-
tition between the postal savings program and private

financial institutions. Cerainly, a reexamination is



desirable for the sake of balance.

The second problem is to determine how to handle
public deposits. Public deposits are managed by desig-
nated Mnuncial institutions under the Local Autonomy
I.aw and differ in character from the deposits of compa-
nies and individuals, which are managed on the deposi-
tors” own responsibility. Therefore, there is a strong
body of opinion in the banking industry that even
if public deposits are totally protected for the time
being, @ dilferent scheme and a different way to bear
costs from those for private deposits should be adopted
in the future.

A new financial environment should be considered
with attention paid also to these points. For example,
the relationship between the safety net on the one hand
and the regulations and supervisory policy regarding
financial institutions on the other should be recxam-
incd, What to do with the insurance premiums, which
are the cost of the protection, should also be studied on
the assumption that a bank specializing in settlement
will come into being and that there will be new enlnes

in the banking industry from other industries.

Progress made toward completion of safely
net for co-ops
In parallel with the Financial Council debate, a

council of experts in agriculture, forestry and (isheries

finance is studying ways to expand the safety net after
the ban on payoffs is lifted. The council consists of peo-
ple from such guarters as the Ministry of Agriculture,
Forestry and Fisheries, the Central Union of Agricul-
tural Cooperatives (Zenchu) and the Norinchukin Bank.

To take thorough measures o protect depositors at
agricultural cooperative credit institutions, the underly-
ing thinking in regard to the safety net includes thesc
points; First, coordination with the Financial Council’s
policy on the handling of other financial institutions
should be ensured, and self-responsibility and cost min-
imization should be basic principles. And second, an
effective framework should be prepared that fits the
specific credit system for agriculture, forestry and
fisheries. Such efforts by the agriculural cooperative
credit institutions are welcome, in contrast to Lthe stance
of credit unions, which are cautious abhout lifting the
pavolf ban,

As shown in Tahle 3, the main items being studied
are 1} whal to do with the savings insurance scheme
(the coverage ol insurance, the melhﬂd.and system for
handling failures and insurance premiums), 2) how to
handic the prefectural credit federations and the
Norinchukin Bank under the Savings [Insurance
Scheme, and 3) other stabilization measures (early
detection and disposal of had loan claims).

In view of the distinguishing characteristics of agri-



Table 3. issues related to agricullural cooperative credit institutlons® safety net

Main paints ang apinions

Basically the same approach as in the ease of the Deposit Insurance
Scheme, bul JA's characterislics should be laken into account.
{a) Ojects of inguranca ® Basically he same as In the case of the Dapasit insurance Scheme

{0 How 3 failed bank should be disposed of; system ol disposal| e Public management, eic., io ensure smooth and promp disposition of a
falad financial institution
& PEA scheme ar @ similar schame

ar

{1} Smvings Insurance Scheme aller the ban on payolls is lifled

e — e ——

() Insurance premium » Advisability of introducing a vanable insurance premium fa be studied.
(2] Metnad of handing prateclural credil fedarations and tha ® MNaod to counter sysleamic risk
Marinchukin Bank under the Savings Insurance Scheme ® Need to handla prefectural credit federations of agricultural cooperatives

and the Maorinchukin Bank in order lo promplly counter a crisis in the
management of agricultural cooperative credd instilutions and minimize
the cost
& Advisabilily of making 1hem ebjecis af the Savings Insurance Scheme (o
. be studicd.
T e
& Negd to complele preparations (o avert handling tihrough a payal!
& How a suppart systeam considering the organizational consclidation af
various enterprises should bo studiod.

= 5 A e =

[1) EHarts to pravant fallures and for carly dotection & Neod to complele a system for early detectian of managemant
detericration and early guidance lor improvemen)

& Need lor close cooperalion between prefeciural governmonts and
agricultural cosparalive credit institulions

® Need to esiablish a Servicer loe agriculiural cooperative cradil ingtliutions

|' lo ensure smooth disposal and colleclion of bad loan claims

& Parlicipation in investmant in and lpans (o a Servicer far agricultural
cegparative crodil Instiutians fom the Savings Insurance Crganizalion
{RTC for the savings insurance arganization)

i {2} Dusposal of bad loan claims

Sourca; "D&A about Payolls for JA Porsonnal’

cultural cooperative credit institutions, one problem is Norinchukin Bank under the Savings Insurance
the diversification of the periods in which receptacle Scheme will be a focus of study.

inslitutions lake over business transfers from failed In that case, it is very likely that a safety net that
hanks. Anather is the framewark to be established if ensures alignment among dillerent business categonics
systemic risk is anlicipated. In this conneclion, how will be structured, considering, among other things,

to handle prefectural credit federations and the compatibility with the federations of financial organi-



zations that are not yet members of Deposit Insurznce Mational Federavon of Labor Credit Associations

Corporation, such as the Zenshinren Bank and the {Rokinren). {By Hiroaka Aramaki)

Addendum: The U.S. practice of purchase and assumption (P&A) provides an example

& Suspension of Aepayments Firancial
i daeposit repayrnents of dupusiis\ assislance

= e ISSSST
il |__ | A osound
| Inheriting assols Tinaneigl insiiutian
and llabilities
*There are cases in which Ihat pard of
a deposil it @xcess ol 5100,000 is cul off




