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lending to companies that are paying interest but are nevertheless reporting losses, which came under
the second category, leading some to point out that the definition was too broad to signify bad loans.
However, others pointed out even forcefully that the actual size of bad loans could be even larger
because the figures were based on the banks’ own assessment. In fact, an examination of cases such as
the Long-Term Credit Bank and Nippon Credit Bank, which have been handed over to state-control,
reveals that their bad loans far exceeded the total amount reported under the second to fourth cate-
gories.

As we have seen, while there has been a significant improvement in the disclosure of bad loans com-
pared to the past, it has come about through a passive gesture on the part of the Ministry of Finance,
which was forced to do so in response to the heightened mistrust against its stance, and so far has not
been sufficient to restore credibility. Especially because in March 1998, public funds were extended to
the major banks as the worsening bad loans problem led to the problem of inadequate capital. This was
done on the premise that none of the banks had liabilities exceeding assets, but eight months’ later,
when the Nippon Credit Bank was placed under state control, it was revealed that the bank’s liabilities
had already been in excess of its assets at the time public funds were extended, heightening mistrust in
the regulatory authorities. Furthermore, in 1999 there was to be a second infusion of public funds,
based on the recognition that the economic slump was being made worse by the banks’ loan recovery
activities and tighter lending policies, which were caused by their inadequate capital levels. However,
there has not been a sufficient effort on the part of the banks towards drastically improving their oper-
ations, which should be the premise of any extension of funds.

It is certain that the bad loans problem in the banking sector has posed a major obstacle in pursuing
financial reform. Its basic principle is to place greater importance on the market and to force speedy
exit of banks with unsound operations, and to that end, prompt corrective action has already been
adopted. Here, the basic idea is that a bailout of a financial institution and protection of depositors
should be treated as separate issues. In other words, the financial system and the depositor are what
needs to be protected, and that a shakeup of unhealthy financial institutions should rather be wel-
comed. Based on this idea, deposits are to be fully protected for the time being. However, as seen from
the serious impact left on the regional economy by the collapse of the Hokkaido Takushoku Bank, in
reality an extremely critical situation could arise in the real economy, depending on the process of debt
takeover. It is also true that prompt corrective action accelerated the tightening of lending by banks,
leaving no way out but a further extension of public funds. For this reason, a view has recently
emerged in some quarters suggesting the postponement of the pay-off system originally scheduled to
take effect from April 2001, for the reason that the withdrawal of large deposits would significantly
affect the banks. There is certainly concern that proceeding with the original reform schedule could

further worsen the economic slump. However, the confusion and mishandling of the bad loans issue in
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the past several years, beginning with the problem of the housing loan companies, were not caused by
the reform itself, but may be attributed to the way they were handled and in the moral decline at the
regulatory authorities. Therefore, although one cannot rule out the possibility that some need may
arise for slowing down the pace of reform, it is necessary to proceed with financial reform while pursu-
ing policies for recovering the economy, which is at the root of the bad loans problem.

2. Strengthening Depositor and Investor Protection

Another important weakness in Japan’s financial reform is the lack of sufficient consideration for the
infrastructure of financial transactions. For example, in order to ask the investor to exercise self-
responsibility, it is necessary for trustworthy information to be disclosed in a timely manner in order
to enable the investor to make the decisions. But we have already seen the situation concerning disclo-
sure of information on the banks’ bad loans, and in general, corporate disclosure in Japan has not been
sufficient. This is what led to the situation where stocks of targeted companies were sold en masse in
the market on speculation borne of uncertainty. To repeat, as long as we are to proceed with financial
reform in the direction of respecting market principles, thorough disclosure of information is the only
. method for avoiding such situations.

With regard to securities trading, the past rule of concentrating orders for listed stocks to existing
stock exchanges has been abolished to allow for off-exchange trades. However, as several exchanges
come into existence, without a system for distributing pricing information and orders integrating
those exchanges, it could lead to a situation where these exchanges remain mutually separated. This
issue of “market fragmentation’ has been a recurrent issue in America ever since order concentration
rules were abolished in 1975. In America, through reforms in the securities industry undertaken since
1975, the National Market System was created, which consists of integrated bid and offer information
and transaction information, and an order distribution system between markets. Unless these condi-
tions are met, any ‘competition among markets’ will only cause confusion and reduce the fairness and
transparency of trading. However, Japan has opted for setting certain pricing limits on off-exchange
trades, for the reason that the creation of such a system would be costly. As a result, there arises the
possibility that a price of a stock listed on an exchange could differ between the price set at the
exchange and the price at which it is traded among brokers. Was it necessary to lift regulations against
off-exchange trades at the cost of inviting such a situation?

In the issue of setting up infrastructure, ensuring depositor protection and investor protection is
probably the most important. That is because as the abolishment or easing of financial regulations
increase competition among financial institutions and lead to more closures, one cannot hope for sta-
bility in the financial system without a sure-proof safety net. The revised deposit insurance law of 1996
stipulated that deposits will be protected to the full amount until March 2001, that a Resolution and

Collection Bank will be established as a receptacle for the failed credit cooperatives, to which the
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Deposit Insurance Corporation will extend financial support. Furthermore, following the collapse in
November 1997 of Hokkaido Takushoku Bank, one of the commercial banks, the law was revised again
in February 1998, making it possible for the Deposit Insurance Corporation to take out a maximum
loan of 10 trillion yen from the Bank of Japan with government guarantee. With the revision of the
deposit insurance system, the framework for depositor protection in the case of a bank failure has
more or less been completed. Interest has now shifted to the impact of the pay-off, which is to take
effect in April 2001.

In contrast, the issue of securities investor protection has had its twists and turns. In Japan a fund
for protecting investors had existed since the establishment of the Compensation Fund for Safekeeping
Securities in 1969. However, the upper limit for compensation was 2 billion yen per securities company,
which meant that if a securities company with 10,000 customer accounts collapsed, the amount that
could be compensated was a mere 200,000 yen for each account. But under the ‘Convoy administra-
tion,” there were no cases of failure among securities companies until 1996, so the weakness of this sys-
tem was not especially a problem. However, in 1997 Ogawa Securities, Echigo Securities, Sanyo
Securities and Yamaichi Securities collapsed one after the other (Table 3), turning under-funding of the
Compensation Fund into a serious issue. Furthermore, since more securities companies were expected
to close as financial reform progressed, it became necessary to strengthen and expand the securities
version of the safety net.

Thus in December 1998 the Investor Protection Fund was established, and securities companies
were obligated to join. The upper limit for compensation was raised to 10 million yen per investor.
However, here separate management of client assets surfaced as a major problem. Under the
Securities and Exchange Act, separate management was limited to securities entrusted by customers
such as stocks, leaving cash from a customer’s sale of securities, margin accounts, or substitute securi-
ties to be used as operating funds by securities companies. Due to this practice, in the case of the col-
lapse of Maruso Securities, it was unable to return customers’ assets, and required the Compensation
Fund for Safekeeping Securities to provide funding instead. Seeing this situation, foreign securities
companies demanded complete separation of customer assets as a prerequisite for the establishment of
a new investor protection fund, and discussions between domestic and foreign securities companies
yielded no compromise. In the end it led to an extraordinary situation where two separate investor
protection funds were created. Meanwhile, separate management of client assets was set to start from
April 1999.

It is necessary to note here that depositor protection and investor protection differ in substance.
While in the former case the subject of insurance is the deposited principal at the time of a bank failure,
in the latter case the subject of insurance is in substance the trading of price fluctuating products, and

therefore compensation for losses incurred in the course of the transaction is excluded. In other words,
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Table 3 A List of Insolvent and Newly Licensed Securities Companies : 1997-99

A. Insolvent Securities Companies B. Newly Licensed Securities Companies

July 1997 | Ogawa Securities Co. July 1997 | Tokyo Folex Securities Co.

Nov. Sanyo Securities Co. Nittan Brokers Securities Co.
Yamaichi Securities Co. Aug. D-brain Securities Co.

Dec. Maruso Securities Co. Oct. Ueda Tanshi Securities Co.

Jan. 1998 | Echigo Securities Co. Feb. 1998 | Angel Securities Co.

April Matsuhico Securities Co. Akushies Japan Securities Co.

June Nakamura Securities Co. Yagi International Securities Co.

July Nisshin Securities Co. July Nisshoiwai Securities Co.

Aug. Toho Securities Co. Sparks Securities Co.

Sep. Ishizuka Securities Co. Nov. Mirai Securities Co.

Oct. Showa Securities Co. Yamane Prebon Securities Co.
Yamakichi Securities Co. Nakaizumi Securities Co.

Nov. Tokyo Flower Securities Co. Dec. Twenty Twenty Securities Co.
Kyosai Securities Co. Privier Zurich Securities Co.

Jan. 1999 | Nakai Securities Co. Nippon Denshi Keisan Securities Co.
Wakayama Securities co. Rabo Asia Securities Co.

Itochu Capital Securities Co.
Feb. 1999 | Mitsubishi Shouji Securities Co.

_ Source. JASD

the subject of investor protection is limited to any losses caused by accident. In which case the com-
plete separation of clients’ assets is the essential issue in investor protection, and the maximum limit
of insurance can be said to constitute a secondary issue. Because even if a securities company collaps-
es, investors will be protected as long as customers’ assets are managed under a separate account and
not used for other purposes. To understand this, it would be helpful to consider the system for invest-
ment trusts. Customers who purchase investment trusts from a securities company will not incur loss-
es other than those due to price fluctuation in case that securities company fails, because their assets
are managed under separate accounts by trust banks. This is the reason why there is no need to set up
investor protection funds for investment trusts.

3. Strengthening of the System of Supervision

Finally, there is the issue concerning the system of supervision. The Japanese financial system dif-
fers from that in America, so we must exercise caution in offering simple comparisons between the
two. For example, while both countries adopt a licensing system, the number of commercial banks in
America, despite having greatly been reduced in recent years due to mergers, still amount to about
10,000. And in the case of the registration system adopted for securities companies, there are more
than 5,000 registered members of the National Association of Securities Dealers.

There is therefore an enormous cost involved in supervising such a great number of companies.
While the American supervisory system for commercial banks overlap in a complicated manner, there
was a total of about 6,000 inspectors at the OCC, FRB and FDIC as of 1992. The SEC and CFTC super-
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vise securities trading, with a combined total of about 4,500 employees.

In contrast, Japan abolished the Securities Bureau and the Banking Bureau at the Ministry of
Finance in 1998, and their supervisory authority was transferred to the Financial Supervisory Agency,
which was newly created as an external organ of the Prime Minister’s Office. The Financial
Supervisory Agency took on the responsibility of inspecting and supervising financial institutions.
Seeing only this aspect gives the impression that there has been an improvement in the transparency
and independence of financial supervision. However, when we turn to personnel, we find that the
Financial Supervisory Agency has 165 officials in its inspection division and 68 in the supervisory divi-
sion. There were also 98 officials at the Securities and Exchange Surveillance Commission, whose orga-
nization moved to the Agency intact, and adding inspectors at the regional finance bureaus would only
amount to about 300 officials in all. In general, it is hard to deny that it compares unfavorably with the
American financial supervision system.

Certainly, regulatory costs can be kept low through prior regulation under a licensing system, which
enables the exclusion of inappropriate companies from the start. The Ministry of Finance has pointed
to the effectiveness of Japanese financial administration whenever the number of personnel was men-
tioned. However, that view is no longer persuasive with regard to the securities industry, which has
moved to a registration-based system. Having declared its shift towards retrospective regulation in
financial administration, the Finance Ministry needs to set up a supervisory system in line with that
stance.

Why then, has Japan’s financial reform proceeded in general without making preparations for infra-
structure? The reason seems to be related to the ministry’s motive in promoting deregulation. In fact,
in an environment where fiscal restructuring became the priority following the burst of the ‘Bubble,’ it
was unable to depend on fiscal spending to bolster the economy, and further reduction in interest rates
did not offer much hope in terms of effectiveness either, in the long period of low interest rates. With
no other way out, it gave deregulatory policies the status of the only economic policy that was avail-
able.

Since financial reform was placed in the context of deregulation based on such a motive, an increase
in regulatory costs was not to be tolerated. It is nothing but ironic that as a result, public funds had to
be extended in an even more limitless manner in response to the consecutive collapse of financial insti-

tutions.
VI. Summary and Conclusion

The Japanese financial system is experiencing a major turning point amid an unprecedented finan-

cial crisis. Though one of the causes for the worsening financial crisis may have been the way the shift
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in financial administration was handled. At least, the strengthening of the depositor protection system
and investor protection fund were never given high priority in discussions concerning financial reform.
It is difficult to deny that this amplified concern among depositors and investors, and thus led to the
manifestation of systemic risk.

Japan is currently experiencing a brief respite due to the government’s frantic use of fiscal spending
in its plans to resolve the bad loans problem and to bolster the economy. However, unless banks push
ahead with drastic restructuring, no end will be in sight for the bad loans problem. Also, as separate
management of assets begins in April, there is growing concern that a large number of securities com-
panies will face financial difficulty and be forced to close. Therefore, moves towards re-alignment in the
financial services sector is set to become even more pronounced, and to proceed by involving compa-
nies across a wide array of business sectors.

At this point, it is next to impossible to foresee the new financial system that will emerge in the
aftermath. Financial reform became inevitable as the system became incompatible with the real econo-
my against the backdrop of globalization, and we can only proceed by experimenting with new financial
systems along the way. What should be clear is that there is no return to the old ways, and that such a

course would only worsen the crisis.
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