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1. Introduction

I want to thank you for giving me this opportunity to discuss with you Japan’s experiences in financial services sector reform in 1990s.  I would like to focus on, in particular, financial deregulation and liberalization.  During the course of such discussion, I would like to deal with some aspects of the strengthening of financial oversight structure, which was carried out at the same time that the deregulation was going forward.  I would also try to give an account of the close linkage between the liberalization and improvement of the regulatory frameworks.  In closing, I would try to share with you some lessons learned from our experiences as well as some implications for the undergoing negotiations for financial services under the GATS.

2. Financial Services Sector Reform: Japan’s Experiences

Japan’s financial services sector has undergone major changes since the years 1990s particularly for the past few years.  Let me try to draw out some elements to account for the Japan’s financial reform materialized during this period.  Three significant strands seem to be observed: Namely, (1) deregulation or abolishment of competition-restraining regulation, (2) strengthening of regulatory system to promote the soundness of individual financial institutions, and (3) enhanced financial safety nets.3  In this presentation, I would like to direct our attention to the first two issues, and save the discussion on the safety nets for another occasion.4

(1) Deregulation or Abolishment of Competition-Restraining Regulation

Liberalization in the financial services sector usually takes the form of deregulation or abolishment of competition-restraining regulation.  And such deregulation seems to be frequently driven by economic necessity.  In the late 1980s the Japanese economy witnessed a boom that was later called the “bubble” economy.  The burst of the bubble at the beginning of the 1990s led the economy to the lingering stagnation and asset deflation.  This left the financial services sector in deep inertia.  Liberalization in Japan was expected to resuscitate its financial markets.  And such liberalization of financial services was regarded as one of the key policies in the Japanese government to promote the revitalization of Japanese economy.

In fact, financial deregulation with the intention of improving the efficiency of the financial system was already launched in the 1980s and progressed gradually. But it is the Financial System Reform, which was announced in November 1996 and effected in December 1998, that did accelerate the deregulation in a drastic and comprehensive manner, under the name of “Japanese Financial Big Bang.”  This “Big Bang” reform was designed to enhance the scope of competition and market discipline, aiming at completing liberalization of financial services under the notion of “free, fair and global.”
The drastic amendment to the Foreign Exchange and Foreign Trade Control Law was the first step in this reform. The Banking Law, Securities and Exchange Law, Insurance Business Law and other twenty or so financial related laws were also amended according to the pre-set timetable.

Liberalization of Foreign Exchanges

According to the new Foreign Exchange and Foreign Trade Law, distinction between the domestic and foreign financial markets disappeared.  In other words, cross-border capital transactions are liberalized.  For instance, prior approval system was replaced by post-facto reporting system, which gives both residents and non-residents more freedom to open and manage foreign currency accounts in Japan and abroad.  The restriction on foreign exchange business was also lifted and any person has been allowed to conduct foreign exchange business simply through registration with the Ministry of Finance.

Liberalization of Financial Services
Besides the above-mentioned liberalization of foreign exchanges, the “Big Bang” Financial System Reform encompassed a wide range of areas.  The reform was designed to enhance the scope of flexibility in business strategies, utilizing market forces and competition, and to adapt the Japanese financial system to the changing global environment.  Main features of the reform include, among others:

· Mutual entries of banks, securities industry and insurance companies into each other’s business areas by way of establishing subsidiaries or holding companies5;

· Cross sales of certain financial products, such as banks’ sale of mutual funds and some insurance products;

· Complete liberalization of brokerage fees;

· Deregulation in the securities markets, such as abolition of government approval of listings of stocks; and

· Improving legal and regulatory schemes to facilitate securitization of various assets, such as streamlining the issue and trade of asset-backed securities through forming special purpose companies.

In today's global market, the key to success is the ability of financial institutions to develop innovative financial products tailored with customer's needs. It is thus very important for the authorities to provide pro-competitive regulatory frameworks, which may support appropriate financial innovation.

(2) Strengthening of Regulatory System

Throughout the 1990s and particularly the later half of the decade, when the financial sector liberalization was intensively implemented, the regulatory and supervisory frameworks in Japan were strengthened in many important areas.

Having talked about liberalization on the one hand, I am now addressing the strengthening of regulatory system.  Do my remarks sound those of split personality?

Liberalization and deregulation neither means the abrogation of all rules according to which financial institutions should behave nor the nullification of discipline that the market participants should respect.  What I want to say is that you need to adopt new regulatory frameworks in a newly deregulated financial services sector, since the reform of the regulatory system is closely related to the development of liberalization and deregulation.  The accelerated financial liberalization and deregulation induces the shift to pro-competitive financial frameworks, in which financial institutions with poor risk management tend to be eliminated from the market.  In the meantime, such liberalization frameworks are expected to promote, through market discipline, efforts towards sound management on the part of financial institutions, thus to enhance the stability of the financial system as a whole.   The strengthened regulatory schemes are expected to appropriately respond to the pro-competitive frameworks in a preemptive manner.

Prompt Corrective Action

One of the most important policy initiatives in strengthening Japan’s regulatory system was the introduction of the framework of prompt corrective action.  It established an objective supervisory approach, combined with a mechanism of triggers for regulatory responses.  Under this approach, financial institutions would provide self-assessment of the quality of loans and the capital adequacy, which is followed by the external audit and the regular inspection by the supervisory authorities.  If the financial institutions are found inadequately capitalized as a result of such reviews, regulatory actions will be taken according to the findings of the capital adequacy to address the underlying problems.  Under this scheme, financial institutions can foresee the supervisor’s future reactions and thereby have strong incentives for improvement of risk management by themselves.
Improvement of Disclosure

It is also to be noted that the disclosure standards were strengthened to utilize the market forces in order to establish confidence in the financial system.  Significant improvement was observed generally in accounting standards, including mandating consolidated statements and mark-to-market accounting for financial products.  Given the importance of the problem of non-performing loans, the disclosure standards for such loans were made equivalent to the most advanced international criteria.

“Public Comment” and “No Action Letter”
Another aspect of the improved supervisory structure was enhanced transparency of rules and regulations applicable to financial service providers.  Ambiguous rules combined with their arbitrary application by the authorities would undermine confidence of market participants.  In implementing the “Big Bang” reform, consideration was equally given to the establishment of "fair" rules and regulations.  In this context, the Financial Services Agency (FSA) has introduced two improved administrative mechanisms for regulation, namely, “public comment” and “no action letter” to ensure clear and transparent rule-making and their application. 

Under the current system, when the FSA intends to introduce new regulations or amend existing ones, “public comment” is sought usually for 30 days according to the provisions of the relevant cabinet decision.  Comments from the public are considered within the Agency in formulating regulations.  “No action letter” is a system whereby financial services suppliers can confirm that the services they intend to offer are not illegal or prohibited under the current legislation, thereby offering legal certainty for conducting new business in advance.  The introduction of these systems has proved highly effective in ensuring transparency of financial services regulation and confidence in the supervisory authorities. 

3.
Lessons Learned

Now, I would like to share with you some lessons learned from Japan’s experiences of financial services sector reform and accompanying liberalization in financial services.
The first point I would like to make is that the challenge is to establish appropriate regulatory frameworks in order to improve both the efficiency and soundness of financial system:

As I mentioned earlier, the reform of regulatory frameworks is closely related to the development of liberalization and deregulation.  Supervising a traditional highly regulated financial system is much different from supervising a deregulated system open to domestic and foreign competition.6

The traditional type of regulation means that financial institutions have low incentives to adopt adequate risk management policies, and regulators tend to stick to formalities rather than actual risks.  Such traditional regulation inclines to protect domestic financial services sector from outside competition.  This appears to harm the efficiency, to deteriorate the soundness of financial institutions, and, as a result, to increase systemic risk.

Today’s developed financial system has been characterized by diversification of instruments and markets, which is accompanying both risks and merits.  Accordingly, modern regulations need to be more flexible than traditional ones.  Modern regulatory frameworks should encourage competition and innovation to maximize the merits of developed financial system.  But at the same time the modern regulatory frameworks are expected to discourage financial institutions’ unsound risk taking and to urge them to comply with statutory standards, codes and practices with a view to avoiding illegal and reckless behavior.

Modern regulation should put more responsibility on financial institutions themselves.  Supervisors should focus on monitoring and evaluating risk management, internal controls and corporate governance of the financial institutions.  One example of such regulatory mechanisms is the prompt correction action policy, which I already discussed about in Japan’s experiences.  Under the prompt corrective action scheme, the financial institutions can foresee the supervisors’ future reactions and thereby they have high incentives for improvement of their own risk management.

In this context, it should be noted that, from the standpoint of market discipline, timely and accurate disclosure by financial institutions plays a critical role to induce them to improve risk management under the pressure coming from evaluation and assessment of market participants.

The second point is as to how the “commercial presence” of foreign financial institutions serves the strengthening of domestic financial markets:

In addition to the improvement of liberalization and the need for the strengthening of regulatory system, from the standpoint of the GATS, there would remain two more important aspects of Japan’s financial services sector reform; namely, improved “market access of foreign financial institutions” and “liberalization of capital movement.”    It should be recognized that, in the framework of GATS, these two aspects are neither identical nor similar, although they are closely related to each other, and some GATS commitments would be meaningless without necessary cross-border capital flows.  It might also be appropriate to distinguish two modes of market access by foreign financial institutions; namely “cross-border supply” and “commercial presence.” 7  While you may recall that cross-border capital movement has been totally liberalized in Japan, however, I would not move deeper into these distinctions, I would rather focus on the aspect of commercial presence.

As I briefly mentioned, the problems of non-performing loans (NPLs) were progressively riding down on the Japanese financial institutions in the years following the burst of the bubbled economy in the early 1990s.  In the latter half of 1990s, a string of financial failures broke out, which was never before imagined in the conventional system.  During this period, Japan witnessed acquisitions of a lot of those failed financial institutions by foreign institutions and capitals.  The improved access of foreign financial institutions, in particular, taking the form of commercial presence, has also contributed to absorbing the non-performing assets held by Japanese financial institutions.  And this has served to improve domestic financial institutions’ efficiency and business capacity.

Apart from our own experiences, It has been acknowledged that, generally speaking, commercial presence would contribute to increasing the inflow of long-term capital, improving transparency and flow of information, transferring skills and technologies, and creating job opportunities in local labor market.  In the context of financial services, allowing commercial presence under the GATS could serve not only the expansion of the domestic financial markets, but also fostering further sound and robust financial markets.8
It may be too early to make definite assessment of Japan' s efforts for the liberalization of financial services sector under the “Big Bang” reform and the strengthening of new regulatory frameworks.  But it is our firm belief that such efforts would continue to provide a solid basis upon which not only Japan’s financial services sector but also its economy as a whole would regain its strength in the near future.  For this reason, in spite of its ongoing stagnation, Japan has been and is pressing forward the process of liberalization of financial services and necessary regulatory reform.

Notes

1. These views expressed in this note are those of author’s own and do not necessarily reflect the official views of the Financial Services Agency of Japan.

2. Japan’s financial administration scheme has undergone major changes for the past few years.  In the past, the Ministry of Finance (MoF) had combined responsibility for conduct of business and prudential regulation as well as authority over planning and policymaking of the financial system.  Banking, insurance and securities oversight had been joined in a single regulatory authority of the MoF.  This was, however, drastically changed in the course of regulatory reform conducted in the latter half of 1990s.  The Financial Supervisory Agency Establishment Law passed in June 1997, and the Financial Supervisory Agency was established within the Prime Minister’s (PM’s) Office in June 1998.  Financial inspection and supervision functions were transferred to this newly established agency from the MoF, while the Ministry retained financial system planning and financial crisis management functions.  The Financial Reconstruction Commission was established in December 1998, as a temporary organization, to deal with the re-capitalization of viable banks and the failures of financial institutions, and the Financial Supervisory Agency was placed under the Commission.  In July 2000 the Financial Supervisory Agency changed its name to the Financial Services Agency (FSA) and took over system planning and remaining policymaking functions from the MoF.  In January 2001, in conjunction with reorganization of the central government agencies, the Financial Reconstruction Commission was abolished, and the FSA absorbed the Commission’s functions. At that time the FSA became an external organization of the Cabinet Office, which was renamed from the PM’s Office.  While the FSA and MoF shares responsibility for planning and policymaking with regard to handling the bankruptcies of financial institutions and financial crisis management, this is the MoF’s only involvement in developing financial system measures.
3. In this part of discussion, the author owes a lot to the views of Takafumi Sato (see "Japan’s Prudential Policy in Transition – Centering around Change in the Financial Failure Resolution System," presented at the IADB-JCIF workshop on March 10, 1998).  However, the discussion here is not necessarily intended to represent his views, and possible misunderstandings are naturally those of the author’s own.

4. In the latter half of 1990s, the Japanese financial systems were urged to be equipped with well designed safety nets to prevent systemic risks from materialization and to appropriately protect depositors, policyholders, and investors in case of resolving failed institutions.  The deposit insurance system in Japan has been strengthened through the 1990s and particularly since 1998.  During the same period, the Life and Non-Life Insurance policyholder protection corporations were established and then further strengthened.  The investor protection funds were also established in 1998.  In addition to these measures enhancing financial safety nets, two laws were enacted in October 1998; namely the Financial Reconstruction Law which stipulated the provisions to address failed institutions, and the Financial Function Early Strengthening Law which authorized the injection of public funds into banks to be re-capitalized.

5. One of the most distinct features of traditional financial system in Japan was the high degree of specialization and compartmentalization. Before the 1990s, financial institutions had been prohibited from entering into different sectors of financial services such as banks conducting securities business. Furthermore, in banking and insurance sectors, there existed such ban on mutual entry even at the sub-sector level, such as long-term banks entering into short-term banking business, or life insurance companies conducting non-life insurance business. With the rapid progress of financial innovation and globalization, it became obvious that such restriction on mutual entry not only hampered sound competition among financial institutions, but also prevented them from benefiting from wide-raging financial activities available in global markets. While mutual entry was gradually allowed from the beginning of the 1990s, the "Big Bang" reform completely abolished a ban on mutual entry by financial institutions. First in 1993, banks were allowed to conduct securities and trust business in limited areas through the establishment of subsidiaries. Separation of short-term banks and long-term banks was abolished in 1998, while mutual entry into banking and insurance sectors has been allowed since 2000. Since 1998, financial institutions have been allowed to establish holding companies to integrate and control financial companies conducting banking, securities and/or insurance business. Insurance Business Law was amended in 1996 to allow mutual entry into life and non-life insurance sectors. 

6. In this part of discussion, the author owes a lot to informative and insightful speech by Lars Nyberg, Deputy Governor of the Sveriges Riksbank, at the Association of Professional Bankers, Colombo, Sri Lanka, on August 26,2000, which shows his efficient sense of synthesis.  However, the discussion here is not intended to summarize his views.  Actually, partly due to the diverse state of affairs between Japan and Sweden, the author’s own views are different from his in some points.  Anyway the possible misunderstandings are genuinely those of the author’s own.

7. In this part of discussion, the author owes a lot to the views of Yoshio Okubo, who was Chairman of the WTO Committee on Trade in Financial Services in 1997 (see "The Role and Scope of GATS in Financial Services - some implications for capital account liberalization," at the IMF Seminar, on March 10, 1998).  However, the discussion here is not necessarily intended to represent his views, and possible misunderstandings are naturally those of the author’s own.

8. Masamichi Kono and Ludger Schuknecht ("How does Financial Services Trade Affect Capital Flows and Financial Stability?" revised draft February 2000) suggested "financial services trade liberalization, which promote the use of a broad spectrum of financial instruments and allow the presence of foreign financial institutions whilst not unduly restricting their business practices, results in less distorted and less volatile capital flows and promote financial sector stability."
__________

7
7

