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Comparison belween Japan and the TISA in Direct IFinancing

and Indirect Financing

~Gofng forward, the axpeclation on Jepan's securities market will grow larger and farger
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(Figure 2)

Schedule of Japanese <Big Bang>
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(Report for Hong Kong)
Recent Banking System Reforms and Outlook for Japan's financial

markets.

Preface

Main object of financial system reform(so called Big Bang) is Banking System
Reform in Japan, because Bank achieve the major role in financial intermediary, [{ is
different from Anglo-Saxon countries, compare with the Reform of financial system in
LIS and Great Britain, where reform of security market is main obiect.

Now our Japanese financial institutions are taking off from serious crisis in
1998 after a explosion of bubble economy and make efforts for revitalization of financial
function with ereation of framework for securitization of financial assets.

[ should like to explain this situation from now, if you permit me to summarize
conclusion, major reforms to deal with the country’s financial system problem were
undertaken, and these became trigger the restructuring of hanking system through
merger and tie-ups that transcend business categories and capital affiliations. But it

needs at least 2 or 3 years for improvement of fully function,

1. Background of the Japanese Banking Reforms (Big Bang)

The major reason behind the Japanese Banking System Reforme is already
cited from Japanese Government and Economists, so it need not explain fully for yvou,
Only | want to stress on 2 points:

(1)Change of environment surround in Banking business

and needs for invigorating the funetion of the money and capital markeis, under the
new environment that Japanese cconomy caught up with US and west Furopean
countrics and that economic internationalization is progressing day by day.

I think most major reason of Banking reform necessity is lo correct the
disproportionate emphasis on depoesits and on indirect finance of Japan's 1,300 trillion
yen of personal financial asscts(FPigure 1 of papers).

Frivate banks which main resource is deposit with fixed interest rates eannot tako
large scale of financial risk just like interest or exchange changing risk. And If massive
personal financial assets are not provided with a place for efficient investment, also
vigor of individual investors is not revived,it will not be possible to achieve the long-
term development of Lthe Japanese capital market,

So securitization and liquidization of bank’s asset is necessary for revitalization of

financial intermadiaries by dercgulation.



(2} Decline of etatus as the function of financial intermediaries

and necessity to enhance the international competitiveness of Japanese financial
ingtitution.

According to grow worse of bank's profits, banking business reform for new
fields became negative. And international competitiveness of banking business is
deelining, especially derivatives trading just Ilike swap and option.

This weakened financial activitics caused decline of Tokyo's slatus as an
international financial center. For example @ fall in number of foreign cﬂmpanies listed
in Tokyo,@ decrease in trading of [oreign exchanges and Japanese shares,

As the economy was integrated into global system, adjustment policy to global
rule and system should have been devised earlier. Segmentation into banks, long-term
credit banks, trust banks, smaller financial institutions securities firms life-insurance
companies, and non-life-insurance companies should have been ended earlier.

Takatoshi ITO, former adviser to Thailand Government said that the Big Bang' -
should have taken place 10 years earlier, ‘Gradualism’ allowed rent-seeking financial
institution to make crucial mistakes during the bubble years, T agree quit with his

apinion.

2. Recent progress of Reformation for Banking and Financial system
(1)Revision about legislative control of financial system

As you know deregulation of interest rate and financial products began
gradually from [985. But it didn't sufficiently effects I mentioned above. So The Big
Bang' policy, a comprehensive devegulation of financial market, is required. This policy
meant reformation of banking system, because Banking eystem achieve most important
role in financial function.

The first step was taken in April 1998 by deregulating the foreipn Exchange law
and regulation. Now anyone can trade and transact foreign exchanges without heing
brokered by authorized banks. And ‘Big Bang' policy classify 4 groups:

(D o expand the choice of options for investors and borrowers.

@ to improve the quality of intermediary's services,and to promate competition AMONE
them.

@ to develop a market which is pasy to use.

¢D to establish a reliable framework and rules for fair and transparent transactions,

About each schedule of ‘Big Bang'plan, you can see on Figure2.



(2) Recent progress and formation of various financial markets

Accompany with deregulation of financial system, various securities markets
were born, in which Structured Financing Product and Repo (Bond loan & borrow)
market became large scale, they perform imporiant role in financial market.

Concerning financial products, with a competition from abroad, for example,
financial institution(Japanese and Foreign) in Japan also became aggressive in
pursuing Y1,300tri, of personal financial assels. The Mutual Fund, Investment Trust
Fund and foreign bonds, which offer higher yields than yen deposits, became popuilar,
(3)About safety net for investors—> I'll touch after next part.

3. Critical points of Recenti financial Reform
(1) Difficulties of dealing with bad-debt problem for Banking sector

Under Capital Adequacy Requirements, burden of non-performing loan limit
positive banking activities(loan business ete.). So each bank hesitate to dealing with
non- performing loan  wait and see the situation.

Let me mention a conclusion in advance, Finaneial deregulation should have been
accompanied by strengthened supervision and legal framework for handling failures of
financial institutions and for restoring confidence in finaneial system. Bul these
positive aclions delayed for bad-debt problem by palitical reason. So the coste on non-
performing-loan disposal became a massive amount as follow.

Cumulative Josses from the disposal of nonperforming-loans by Japanese banks
between fiscal 1991 and 1998,in the wake of the bursting of the economic 'bubble’
reached Y566 trillion. This massive loss on nonperforming-loan disposal far exceeded
Japanese bank's opcrating profits from core business of Y]37.0 trillion during this
period. The excess was financed by net bond-related gains of Y 3.2tr1.,net stock-related
gains of Y12 4tri. and gains on sales of real estate of Y1.7tri., as well as a decreass in
capital accounts of Y17.4tr.

{2) Framework for handling failure and for restoring of financial institutions
After the failure of a big bank like Long-term Credit Bank(LTCB), which had an
international presence, Japanese Monetary Authorities established a major framework
in which a bank failure could be handled in a flexible way with minimum negative
impact on stability of the financial system(see Figured).
At the same time, they maintain the framework of capital injection using public
funds. Bank of Japan has argued that the core of Japan's financial system problem is
the undercapitalization of many Japanese banks. As bank's profitability and access to



private capital markets were limited, public fund were almast the only souree,

Asg the condition of public capital injection, the FRC required explicit plans to
improve profitability that included in some caseswithdrawal of all overseas offices.
The management improvement plan was submitted ta

Undoubtedly, the capital injection is an important step in the right direction. But
it is not the vltimate measure to achieve the final goal of overcoming the banking
problem Bank remove bad loan from their balapce sheels to improve their eagh
flow.This is an important step toward restoring their finaneial intermediary function,
which turn would m:inl;rihum to an economic recovery. Also, further consolidation is
necessary, By promoting consolidation in an effective way, the banking system will
gain efficiency and profitability.

{About safety net for depositors and investors)

Government decided a new regulatory regime from April 2002 on which | wrote
paper. Please look at attached paper.

(3) Prudent behavior of investors and lack of domestic risk capital

Critical factors aboul "Big bang' plan are, I suppose, 2 points.

It is a prudent behavior of investor(depositor) and lack of domestic risk -capital,
White paper by Economic Planning Agency peinted out this point last year. It is caused
not only by national character, but by experience of bubble ecanomy, It takes go much
time to change behavior,

Another is a delay of legislative actions, which due to bureaucracy’s negative etance,

4.0utlook for Japan's financial market after Reform
(1)Incrcasc of business chancee in financial sector
In addition to inerease various finaneial products mentioned above, important

measures have taken in the removal of bad-loan from bank’s balance sheets, They
include the creation of RCC(the Resolution and Collection Corporation) which can
purchase bad loan not only from failed banks but also from solvent banks, a legal
framework for securitization of bad loans,
(2)Reorganization and cooperation throuph business status and nationality
Now we are starting to see good sign in form of merger and alliances in the context of
capital injection, with the announcement by some banks of explicit plans. A
restructuring forced by the pressures in global capital market and the revolution in
banking work by Internet accelerate this consolidation. Consolidation plan among
Daiichi-kangyo Bank, Fuji Bank, Industrial bank of Japan, merger between Sumitomo
Bank and Sakura Bank are this typical sample. Banks are expected to identify the



business areas of relative advantage from a deregulated wider choice of financial
business and seek further profitability and efficiency through consolidation in the
broader context of the Japanese Big Bang.

Japancse bank recognize International situation where, as collaboration of
Deutsche Bank and Dresdner Bank, the radical restructuring happen under way across
COUntries.

() Internationalization of Japancee financial and eapital markets

As a result of the progressive internationalization of the yen, demand for yen would
increase both domestically, and overseas, and husiness opportunities for Japanese
corporation, particularly financial institutions, would increase. In addition for
monetary authority and companies overseas, the internationalization of the yen would
offer the advantage of enabling to diversify exchange risk. Japanese government is
trying to effort for Yen's internationalization, by deregulation of the Foreign Exchange
Law and offering short term Treasury Bonds. But the effect is limited in this area, bad
performance of Japanese economy and zero intercst-rate are one of this reason.

Conclusion

The weak banking system is limiting the option of monetary and fiscal policy.
Also the weakened banking system cannol provide financing for viable industries, go
restoring a robust financial sector is a most important policy for Japanese cconomy.

Now this process is starting, but it needs at least 2~3 yeare for stabilization and
inherent in Japanese financial system. AL the same time, various {inancial market and
products are made gradually by Big Bang.

Our Norinchukin Bank, which have Y50tri. in assets, work hard to strengthen
our position in financial business and deal with the dramatic changes sweeping
through the financial industey, we are also seeking to build new business structure.

I expect your supports [or us to accomplish our business. Thank you.
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