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Abstract

The IPE literature on compliance has presented three theoretically competing
mechanisms to induce compliance with international regulatory regimes: externality-
based, market, and domestic compliance mechanisms. However, most studies on
compliance have limited their analytic focus to formal compliance with explicit
provisions of regimes, neglecting the question as to whether formal compliance
enhances regime effectiveness, which is the fundamental issue of compliance. Yet,
although national authorities implement an international regulatory regime, they
frequently manipulate the implementation to help regulafory targets formally comply
with its explicit provisions but still allow them, in practice, to defect from its objectives.
This study introduces the concepts of cosmetic compliance and comprehensive
compliance, and it analyses the effectiveness of the three compliance mechanisms in
enéuring comprehensive compliance by addressing compliance with a momentous
international financial regulatory regime, the 1988 Basel Capital Adequacy Accord, in
three important Asian countries, Japan, South Korea, and Taiwan, from 1988 to 2003.
All three countries were formally in compliance with the regime throughout most of
the period. However, Japan’s compliance was consistently cosmetic, while Korea and
Taiwan also complied cosmetically during much of the period. A high degree of
comprehensive compliance occurred only in Taiwan during the early 1990s and in
Korea during the late 1990s and early 2000s. All three compliance mechanisms
contributed to formal compliance. However, the externality-based compliance
mechanism and the market compliance mechanism were not effective in ensuring
comprehensive compliance. The operation of the domestic compliance mechanism was
necessary for comprehensive compliance; yet, its effectiveness relied on the capacity of
national authorities to implement it. As a result, the actual outcome of the operation of
the domestic compliance mechanism was affected by domestic factors, in particular, the
capacity to deal with formal compliance failures by regulatory targets, the domestic

distributional effects of compliance, and the independence of the regulatory authority.
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CHAPTER 1

Introduction

This thesis addresses compliance with a single international regulatory regime, the
Basel Capital Adequacy Accord of 1988 (hereafter “the Basel Accord” or “the BIS
standard”).' I compare compliance across three important Asian countries: Japan, South
Korea (hereafter Korea), and Taiwan during the period of 1988 to 2003. The BIS
standard has been the international standard since its establishment, and has been
adopted in some form by more than hundred countries (BCBS 2004a). As a result, the
BIS standard has achieved symbolic significance for regime compliance. Indeed, a vast
number of international relations (IR) studies have researched the establishment of,
international convergence on, or global compliance with the Basel Accord.? However,
the intention of most of these studies is to explain how this event in the history of
international economic relations was achieved, without questioning the nature of
compliance with the BIS standard. In this study, I provide an in-depth analysis of this
issue, drawing attention to the need to rethink the significance of global compliance.
Over the past fifty years, the number and range of international regimes have
expanded rapidly with the development of rules governing economic, social,
communications, environmental, and human rights behaviour.> This mushrooming of
international regimes has led IR scholars to devote a good deal of theoretical and
empirical study to explaining why states have entered into this vast web of agreements,
therefore sacrificing a degree of legal sovereignty (Simmons 1998: 75-76).* In recent
years, studies of international regimes have made significant progress by going beyond

the traditional major theme of regime formation and change to address issues of regime

I BIS is the abbreviation for the Bank for International Settlements. In this study, the term Basel
Accord is used when referring to the Basel Capital Adequacy Accord as an international
agreement, while the term BIS standard is employed when referring to it as a regulatory
standard.
2 See, for example, Ho (2002), Kapstein (1989;1992;1994), Oatley and Nabors (1998), Reinicke
(1995), Simmons (1998), Singer (2004), Tamura (2003b), and Tobin (1991).
* For example, by September 2005, the number of multilateral treaties under the auspices of the
United Nations reached more than five hundreds (see United Nations 2005). :
* Dominant IR views generally argue that governments make commitments to international
regimes in order to secure policy changes from others or to gain influence over other states’
policies (Simmons 1998: 76). '
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compliance.’ In addition, scholars have begun to tackle the compliance not only of
governments but also of businesses, which are the real targets of a growing number of
regulatory regimes in areas such as accounting, the environment, finance, health, and
labour (Bérzel 2000: 2-3; Chayes and Chayes 1993: 193).5

However, despite the burgeoning interest in compliance issues, the concept of
compliance applied in most studies is so narrow that these studies have difficulty
linking their analysis to the issue of regime effectiveness, which is the fundaméntal
question of compliance. Much research limits its analytic focus to formal compliance
with explicit rules prescribed in international regimes, while defining noncompliance
strictly as behaviour in breach of them.” Yet, in certain circumstances, national
authorities do implement an international regulatory regime, but they manipulate the
implementation in a way that helps domestic actors to formally comply with its explicit
provisions but still allows them, in practice, to defect its objectives. In this situation,
both the national authorities and the regulatory targets are in formal compliance, but this
compliance is only cosmetic. Cosmetic compliance can be a menace to the effectiveness
of international regimes, because they cannot solve the problems they were established
to solve. Nevertheless, cosmetic compliance is vastly underexplored.

A growing number of studies suggest that cosmetic compliance is not an
extraordinary problem, but rather a common phenomenon in various international
regulatory regimes. A recent report by the International Monetary Fund (IMF) (2004)
indicates that cosmetic compliance is prevalent in financial regulatory regimes. The
report analyses the implementation of three international financial standards in the
banking, insurance, and securities sectors in thirty-six IMF member (consisting of ten
industrialised countries, twelve emerging market countries, and fourteen developing
countries from Africa, Asia, Europe, the Middle East, and the Western Hemisphere).
The report argues that although the majority of countries formally implemented those
standards, significant weaknesses existed in actual regulatory practice, reducing the
effectiveness of regulation.® In another study, Edith Brown Weiss and Harold K.

Jacobson (1998) demonstrate that the compliance with five environmental regimes in

5 For a review of the literature on regime development and change, see Haggard and Simmons
(1987) and Hasenclever, Mayer, and Rittberger (1997).

¢ See, for example, Mitchell (1994) and Kollman and Parakash (2001).

7 A notable exception that addresses compliance in a broader sense is Weiss and Jacobson
(1998).

8 Andrew Walter (2003) also argues that even after the 1997 Asian financial crisis, a number of
the crisis-hit countries failed to implement the BIS standard strlct]y for political economy .
reasons, as will this thesis argue.
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the United States, the European Union, Japan, the Russian Federation, Hungary, China,
India, Cameroon, and Brazil was frequently weak. Cosmetic compliance is a serious
challenge to the effectiveness of a range of international regulatory regimes.

What determines compliance with international regulatory regimes? Why does
cosmetic compliance occur? To answer these questions, this study analyses the |
effectiveness of three main compliance mechanisms presented by existing literature—
compliance pressures from foreign countries, from the markets, and from domestic
actors—, and examines the factors influencing the operation of these compliance
mechanisms. I argue that although external compliance pressures may induce formal
compliance with an international regulatory regime, they are less effective in restricting
cosmetic compliance. National regulatory authorities can manipulate the
implementation of international regimes in their jurisdictions. The willingness and the
capacity of national regulatory authorities to comply are, accordingly, critical for the
compliance that enhances regime effectiveness. Second, even if national reéulatory
authorities are willing to implement an international regulatory regime in earnest, their
implementation capacity and, in turn, the actual compliance outcomes, are affected by
domestic factors. In particular, I argue that the likelihood of compliance failure—
including cosmetic compliance—increases when governments lack the capacity to deal
with formal compliance failures by the regulatory targets, when compliance costs are
diffused from regulatory targets to politically important sectors, or when the

independence of the regulatory authorities is low.
1.1 Central concepts

An essential first step in the analysis of compliance with an international regulatory
regime is to possess a clear definition of compliance. In this study, compliance is

defined in relation to regime effectiveness. Accordingly, the concept of regime
effectiveness should be firmly established in advance. In addition, this research analyses
compliance with the BIS stahdard by examining how it was implemented, and therefore
the analysis should have a clear definition of implementation. Before proceeding further,

I define these three concepts: regime effectiveness, compliance, and implementation.

Regime effectiveness. The effectiveness of an international regulatory regime can be
viewed from diverse angles. Oran R. Young (1994: 142-152) articulates six distinct

dimensions of regime effectiveness: problem-solving effectiveness, goal-attainment
14



effectiveness, behavioural effectiveness, process effectiveness, constitutive
effectiveness, and evaluative effectiveness. Problem-solving effectiveness is a measure
of the extent to which an international regime operates to solve the problems that it was
established to solve. Goal-attainment effectiveness asks whether an international
regime’s (stated or unstated) goals are achieved. Behaviour effectiveness refers to the
effect of an international regime on the behaviour of the national authorities that
established it or of the regulatory targets under their jurisdiction. Process effectiveness
refers to the extent to which the provisions of an international regime are incorporated
into the member countries’ domestic legal and political system, as well as the extent to
which those subject to the regime’s rules actually comply with the requirements.
Constitutive effectiveness asks whether an international regime gives rise to new soéial
practices. Finally, evaluative effectiveness concerns the extent to which an international
regime produces the desired results in a cost-effective manner.

In this study, which is based on Young’s first dimension of regime effectiveness, the
effectiveness of an international regulatory regime is defined as the extent to which it
attains its fundamental objectives.9 Therefore, the BIS-standard regime is considered
effective when it has achieved the objectives of the Basel Accord. It may not always be
easy to measure regime effectiveness of this kind; the lack of necessary economic data
may hinder the evaluation of an international regulatory regime’s effectiveness.
However, this measurement problem may be solved to some extent by examining
observable effects of an international regulatory regime (that is, whether its members
adjust their behaviour to comply with the ultimate objectives) (see Keohane, et al. 1994:
7-8; Miles, et al. 2001: 4-13).'

It is worth noting that the concept of regime effectiveness is distinguished from that
of regime consequences, which refer to the more general impacts of international
regimes, whether intended or not, issue-speciﬁc‘or general. An international regime may
affect not only the behaviour of those regulated by it, but also the distribution of
capacities, the cognition of different factors, or the values and interests of participants
and non-participants (Ziirn 1998: 632). These factors may be influenced by the regime
in ways that enhance its effectiveness. However, the operation of the regime may also

give rise to factors that reduce its effectiveness. Therefore, while the consequences of an

% This definition of regime effectiveness is commonly employed in environmental studies. See,
for example, Jacobson and Weiss (1998b 5), Miles, et al. (2001: 4-13), and Victor, Raustiala,
and Skolnikoff (1998: 6).

' The problem-solving effectiveness of an mtematlonal regime may require its effectiveness in
the other five dimensions.
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international regime affect its effectiveness, the relationship between the two can be

either positive or negative.

Compliance: cosmetic, and comprehensive. Most studies of compliance with
international regimes define compliance in line with Young’s (1979: 3)
conceptualisation of compliance in his groundbreaking research on compliance with
international public authority. He suggests that compliance occurs “when the actual
behaviour of a given subject conforms to prescribed behaviour,” and, inversely,
noncompliance or violation refers to the state in which “actual behaviour departs
significantly from prescribed behaviour.” In other words, this traditional definition of
compliance/noncompliance narrowly focuses on behavioural conformity to explicit
provisions of international regimes.

This narrow definition of compliance seems useful for empirical studies, as it may
increase the operational clarity of the concept by distinguishing compliance from
noncompliance in clear and replicable ways (Mitchell 1994: 429). However, restricting
a study to formal compliance with the explicit provisions of international regimes may
fail to address the effectiveness of the regime. Given that the provisions of an
international regime are generally constructed in ways to achieve its ultimate objectives,
a high degree of formal compliance may typically be positively related with the
effectiveness of the regime. Yet, where an international regime is inadequately designed,
a high level of compliance can be easily attained without a substantive impact on the
probiems the regime was established to solve (Jacobson and Weiss 1998b: 5; Simmons
1998: 77-78). Alternatively, international regimes where formal compliance levels are
high may explicitly require a low degree of behavioural change (see Downs, et al. 1996:
382-387). The usefulness of a narrow definition of compliance becomes more doubtful
when addressing the effectiveness of a regulatory regime where cosmetic compliance
6ccurs.

The term cosmetic compliance refers to the state in which the behaviour of national
authorities and regulatory targets is formally in compliance with the explicit provisions
of the international regime of concern (in other words, national authorities incorporate
them into the domestic regulations and the regulatory targets are in compliance with the
provisions), but the authorities manipulate the implementation of the regime to allow
the regulatory targets to defect from its objectives. In this situation, the formal
compliance of the national authorities and the regulatory targets does not make an actual

contribution to the regime’s effectiveness. Cosmetic compliance may not be regarded as
16



noncompliance from a legal point of view. However, it can nullify the effectiveness of
an international regulatory regime by hindering it from solving the problem it was
formed to solve. Thus, cosmetic compliance should be considered a form of
noncompliance in terms of regime effectiveness.

The term comprehensive compliance refers to the state in which the behaviour of
national authorities and regulatory targets is in line with not only the formal provisions
but also with the ultimate objectives of the international regulatory regime of concern.'’
Comprehensive compliance augments the effectiveness of the regime by facilitating the
achievement of its objectives. The distinction between these two different types of
compliance makes it easier to evaluate the significance of compliance in terms of

regime effectiveness.

Implementation. In an influential study of domestic policy, Daniel A. Mazmanian and
Paul A. Sabatier (1983: 4) conceptualised (policy) implementation as “those events and
activities that occur after the issuing of authoritative public policy directives, which
include the effort to administer and the substantive impacts on people and events.” This
study adopts this common-sense definition of implementation, but refines it to some
extent to increase its adaptability for international regulatory regimes. In this study, the
implementation of an international regulatory regime refers to activities or measures of
national authorities through which the provisions of the regime are put into practice.
This concept of implementation highlights three salient points.

Firstly, the implementation of international regulatory regimes is not necessarily
positively related to their effe;:tiveness. Implementation is simply a process through
which international regulatory regimes are put into practice. It may be carried out in a
way that strengthens comprehensive compliance, but also may be a way to induce
cosmetic compliance. Accordingly, the nature of compliance with an international
regulatory regime is influenced by the attitude of those who implement it towards its
objectives and provisions.'> Secondly, the concept of implementation brings the
intended behaviour of the actors into focus, while compliance can occur without

implementation. When the rules prescribed in an international regulatory regime match

" The definition of comprehensive compliance is similar to the concept of “substantial
compliance”, which was used by Jacobson and Weiss (1998b: 4)
2" Andrew Gouldson and Joseph Murphy (1998: 15-16) point out that agencies and actors who
are responsible for implementation can exercise discretion in such a way as that the key
principles and objectives of a policy are interpreted, prioritised and delivered, thereby
determining the nature of policy as practice.
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the existing behaviour of the regulatory targets, implementation is not necessary and
compliance is automatic (Raustiala and Slaughte;r 2002: 539). In other words, to use
Arild Underdal’s (1998: 6) terms, “compliance by default” does not require
implementation.'> Compliance can also occur due to uncontrollable external events.'*
Therefore, compliance is not always the causal outcome of implementation. Finally, this
definition of implementation confines it to activities carried out by national authorities,
which is a common usage of implementation in literature.”” Although activities or
measures that are employed by other actors—domestic or foreign—affect

implementation, they are not regarded as implementation per se.

1.2 Theories of compliance

What determines compliance with international regulatory regimes? Literature on
compliance is generally categorised into two schools of thought, which have been
labelled the “management school” and the “enforcement school” since a seminar debate
occurred between Abram Chayes and Antonia Handler Chayes (1993, 1995) and George
W. Downs, David M. Rocke, and Peter N. Barsoom (1996) in the mid-1990s. These two
schools are vividly differentiated by the compliance strategies they propose. The
management school emphasises problem-solving approaches, such as the improvement
of dispute resolution procedures, capacity building, or the development of transparent
information systems, while the enforcement school stresses coercive measures against
noncompliant states by other states.'® However, this simple categorisation of the
literature does not fully capture the relevant literary contributions to compliance study,
namely on harmonisation/convergence and on the effect of international institutions on
state behaviour. In addition, management theorists do not pay much attention to the

issue of why states comply, arguing that compliance with international agreements is

1> The level of compliance with international treaties in the area of tariffs or arms control is high
* because most treaties required states to make only modest departures from what they would
have done in the absence of the treaties (Downs, et al. 1996: 380).
" For example, the economic collapse of the Soviet Union caused its compliance with a number
of environmental agreements (Raustiala and Slaughter 2002: 539).
' See, for example, Jacobson and Weiss (1995), Simmons (1998), and Underdal (1998).
' For the work from the management school, see Chayes and Chayes (1993), Chayes and
Chayes (1995), and Chayes, Chayes, and Mitchell (1998). For the work from the enforcement
school, see, Dorn and Fulton (1997), Downs, Rocke, and Barsoom (1996), and Oye (1986a). A
few scholars argue that the compliance strategies proposed by the two schools are in practice
complementary. See, for example, Tallberg (2002).
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generally quite good;'” meanwhile, the enforcement approach tends to assume that
international regimes are designed to solve collective action problems, even though
there exist international regimes established for different purposeé (see Botcheva and
Martin 2001: 3). I review the body of compliance literature by categorising it into three
broad perspectives—systemic, market-based, and domestic—according to the source of

compliance pressure.
The systemic perspective

Systemic theorists conceive states as rational actors that behave only to further their
own interests in the anarchic structure of the international system. States make
compliance decisions based on cost/benefit calculations. Meanwhile,
compliance/noncompliance of states may have an effect on other states’ interests.

- Accordingly, states that will suffer from negative externalities generated by
noncompliance by others may have the incentive to put pressure on them to comply.
The systemic perspective argues that this compliance pressure from foreign states on
other states may ensure their compliance by raising the costs of noncompliance. In this
study, this compliance pressure is labelled the externality-based compliance mechanism.

States may voluntarily comply with international regimes without external
compulsion if compliance increases theig‘ interests. For instance, in regimes whose
nature is a coordination game, states have a common interest in avoiding a particular
outcome. Such a regime may be difficult to establish when states disagree about the
choice of preferred equilibrium. Yet, once established, compliance with the regime tends
to be self-enforcing, because any state that departs from it would hurt only itself. One
example of a coordination regime is the rule of the International Civil Aviation
Organisation, which requires every flight control centre to have enough English-
speaking staff on duty to direct pilots (Stein 1982: 313-315).

However, international regimes whose nature is a collaboration game face the
problem of monitoring and compliance. In the collaboration game, which can be
typically depicted by the Prisoners’ Dilemma, actors have mixed motives: to cooperate,
and to defect. Each actor prefers mutual cooperation (CC) to mutual defection (DD), but
also successful cheating (DC) to mutual cooperation and mutual defection to

victimisation by another’s cheating (CD). Overall, each actor’s preference ordering is:

'” Management theorists focus on finding factors that hinder compliance and how to improve it.
19



DC>CC>DD>CD. In short, even though the actors can gain from cooperation, they can
gain even more from defection. Therefore, collaboration-game regimes are vulnerable to
defection (Oye 1986b: 7-8; Stein 1982: 304-308, 312-313). For example, a state may
increase its interests in an international trading regime when it exports to foreign
markets but it closes its own markets to foreign countries. Likewise, in an international
monetary regime, a state may strengthen its international competitiveness by devaluing

its currency unilaterally (Gilpin 2001: 90). The prospect of compliance may become
gloomier if states seek not only absolute gains but also relative gains (see Grieco
1988).'® In these circumstances, punishments exacted by states on others for
noncompliance through a means such as tit-for-tat (see Axelrod 1984) may ensure
compliance, as they raise the costs of noncompliance.'®

According to Downs, Rocke, and Barsoom (1996: 382-387), the magnitude of
enforcement needed to ensure compliance increases in collaboration-game regimes as
what they call “depth of cooperation,” the extent to which an international regime
requires states to depart from what they would have done in its absence, grows. They
introduce a bilateral trade-game model, in which the temptation to cheat rises rapidly
along with the cooperativeness of a treaty, while the treaty benefits rise less rapidly. The
increase in the ratio of the benefit of defecting to that of cooperating suggests that
increasingly severe punishment is necessary to prevent defection as the benefits of the
treaty and corresponding restrictiveness of its requirements increase. Therefore, they
argue that the punishment for noncompliance has to hurt defecting states to a point at
least equal to that which could be gained by the violation.

Moreover, international regimes may not be always uniformly Pareto-superior to
non-cooperative national policies (Gilpin 2001: 86; Simmons 2001 591). Some
international regimes may be established by the dominant state or by a limited group of
powerful states in order to promote their own interests. Such a regime may be
considered generally benign if a majority of states can benefit from compliance with the
regime. However, some states may be reluctant to comply without compulsion, because
their costs of compliance may exceed the benefits gained due to compliance (not

because they may gain more from defection), while their noncompliance generates

'® While neoliberals emphasise absolute gains that states obtain from cooperation, realists focus
on both absolute and relative gains. Duncan Snidal (1991) argues that relative gains impede
cooperation in a special case of the two-state interaction, in which the actors have a high
concern for relative gains and nearly disregard absolute gains, while the significance of relative
gains is attenuated where there are more than two states or where states care about a mixture of
absolute and relative gains.

' The enforcement school is generally in line with this argument.
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negative externalities for others. In such a situation, compliance of these states may be
forced by other states that have an interest in their compliance. The control of money
laundering may provide one example, although it is not a highly institutionalised regime.
Some small states (for example, Switzerland, Liechtenstein, or Luxembourg) and some
developing economies had a number of reasons not to adopt tight anti-money
laundering regulations. Nevertheless, led by the United States (with Europe’s eventual
support), the Organisation for Economic Co-operation and Development (OECD)
countries created the Financial Action Task Force in 1989; the task force pressured both
its members and non-members to implement stricter controls over money laundering.
Asa result, a large number of countries, including almost all industrialised economies,
agreed by the early 2000s that money laundering should be considered a crime
(Simmons 2001: 605-609).

It is worth noting that both schools of systemic theorists, the realists and the
neoliberals, emphasises the role of foreign states in ensuring compliance through
pressure, despite the difference in their views of international regimes. Realists argue
that international regimes are epiphenomena of the international power distribution. The
dominant state in the international system establishes international regimes in
accordance with its own interests, and, accordingly, it forces other states to comply with
the regimes. The theory of hegemonic stability offers a classic example of the realist
argument (see Gilpin 1981; Kindleberger 1973; Krasner 1976). On the other hand,
neoliberals view international regimes as decentralised institutions that provide joint
gains to the member states. They argue that international regimes can enhance the
prospect of punishment of noncompliant states through retaliation based on reciprocity
by other member states or through penalisation by third parities of those with bad
reputations, by providing information about states’ compliance or by linking issues to
one another (in other words, by creating open-ended Prisoners’ Dilemma) (Axelrod and
Keohane 1986: 237-238, 249-250; Keohane 1984: 98-106,1992: 178).2° While realists
and neoliberals disagree on the centrality of the source of compliance pressure, they do
agree that compliance may be enhanced by pressure on states from other states that will

suffer from the negative externalities of their noncompliance.

2 Mitchell (1994) and Botcheva and Martin (2001: 11-12) argue that even within a single issue
area an international regime with well-designed compliance systems can facilitate compliance.
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The market-based perspective

The market-based perspective argues that market forces can facilitate compliance with
international regulatory regimes that are accepted by the market. Rules established by
an international regulatory regime may provide a focal point for market actors against
which they can evaluate the competitiveness of the relevant regulatory targets. If market
participants accept the rules as reliable, those who do not conform to them may be
considered non-competitive by market participants and accordingly may be penalised.
Market pressures to comply with the regime’s rules can appear in diverse forms—for
example, differentiated credit ratings, borrowing spreads, or asset allocations. The term
market compliance mechanism in this study refers specifically to compliance pressure
based on such competitive pressure from markets.

It should be noted that although the market-based perspective highlights competitive
pressures from markets, it is not bound by the rigidity of the “race-to-the-bottom” thesis.
The thesis claims that fierce competition generated by the globalisation of the world
economy tends to produce a strong tendency towards regulatory laxity across
countries.?’ However, there are a number of studies to provide counterevidence to this
thesis.? Indeed, it is widely recognised that the optimal system for economic activities
is not a regulation-free world, although there is little agreement on what is or would be
optimal regulation.

The market compliance mechanism has attracted substantial attention from
international financial institutions as a means to promote compliance with “international
(or global) standards” or “best practices.” For instance, the Financial Stability Forum
(FSF), which comprises key financial regulators and supervisors worldwide, has put
significant emphasis on enhancing market incentives as a main strategy to foster the
implementation of “the 12 key international standards for sound financial system,”
which consist of Code of Good Practices on Transparency in Monetary and Financial
Policies, Code of Good Practices on Fiscal Transparency, Special Data Dissemination
Standard/General Data Dissemination System, Principles and Guidelines for Effective
Insolvency and Creditor Rights System, Principles of Corporate Governance,
International Accounting Standards, International Standards on Auditing, Core

Principles for Systemically Important Payment Systems, The Forty Recommendations

2! See, for example, Mckenzie and Lee (1991) and Chan and Ross (2003)
22 See, for example, Basinger and Hallerberg (2004), Busse (2004), Glyn (2004) and Prakash
and Kollman (2003).
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of the Financial Action Task Force on Money Laundering, Core Principles for Effective
Banking Supervision, Objectives and Principles of Securities Regulation, and Insurance
Core Principles (see FSF 2000a, 2000b, 2001).%

There are a few findings subporting the market-based perspective. A study by the
Institute of International Finance indicates that subscribers to the of Special Data
Dissemination Standard, set by the IMF, are able to borrow at a rate that is 200-300
basis point (b.p.) lower than the rate paid by non-subscribers (FSF 2001: 5). Rafael La
Porta, et al. (2002) argue that better protection of outside investors of firms, which is a
key element of the Insolvency and Corporate Governance Standards, tends to promote
the firms’ corporate value; well-protected outside investors are willing to pay more for
the financial assets of the firms, as they expect to receive more of the firms’ profits as
interest or dividends as opposed to being expropriated by the entrepreneurs who control
the firms. In addition, Simmons (2001) argues that market forces may provide
incentives for small countries to emulate the unilateral regulatory innovations of the
dominant state (the United States) in the international financial system. She presents the
case of accounting standards for public offerings as an example; a number of foreign
ﬁrmé have adopted the U.S. generally accepted accounting principles, which are the
standards any firm listed on a U.S. exchange must use.”*

A noteworthy element of the market-based perspective is that the importance of the
implementation capacity of national authorities in ensuring compliance by regulatory-
target firms may decrease under the effective operation of the market compliance
mechanism. Susmita Dasgupta, Benoit Laplante, and Nlandu Mamingi (1998), for
example, show that pollution control regulations were effectively implemented in
developing countries—Argentina, Chile, Mexico, and the Philippines—despite the
incompetent implementation capacities of the national regulatory authorities. They
argue that in lieu of fines or penalties used by the regulatory authorities, capital markets
penalised firms with adverse environmental incidents and rewarded firms with positive
environmental news. Market-based theorists do not preclude the possibility that national
authorities concerned with the competitiveness of firms in their jurisdiction may lead
the firms to comply with international regulatory regimes. ‘Yet, they stress regulatory-

target firms’ voluntary compliance, which is induced by the direct effect of market

2 eStadnards Forum, which is a private entity, provides information on more than eighty
countries’ compliance with the twelve standards on its website,
www.estandardsforum.com/servlet/home.
 Simmons (2001) also attributes the international harmonisation of bank capital regulations on
the BIS standard mainly to market pressures.
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pressures on their own compliance-related cost/benefit calculations.
The domestic perspective

Domestic politics may also affect compliance. In this view, government policy is
influenced by the underlying identities, interests, and power of domestic groups who
constantly put pressure on the central decision makers to pursue policies consistent with
their preferences (Moravcsik 1997: 518). Domestic groups that have ideological
preferences for, or economic interests in, certain international regulatory regimes may
pressure their governments to comply with the regimes. Andrew Moravcsik (1995), for
example, shows that international human rights regimes could be remarkably successful
in western Europe due to the maturity of civil societies, which pressured their
governments to comply with the regimes in order to improve their own democratic
systems. In this study, such pressure from domestic groups for compliance with
international regimes is termed the domestic compliance mechanism.

The effectiveness of the domestic compliance mechanism depends on the capacity
of domestic groups to influence government policy. In a study of immigration policy in
Japan, Amy Gurowitz (1999) argues that the attitude of government, which has its own
preference towards international standards, is an important variable that affects the
influencing ability of domestic groups. The Japanese government had become sensitive
to the issue of internationalisation and international reputation since the 1990s. Pro-
immigrant groups could induce changes in Japanese migration law by exploiting the
sensitivities of the government towards international standards, asserting that
government policy did not meet the international standard. Meanwhile, in a study of
human rights campaigns, Margaret E. Keck and Kathryn Sikkink (1998) show that
domestic groups that lack domestic channels to influence government policy can use
international allies (transnational actors) to apply pressure to the government to change
policies from the outside.

Xiuan Dai (2005) provides a framework to analyse governments’ decisions
* concerning compliance, with a focus on the domestic distributional consequences of
international regimes. Compliance with an international regime has domestic
distributional consequences. Within a country, some groups may gain while others may
lose due to the government’s degree of compliance with the regime. Trade treaties, for
instance, affect import competing firms and consumers differently. Meanwhile,

domestic constituents have the power to sanction the government through various
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mechanisms, because national leaders should be accountable to a variety of
constituencies with competing claims in order to remain in office. Therefore, in making
a decision on the degree of compliance with an international regime, policymakers have
to consider how it may affect the welfare of each different group of constituents. On the
one hand, large interest groups that have significant electoral influence may induce the
government to make the compliance decision biased to their interests. On the other hand,
compliance decisions may reflect special interests if they are better informed about the
policy process vis-a-vis other groups.”> Accordingly, Dai argues, a government’s _
compliance decision is determined by the electoral leverage of domestic constituencies
and their informational status.

Although the domestic perspective stresses compliance pressure from domestic
groups, it, along with other compliance perspective, also pays attention to the role of
international regimes. International regimes may create focal points in the domestic
arena (Checkel 2001: 558). International organisations may also increase the number of
those who favour compliance through a means such as writing compliance provisions
into international agreements and providing the information to potential victims of
noncompliance. Alternatively, they may enhance the capacity of domestic groups to
monitor their governments by publishing information associated with compliance and
making it easier to assess the governments’ compliance or by publishing government
reports and thereby enabling domestic groups to check them (Dai 2005: 384). In this
way, international regimes may facilitate domestic enforcement of compliance.

Of note is that rationalists and constructivists hold different views of actors’
preferences. Rationalists assume the stability of preferences. Actors’ interests may
change, but change occurs slowly and as a function of the new incentive structures they
face (Checkel 2001: 556). Accordingly, for rationalists, the existence of pre-formed
domestic groups that favour compliance is essential in generating domestic enforcement.
In contrast, constructivists argue that compliance can occur due to changes in the actors’
preferences, which generate new patterns of behaviour, through social learning (Checkel
2001: 560-564).%° Transnational networks such as epistemic communities, which are
“network[s] of professionals with recognised expertise and competence in a particular

domain and an authoritative claim to policy-relevant knowledge within that domain or

% The relatively better-informed group is more likely to determine its approval of the
govemment based on the actual policy rather than on noise in the policy process (Dai 2005).
$ The literature on policy transfer provides rich analyses of important issues in regard to
learning, such as who learns, what is learned, and what effects on resulting policies emerge as a
result of learning. For a review of the literature, see Bennett and Howlett (1992).
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issue-area” (Haas 1992: 3), are important sources that provide learning. For
constructivists, international regimes may generate new domestic supporters of

compliance by changing their preferences (Checkel 2001: 567-570; Haas 1992: 4).
1.3 The argument

This study demonstrates that while all three case countries—Japan, Korea, and
Taiwan—formally complied with the BIS standard throughout the 1990s and the early
2000s, comprehensive compliance occurred only in Korea and Taiwan for limited time
periods. The regulatory authorities in all these countries incorborated the BIS standard
into the domestic regulations, and most banks in each of the countries met its formal
provisions during the 1990s and the early 2000s. However, the formal compliance by
the banks made little contribution to their actual capital soundness, the key objective of
the Basel Accord. The national regulatory authorities even adopted policies that had an
adverse effect on the banks’ capital soundness in order to ensure that they complied with
the BIS standard formally. Comprehensive compliance occurred only in Taiwan during
the early 1990s and in Korea after the financial crisis of 1997. Did the compliance
mechanisms indicated by the three perspectives operate for the BIS standard? What
factors explain the differences in compliance between these countries and over different
time periods?

Explicit or potential compliance pressures from foreign countries and from the
markets—along with the domestic compliance mechanism where it operated—played a
key role in inducing formal compliance with the BIS standérd in all three countries. The
regulatory authorities in all the countries expected that banks not complying with it
would be penalised in the foreign markets or in international financial markets. This
concern for banks’ international business activities gave the regulatory authorities a
strong incentive to adopt and maintain the BIS standard. These external compliance
pressures also led, to some extent, to formal compliance with the BIS standard by banks,
although thé primary incentive for the banks for formal compliance stemmed from
potential penalties from their regulatory authorities.

However, the compliance pressure from foreign countries and the pressure from the
markets were not effective in ensuring comprehensive compliance with the BIS
standard. Foreign countries forced or encouraged the case countries to comply with the
BIS standard formally. Yet, the costs to a country of requiring a foreign country to

comprehensively comply with the BIS standard were higher than simply requiring
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formal compliancé. As a result, there was no substantial pressure from foreign countries
on the three case countries to comply with the BIS standard comprehensively
throughout the 1990s and the early 2000s. There was one exception: Korea under the
IMF programme. In this case, the costs for the IMF to force Korea to comprehensively
comply with the BIS standard were lowered since Korea was bailed out by the IMF. Yet,
even in this case, the IMF could not fully impose its policy measures on the country due
to strong domestic opposition.

Meanwhile, whereas there was market pressure on banks in the case countries to
formally comply with the BIS standard, the markets did not put pressure on the banks to
comply with it comprehensively. For the market compliance mechanism to operate for
the BIS standard, market participants should have had to agree not only on its generic
principles and objectives, but also on its detailed rules. However, market participants
did not credit or sufficiently value the BIS standard, which was established by national
regulators, with a reliable regulatory framework. Consequently, there was no market
pressure for comprehensive compliance with the BIS standard. In fact, the market
pressure for formal compliance with the BIS standard was not compliance pressure
based on the market compliance mechanism referred to in this study. The market
pressure was based on market participants’ expectations that banks failing to comply
with official regulations would be punished by the regulatory authorities. In other words,
the market pressure was a reflection of the domestic implementation of the BIS standard
in the three case countries.

Pressure to achieve comprehensive compliance arose mainly when the domestic
compliance mechanism operated. The operation of the domestic compliance mechanism
was based on the voluntary agreement by domestic groups on both the objectives and
the specific rules of the BIS standard; as a result, the compliance mechanism operated
for comprehensive compliance with it. A key potential domestic group to support
compliance with the BIS standard was the national bank regulatory authority.
Accordingly, the operation of the domestic complia_ncc mechanism in a country was
affected by the compatibility between the BIS standard and the country’s bank
regulatory arrangements. Where the compatibility was low, the domestic compliance
mechanism did not operate effectively, even if the regulatory authority helped banks’
formal compliance due to external compliance pressures. Conversely, where the
compatibility was high, the regulatory authority was willing to achieve comprehensive
compliance. Comprehensive compliance with the BIS standard depended primarily on

the willingness and the capacity of the national regulatory authorities.
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Yet, the implementation of the BIS standard by national regulatory authorities was
influenced by domestic economic and political conditions. In particular, this study
identifies three salient domestic factors: the capacity to deal with compliance failures by
banks, the domestic distributional effects of compliance, and the independence of the
regulatory authorities. A country’s capacity to deal with the negative consequences of
the banks’ failure to formally comply with the BIS standard was an important
precondition for the bank regulatory authority to implement the standard in earnest. A
stricter implementation of the BIS standard could increase the number of formal
compliance failures by banks. Therefore, when a country had no capacity to effectively
deal with the negative consequences of compliance failures by banks, the government
could not implement the BIS standard strictly. This capacity problem frequently
stemmed from political sources rather than resource constraints.

Even if a country did not face the subgtantial negative consequences of formal
compliance failures, the regulatory authority had to overcome domestic opposition to
compliance, not only from banks but also from other domestic groups adversely
affected by compliance with the BIS standard, in order to achieve cémbrehensive
compliance. Where the capital ratios of banks were low, the costs of compliance with
the BIS standard were diffused from the banks to firms as the banks reduced loans in
order to comply with the BIS standard. As a result, opposition to the strict
implementation of the BIS standard emerged from the firms, as well as from the banks.
In this situation, even if the regulatory authority overcame opposition from the banks,
the implementation of the BIS standard was affected by the degree of independence of
the regulatory authority from the pressure to protect the firms. When a regulatory
authority was vulnerable to the pressure, it could not implement the BIS standard
strictly in spite of its own willingness. Only where the domestic compliance mechanism
operated for the BIS standard and these three domestic factors did not negatively affect
its operation, could a high degree of comprehensive compliance with the BIS standard
be achieved.

Before proceeding further, I should be explicit about what this study does not try to
do. First, this research does not attempt to conduct an in-depth analysis of banks’ own

regulatory capital arbitrage independent from regulatory policies.?’ Banks’ regulatory

27 One primary example of regulatory capital arbitrage by banks is cherry-picking, which refers
to the practice of shifting the portfolio’s composition towards lower quality credits within a
particular risk-weight category (Jackson, et al. 1999: 22-26). For more practices of regulatory
capital arbitrage by banks, see Jackson et al.(1999: 22-26).
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capital arbitrage may be considered a form of cosmetic compliance with the BIS
standard, and it is a crucial éoncem of economists and bank regulators. However, in this
study, the analysis of measures of cosmetic compliance confines its focus fnainly to
those stemming from regulatory policies.”® Second, this study is not intended to be a
defence of or support for “international standards” or “best practice.” This study does
not argue that a country’s comprehensive compliance with the BIS standard necessarily
increases its welfare or the global welfare. Although the stability of the international
banking system may be a public good, it is not clear whether comprehensive
compliance with the BIS standard is always j)ositively related to it.” The BIS standard
is simply viewed in this study as a benchmark to understand compliance with
international regulatory regimes, and to explain the factors that affect decisions

regarding compliance with them.
1.4 Methods and organisation

The main methodology used in this research is a co}nparative study. Japan, Korea, and
Taiwan are selected as the case countries for four reasons. First, the traditional bank
capital adequacy regulations in the three Asian countries until the late 1980s suggest
that these countries’ regulatory authorities had little need for the adoption of and
compliance with the BIS standard from the perspective of bank regulation per se when
the BIS standard was established in 1988.° Whereas there was growing emphasis on
bank capital adequacy in Western countries—especially in the United States and the
United Kingdom—through the early and mid-1980s, the case countries paid little
attention to the issue during this period. Nevertheless, all the three countries adopted the
BIS standard and banks in the countries complied with it at least formally throughout
the 1990s and the early 2000s. Therefore, why these countries adopted the BIS standard
and banks in the countries formally complied with it is an important question for the

study of compliance with international regulatory regimes.

28 Successful regulatory capital arbitrage by banks may have reduced the need for regulatory
forbearance. This may be a potential problem of this research. However, this study deals with
this problem by investigating regulatory authorities’ attitudes towards the BIS standard.

% In fact, there was a growing consensus that the BIS standard was in some ways dysfunctional,
and, as a result, the new capital adequacy framework to replace the BIS standard was
established by the Basel Committee in 2004, However, there was no formal interstate agreement
about the non-efficiency of the BIS standard and its replacement by a new capital adequacy
framework until June 1999, when the Committee issued the first consultative paper on the new
capital adequacy framework.

- % This issue will be discussed in detail in Chapter 3.
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Secondly, there were significant differences in the three countries in the factors that
may have influenced the operation of the three compliance mechanisms and, in turn,
compliance with the BIS standard.’' Japanese banks’ engagement in international
banking was far higher than Korean or Taiwanese banks. Therefore, the magnitude of
negative externalities that would have been generated by noncompliance by these banks
with the BIS standard varied substantially. In this regard, differences in the compliance
pressure from foreign countries on the case countries can be expected. Banks’
sensitivity to market forces also varied across the countries; it was higher for Japanese
banks than Korean or Taiwanese banks. Accordingly, the incentives for these banks to
respond to market compliance pressures may have differed. The degree of compatibility
between the BIS standard and bank regulatory authorities’ preferences, which was a
potential key variable affecting the operation of the domestic compliance mechanism,
was different across the countries; the compatibility increased in Taiwan from the late
1980s and early 1990s, while in Korea and Japan it increased only from the late 1990s.
Accordingly, comparison of the three cases can shed light on the effect of the degree of
compatibility on compliance with the BIS standard.

Thirdly, these case countries also differed in the three main domestic factors that
affected the capacity of regulatory authorities to implement the BIS standard—the
capacity to‘deal with compliance failures, the domestic distributional effects of
compliance, and the independence of the regulatory authorities.*® In addition, Japan
was a member of the Basel Committee, which established the Basel Accord, while
Korea and Taiwan were not. Therefore, the selection of both Japan and the countries not
on the Basel Committee has an advantage of investigating whether formal membership
of the BIS-standard regime influenced compliance.*®

Finally, the three case countries may make “comparable” cases for, in John S. Mill’s
(1843) term, “method of difference,” or in Adam Preseworski and Henry Teune’s (1970)
term, “most similar systems” design. In terms of the socio-economic system, these
countries are broadly described as “Confucian capitalism” countries, sharing the
common cultural heritage of the Confucian tradition (such as emphasis on a strong state
and political authority, education and self-cultivation, frugality and thrift, hard work and

discipline, social harmony and gréup orientation, social civility, the role of intellectuals,

*! The differences between the case countries will be discussed in detail in later chapters.
32 The differences between the case countries will be discussed in detail in later chapters.
 The establishment of the Basel Accord will be discussed in detail in Chapter 4.
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and so forth) (Jun 1999: 192).>* The politico-economic systems of the countries share,
to some extent, characteristics of a “developmental state”—for example, the
competence of the bureaucracy.”® The corporate finance systems in these countries are
commonly characterised as a bank-centred system. In addition, financial liberalisation
was augmented in all the countries during the 1980s and the 1990s.* Therefore, the
selection of the three countries for comparison allows one to hold constant a large
number of cultural, political, and economic variables in explaining their compliance
with the BIS standard.”’

The observation period of compliance is from 1988 to 2003. Compliance with the
BIS standard during this long period may have consisted of a series of games, and they
may have differed systemically from those of earlier phases in terms of patterns of
actors’ p‘articipation and the distribution of their influence. Therefore, in addition to the
cross-country comparison, this research adopts a longitudinal comparative study in
analysing compliance with the BIS standard within a single country. The periods of
compliance within a single country are divided according to any substantial change in
the nature of the compliance. However, this research does not neglect the possibility that,
even if the nature of compliance was consistent on the surface for a certain period, the
factors explaining it may have differed over the period. The adoption of a longitudinal
comparative study for each of the case countries increases the number of observations
of compliance while improving the control of variables.

The state is conceived as a complex organisation, instead of a unitary entity. This
‘perception of the state is helpful in addressing domestic politics surrounding compliance
with the BIS standard. While it was the government that made a formal commitment to
the BIS standard and incorporated it into domestic regulations, the real purpose of the

BIS standard was not to affect state behaviour but to regulate bank behaviour. As a
result, there was the possibility that noncompliance with the BIS standard was caused

by implementation failures.”® The assumption of the state as a unitary actor risks the

** For Confucian capitalism, see Berger and Hsiao (1988), Tai (1989), and Tu (1996)

% For the developmental state, see Amsden (1989), Cheng, Haggard and Kang (1996), Evans
(1995), Johnson (1982), Wade (1990), Weiss and Hobson (1995), and Woo (1991).

% For financial liberalisation in the case countries, see Calder (1997), Dwyer (1997),
Rosenbluth (1989), Thurbon (2001), Woo-Cumings (1997), and Zhang (2002).

37 Japan is qualitatively different from Korea and Taiwan in terms of economic size and level of
economic development (see Park 1994: 6). Nonetheless, Korea and Taiwan are most developed
economies along with Japan (and Singapore and Hong Kong) among Asian countries. Therefore,
the selection of these two countries along with Japan increases comparability, while maintaining
the advantages of making a comparison between Asian countries.

3% Robert D. Putnam (1988: 438) uses the term “involuntary defection” in referring to the
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neglect of this important cause of noncompliance. In addition, it was certain domestic
groups that favoured compliance with the BIS standard or faced external pressures to
comply with the BIS standard. Therefore, the conceptualisation of the state as a
complex organisation is necessary for the study to explain the domestic politics of
compliance.

In analysing compliance, this research focuses not only on compliance records but
also on implementation. Given that compliance may occur without implementation, a
compliance study concentrating exclusively on compliance records may be trapped by
the problem of endogeneity (Downs, et al. 1996: 382-383). In contrast, the study of
implementation may provide an analysis of the extent to which compliance records have
intended or unintended consequences. In addition, implementation failure/success is not
only a matter of will, but also a matter of the capacity of the implementing bodies (Hanf
2000: 15). Accordingly, the study of implementation can provide a careful analysis of
what factors affect compliance. )

Although the main subject of this study is compliance with the BIS standard, this
study also addresses why countries made a commitment to the BIS standard: for Japan,
one of the countries that created the Basel Accord, the reason that the country agreed to
establish it, and, for Korea and Taiwan, which were not formally required to adopt it, the
reason that they made a decision to adopt the BIS standard voluntarily. It should be
emphasised here that this research does not assume that compliance with the BIS
standard is a mixed-motive game—in other words, a country would gain from
compliance, while it would gain more from defection. The assumption of compliance
with the BIS standard as a mixed-motive game hinders the analysis of the reason that
countries not formally obliged to comply with the BIS standard did adopt it, but
complied with it only cosmetically. The nature of commitment may make different
patterns of demands for compliance (see Smith and Clarke 1985: 6). Thus, research
about a country’s commitment to the BIS standard is critically important in
understanding the country’s compliance with the BIS standard. Of course, this study
demonstrates the awareness that compliance decisions in later stages may be different
from initial compliance decisions at the commitment stage, due to changes in the
compliance and implementation environments.

The following chapters are organised to provide a thorough examination of why and

how the case countries complied with the BIS standard. Chapter 2 builds the analytical

inability of a government to comply with an international agreement because of the failed
domestic ratification of the agreement.
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framework of this research. The dependent variable of this research, the extent of
compliance with the BIS standard, is clarified in the chapter, based on the analysis of
the objectives and provisions of the Basel Accord and the factors affecting the
effectiveness of its compliance. The chapter also constructs hypotheses relating to the
operations and the compliance outcomes of the key explanatory variables, the three
compliance mechanisms, and discusses how to test them.

It is necessary to analysé the traditions of bank regulation, including capital
adequacy regulation, in the case countries prior to the establishment of the Basel Accord,
because they may have affected the views of bank regulators and banks in the country.
Chapter 3 addresses this issue, and in it, I clarify which entity had the primary authority
in bank regulation in the case countries, focusing not only formal but also on the
informal institutional arrangements. Then, I investigate whether the regulatory
authorities had a strong tradition of prudential regulation and how the existing
arrangements of bank regulation influenced the authorities’ view of the BIS standard.
This chapter highlights the difference between bank regulators in Japan, Korea, and
Taiwan in terms of their views on the desirability of the adoption of the BIS standard.

Chapter 4 considers the role of external pressures from foreign countries and
markets to comply with the BIS standard. The study of external compliance pressures
addresses bank regulatory authorities’ and banks’ perception of external compliance
pressures, as well as the actual operation of those compliance pressures. The analysis of
compliance pressure from foreign countries begins with an examination of the
establishment of the Basel Accord and extends into the post-establishment period. The
analysis of compliance pressure from markets is carried out with a focus on how market
participants assessed the BIS standard and how they incorporated banks’ compliance
into their analysis of the banks’ soundness. Along with the previous chapter, this chapter
provides a concrete analysis of the commitment decisions made by the bank regulatory
authorities and banks.

Chapters 5 through 7 address in detail compliance with the BIS standard in Japan,
Korea, and Taiwan respectively. These chapters are structured similarly, assessing the
nature of compliance with the BIS standard in the countries by examining their
domestic regulations related to the BIS standard and comparing the regulations with the
objectives and the provisions of the Basel Accord. The chapters analyse the effects of
the operation of each of the three compliance mechanisms on banks’ compliance with
the BIS standard by presenting an in-depth study of the banks’ compliance records.

Additionally, the chapters address why the bank regulatory authorities exercised
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regulatory forbearance in implementing the BIS standard. Despite the common structure,
each chapter is organised in such a way to highlight the major domestic factors that
influenced compliance with the BIS standard in the country it addresses.

In the final Chapter 8, I summarise the major findings of this study and
comprehensively analyse what determined compliance with the BIS standard by
revisiting the hypotheses developed in Chapter 2 and comparing compliance in the three
case countries. I also specify the contribution of this research to the literature on
compliance, discussing the applicability of the findings to other issue areas, and its
implications for international political economy (IPE) in general. This study concludes
by making a brief comment about Basel I, the new international capital adequacy

framework, which will replace the BIS standard from 2006.
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CHAPTER 2

Conceptual Framework

Chapter 2 outlines this study’s analytical framework to address compliance with an
international regulatory regime whose real object is to regulate private firms, in
particular, the BIS-standard regime. To analyse the nature of compliance with the BIS
standard, the meaning of the effectiveness of the capital adequacy regime based on the
BIS standard should be firmly established. Therefore, this chapter begins with an
examination of the rationale for bank capital adequacy regulation. It then presents the
objectives and the provisions of the Basel Accord and clarifies the conditions for
compliance with the BIS standard to be effective in terms of its objectives. It is then
specified how to assess the extent of compliance, the dependent variable of this research,
by articulating the key areas to observe. Thereafter, hypotheses are constructed relating
to the operation and the compliance outcome of each of the three compliance
mechanisms, the key explanatory variables, and the testing of these hypotheses in the

context of the BIS standard is then discussed.
2.1 Capital adequacy regulation

For the analysis of compliance with a regulation, the characteristics of the regulation
should be addressed first. The BIS standard was a minimum capital adequacy ratio
(CAR) regulation for banks, which meant that banks had to maintain their capital over a
certain level. This section analyses the rationale for capital adequacy regulation and the
objectives and provisions of the Basel Accord, and subsequently discusses the

accounting rules that affect the effectiveness of the capital adequacy regulation.
The case for bank regulation and the role of bank capital

The core rationale for the (government-imposed) regulation of banks is pertinent to the

prudential concern of the stability of financial systems. The range of negative effects of
bank failures is not limited to directly concerned parties, such as depositors or investors.
Banks have a pivotal position in the economy in that they manage the payments system.
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Therefore, if the banking system is placed in jeopardy, the resultant financial disruption
is likely to cause larger negative externalities to the financial system than other financial
institutions. Furthermore, the failure—or the perceived threat of failure—of one bank
may make other sound banks face runs, which can culminate in a systemic crisis
(Goodbhart, et al. 1998: 10-11).* Stability of banking is an essential pillar of general
financial stability, which is in turn a crucial ingredient for economic growth (Barth, et al.

2001b: 1). Martin S. Feldstein (1991: 15), a prominent Harvard economist, argues:

The banking system as a whole is a “public good” that benefits the nation over and
above the profits that it earns for the banks’ shareholders. Systemic risks to the banking
system are risks for the nation as a whole. Although the managements and shareholders
of individual institutions are, of course, eager to protect the solvency of their own
institutions, they do not adequately take into account the adverse effects to the nation of
systemic failure. Banks left to themselves will accept more risk than is optimal from a
systemic point of view. That is the basic case for government regulation of banking

activity and the establishment of capital requirements.

Indeed, even though there is still no consensus among academics on whether banks
need to be regulated, and, if so, how they should be regulated (see Santos 2000),
banking is, in practice, one of the most heavily regulated industries, even among
financial institutions.

Bank capital regulation is justified by the rationale that it will reduce the proBability
of bank insolvency. Capital provides a buffer for banks to absorb unexpected losses.
Therefore, highly-capitalised banks are more likely to be able to withstand asset losses
and consequently are less likely to fail. As a result, capital can provide public

confidence. Indeed, bank regulators have traditionally asserted that “strong banks” are

% Banks are prone to runs due to their provision of liquidity services. To provide liquidity
services, a bank needs to operate with a balance sheet in which the liquidation value of its assets
is less than the value of liquid deposits. Under these circumstances, a bank may face a run
without the release of negative information about the bank or even when perfect information
exists about the bank’s assets, given that depositors’ expectations about the value of their
deposits depend on their place in line at the time of withdrawal because of the “first come, first
served” rule. If depositors panic, they may try to withdraw their deposits before others, and this
can force an otherwise sound bank into bankruptcy. When there is asymmetry of information
about banks’ assets, banks are susceptible to an additional source of runs; the release of
information on the value of a bank’s assets can cause a run against the bank. Bank runs are
costly because they force the premature liquidation of assets, thus disrupting the production
process (Santos 2000: 5-6). Distress selling of assets may induce insolvency in what would
otherwise be a solvent bank, because the market is unable to assess the quality of the assets
being sold due to problems resulting from asymmetric information (Goodhart, et al. 1998: 11).
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those with relatively high levels of capital, while “weak banks” are highly leveraged
(Kapstein 1992: 275-276). In addition, in most countries, bank regulators have required
banks to hold adequate capital against potential losses arising from their business
operations. “Adequacy” is expressed as the minimum numerical ratio which banks are
expected to maintain (Cooke 1990: 312).

On the other hand, capital has a significant impact on the competitiveness of banks.
Where the cost of capital surpasses marginal interest rates, a more leveraged bank
enjoys a cheaper cost of funds. Equity is usually costlier than debt because equity is
more risky and receives less favourable tax treatment.*® Thus, a bank with a lower
capital level may enjoy a competitive advantage over a bank with a higher capital level
by allowing the former to charge borrowers a lower rate of interest and making the same
spread (profit) as highly-capitalised banks (Scott and Iwahara 1994: 5). Highly-
capitalised banks may have to charge more to obtain the same return as a weakly-
capitalised one. However, with asymmetric information, market participants may
evaluate the two banks similarly, and as a result, the weak bank may increase its market
share. Theréfore, in the absence of minimal regulatory capital, there may be a tendency
for banks to hold less than socially optimal amounts of capital, and banks with less
capital may dominate markets (Kapstein 1992: 276).

To summarise, the main rationale of capital adequacy regulation is that the failure of
a bank may trigger a systemic crisis. Regulatory capital requirements are justified in that
they may reduce bank failures, and, in turn, may be conducive to the stability of
financial systems. Also, different levels of capital between banks can have a significant
effect on their competitiveness. This understanding of the role of capital was reflected in

the Basel Accord.
The Basel Accord

The Basel Accord was established by the Basel Committee on Banking Regulation
Supervisory Practices (typically called the Basel Committee) in 1988.*' The Basel
Committee was established by the central bank governors of the Group of Ten (G10)
countries at the end of 1974, Its members are represented by their central banks and by
the authority with formal responsibility for the prudential supervision of the country’s

banking business (where this is not the central bank). The Committee meets four times a

“® Interest payments are tax deductible, but dividends are not (Berger, et al. 1995: 395).
' The Committee was renamed as the Basel Committee on Banking Supervision in 1990,
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year, and its major function has been to formulate supervisory standards and guidelines
and recommend statements of best practice (BCBS 2002).*> The Committee presented a
proposal for the Basel Accord in December 1987, and after a consultative process it
published International Convergence of Capital Measurement and Capital Standards,
which has been known as the Basel (Capital Adequacy) Accord, in July 1988. The
Accord established a common capital adequacy framework for Committee member
countries.

The Accord had two fundamental objectives.® One was to strengthen the soundness
and stability of the international banking system. The Accord was designed to prevent
the decline of banks’ capital below a certain level. The minimum capital ratio
requirement was expected to help banks withstand unexpected losses and therefore
reduce the probability of their failures. The other objective was to level the playing field
between banks. If other things are equal, disparities in national capital regulations give
competitive advantages to banks subject to more lenient regulations (Kapstein 1992:
276). The establishment of a common framework to measure capital adequacy and a
common minimum capital ratio requirement was expected to diminish competitive
inequality stemming from different capital levels.

The Accord’s capital adequacy ratio (hereafter BIS CAR) was computed by dividing
total capital by total risk-weighted assets on a consolidated basis. Capital was divided
into tier 1 capital and tier 2 capital. Tier 1 capital was composed of permanent
shareholders’ equity (issued and fully paid ordinary shares/common stock and perpetual
non-cumulative preference shares) and disclosed reserves (created or increased by
appropriations of retained earnings or other surplus, for example, share premiums,
retained profit, general reserves and legal reserves). Tier 1 capital was the core capital,
because its elements were common in the banking systems of all the countries, because
it was wholly visible in the published accounts and was the basis on which most market
judgements of capital adequacy were made, and because it had a crucial bearing on
profit margins and a bank’s ability to compete. Tier 2 capital was the supplementary
capital, comprising undisclosed reserves, asset revaluation reserves, general
provisions/general loan-loss reserves, hybrid (debt/equity) capital instruments and
subordinated debt.

The sum of tier 1 and tier 2 elements formed the total capital base, but there were

2 See Tamura (2003a: ch. 2) for a detailed explanation about the role and activities of the
Committee. _
* The Basel Accord is available at the website of the BIS, www.bis.org/bcbs/publ.htm.
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some restrictions. The total of tier 2 elements was limited to a maximum of 100 percent
of the total of tier 1 elements. Subordinated term debt was limited to a maximum of 50
percent of tier 1 elements. The amount of general provisions/general loan-loss reserves
eligible for inclusion in capital was limited to a maximum of 1.25 percent of risk assets.
Only 45 percent of unrealised gains on securities holdings could be included in capital.
Goodwill was deducted from.tier 1 capital. Investments in subsidiaries engaged in
banking and financial activities that were not consolidated in national systems were
deducted from the total capital base to prevent multiple uses of the same capital
resources in different parts of a banking group.** Banks’ holdings of capital issued by
other banks and financial institutions—in other words, double-gearing—were deducted
from their capital bases, but, where no deduction was applied, banks’ holdings of other
banks’ capital instruments bore a risk weight of 100 percent.

The capital adequacy framework adopted a weighted-risk ratio, in which capital was
related to different categories of assets or off-balance sheet exposures, weighted
according to broad categories of relative risk. Five categories of risk weight (0, 10, 20,
50, and 100 percent) were used, and this categorisation was based on credit risk (the risk
of counterparty failure) and country transfer risk, which was a further aspect of credit
risk. In this categorisation, countries were classified into two groups, OECD and non-
OECD, and claims on OECD countries were allocated lower risk weights. Off-balance-
sheet engagements were converted to credit risk equivalents by multiplying the nominal
principal amounts by a credit conversion factor (0, 20, 50 or 100 percent), the resulting
amounts then being weighted according to the nature of the counterparty. National
authorities could choose either the current exposure method or the original exposure
method in assessing the credit risk on interest and exchange rate related items.

A required minimum CAR was set at 8 percent. This capital adequacy framework
was intended to be applied to internationally active banks. International banks
incorporated in all Committee countries were expected to meet the BIS standard in full
by the end of 1992. During a transitional period employed to assist banks in meeting the
standard, an interim standard was set and banks were required to improve their CARs to
7.25 percent by the end of 1990.

The Committee introduced an amendment to the 1988 Basel Accord in 1996 to
incorporate market risks (that is, risks of losses in on- and off-balance-sheet positions

arising from movements in market prices), and Committee countries implemented the

# Assets representing investments in subsidiaries whose capital was deducted from that of the
parent were not included in the total risk assets in computing the BIS CAR. :

39



1996 amendment from the end of 1997. However, this research mainly focuses on the
original 1988 Basel Accord. This is because the 1996 amendment maintained the core
elements of the 1988 Accord, because it was not implemented in Korea until 2002 and a
limited number of Korean banks were applied to the amendment,* and because, even
though Japan implemented it from the end of (fiscal year) 1997, an extremely small

proportion of Japanese banks were regulated by the 1996 amendment.*
The effectiveness of the BIS standard

The Basel Accord did not cover all areas that affected CARs of banks. Consequently, its
effectiveness in achieving its objectives required more than faithful compliance with its
explicit provisions. Appropriate accounting standards in the areas that influenced the
capital level of banks had to be in place for their BIS CARs to be a meaningful guide to
their strengths. Some of the most critical areas were the rules of provisioning and asset
classification. Their importance to the effectiveness of the Accord was recognised by the
Basel Committee itself.

The soundness of a bank depends largely on the level of provisions held by the bank
outside its capital against assets of doubtful value (BCBS 1988: 2). General, unforeseen
risks are to be covered by capital. Meanwhile, losses that arise or are likely to arise from
certain assets are to be covered by specific provisions built up against those losses
(Dziobek, et al. 1995: 11). In other words, capital is supposed to be used as a buffer
against unexpected losses, which specific provisions do not cover; therefore, a bank has
to maintain an adequate level of specific provisions against expected losses for its BIS
CAR to reflect its ability to withstand unforeseen losses.

However, the Accord did not set detailed rules of provisioning, although it
prohibited banks from including specific provisions in the régulatory capital. As a result,
national authorities had full discretion in deciding the level of provisions that banks
were required to maintain. Where the level of provisions held by banks was not
sufficient to absorb expected losses, the banks’ tier 1 capital was inflated as much as the

difference between the adequate level of specific provisions and the actual level. In this

* In Korea, the 1996 amendment was applied only to banks whose assets and liabilities under
trading exceeded 10 percent of their total assets or one trillion won; this did not include regional
banks (FSS Weekly Newsletter, 5 January 2002). In Taiwan, the 1996 amendment was adopted in
1998.
“ As of the end of September 2003, the 1996 amendment was applied to only 9 out of a total of
132 Japanese banks.
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situation, the banks’ BIS CARs could not be a meaningful indicator of their soundness,
as the ratios were boosted at the expense of provisioning (Dziobek, et al. 1995: 13).
Required levels of provisions for certain assets are usually determined by their risk
levels, and, as a result, standards on asset classification also affect the reliability of BIS
CARs of banks in reflecting their soundness. If a country’s regulations for asset
classification underestimate the risks of assets, the required level of specific provisions
will be lower than the level adequate to cover losses from the assets, or such provisions
may be categorised as general provisions. In either case, the result is the inflation of the
BIS CARs of banks in the country: in the first case through an increase in tier 1 capital,
while in the second case through a rise in tier 2 capital. Also, inadequate disclosure of
the actual volume of risky assets, including non-performing loans (NPLs), artificially
increases BIS CARs of banks by inflating income. Thus, adequate rules for asset
classification and provisioning were a critical pre-condition for compliance with the BIS

standard to be effective.’
2.2 The observation of compliance

The dependent variable of this research is the extent of compliance, which ranges from
comprehensive compliance to noncompliance. In analysing a country’s compliance with
the BIS standard, this research explores whether it was implemented in the country in
line with its objectives—the strengthening of the stability of the international banking
system, and the diminishing of competitive inequality among international banks. An
increase in the soundness of banks in a country has a positive effeci on the stability of
the international banking system. Also, the strengthening of the capital soundness of
banks in a country reduces competitive inequality among banks across countries,
because the low capital adequacy of banks from certain countries is a source of
competitive inequality.*® Accordingly, the effectiveness of the Basel Accord may have

been achieved when the real capital ratio of banks improved. Therefore, the focus of this

47 This raises the question of why the Basel Committee did not negotiate additional rules on
such important areas alongside the Basel Accord. One possible answer may have been the
difficulty for the Committee to reach agreement on such broad areas. Indeed, it took five years
for the Committee to agree to establish the Accord. Its establishment process will be discussed
in detail in Chapter 4.

* Obviously, competitive equality among international banks cannot be achieved simply by
their compliance with the BIS standard, even if compliance is comprehensive. Macroeconomic
policies such as monetary policy arrangements and fiscal treatments can have a substantial
impact on banks’ international competitiveness (Cooke 1990: 311). However, the effect of such
macroeconomic policies on banks’ competitiveness is beyond the scope of this study.
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analysis of compliance with the BIS standard is whether the BIS standard was
implemented in a way that strengthened the actual capital soundness of banks. In
assessing the capital soundness of banks, this study mainly addresses the following four
areas: banks’ formal compliance, the compatibility of the national BIS CAR fomula
with the Accord, adjusted CARs, and national discretionary areas. The analysis of these
areas includes implementation by national authorities, as well as compliance records.

Banks’ formal compliance. The first step in assessing compliance with the BIS
standard is to examine whether banks actually complied with the required regulatory
minimum BIS CAR. The lower were compliance costs of banks, the more easily they
could achieve higher BIS CARs and be in compliance with the required minimum CAR.
In other words, even if most banks in a country complied with the regulatory minimum
CAR, the compliance record per se did not necessarily show whether the compliance
was the result of adjustments made by the banks. Therefore, this research also
investigates the costs incurred by banks in achieving compliance with the BIS standard
in order to understand how their compliance was achieved.

The compatibility of the national BIS CAR formula with the Basel Accord. A
country’s formula of the BIS CAR calculation may have explicitly or implicitly violated
the Basel Accord. The amount of both the numerator (capital) and the denominator
(risk-weighted assets) of the formula could have been manipulated by national
regulatory authorities. National regulatory authorities may have defined capital leniently,
by including capital elements prohibitéd from being counted as regulatory capital in the
Accord, or by including capital elements too ambiguous to be regarded as a violation of
the Accord but having a negative effect on the actual soundness of the banks. Likewise,
national regulatory authorities may have allocated inadequately low risk weights for
certain assets.

Adjusted CARs. The reliability of the BIS CAR as an indicator of banks’ soundness
may have been undermined by national regulatory authorities’ violations of the Basel
Accord in implementing it, as discussed above. In addition, accounting standards that
were not addressed by the Accord but affected the effectiveness of its compliance (for
example, those for asset classification and provisioning) may have influenced the
credibility of banks’ BIS CAR as a meaningful guide to their capital strengths.
Therefore, I adjust disclosed BIS CARs of banks by taking into account such factors
that affected the actual capital soundness 6f the banks and estimate their actual CARs.
The comparison between disclosed BIS CARs and adjusted CARs shows the extent to

which the BIS CARs are artificially inflated without an increase in the banks’ actual
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soundness. Accordingly, the estimation of adjusted CARs is expected to demonstrate
quantitatively whether compliance with the BIS standard in a country was effective in
terms of the objectives of the Accord.

National discretionary areas. The Basel Accord allowed for a degree of national
discretion in certain areas of its application. National differences in the areas may not
have had a substantial impact on the effectiveness of compliance with the BIS standard.
However, they may have reflected the attitudes of the national authorities towards the
BIS standard. Those who adopted stricter rules in the areas at their discretion may have
had a stronger incentive to use the BIS standard to strengthen the soundness of banks,
and vice versa. This research concentrates on five areas: the scope of the application of
the BIS standard, the required minimum BIS CAR, the elements of tier 2 capital, the
risk weight for claims on domestic public-sector entities (excluding central government),
and claims guaranteed by such entities, and the timing of the implementation of the BIS
standard.

First,-although the Accord was designed to be applied to “internationally active
banks” (BCBS 1988: 2), it did not provide a clear definition of the term. It simply
declared that “[a]ll banks undertaking significant cross-border business will be expected
to meet the [BIS] standard,” without clarifying the meaning of “significant cross-border
business” (BCBS 1988: 14). As a result, national authorities were accorded the
discretion to decide the range of banks to which the Accord applied. Second, the BIS
CAR requirement of 8 percent was a minimum target ratio. National authorities were
free to adopt arrangements that set minimum BIS CAR requirements higher than 8
percent (BCBS 1988: 2). Third, national authorities had discretion in determining
whether to include each of the five elements of tier 2 capital in the regulatory capital
(BCBS 1988: 4). Fourth, the Accord allowed national authorities to choose either 0, 10,
20 or 50 percent risk weight for claims on domestic public-sector entities, excluding
central government, and loans guaranteed by such entities (BCBS 1988: 11). Finally,
while Basel Committee countries were required to implement the BIS standard in full
by the end of 1992, non-Committee countries were not obliged to comply with it and
were therefore free to decide whether and when to adopt it.

The lack of the development of descriptive dependent variables allowing for focused
comparison has been identified as a part of the difficulty in developing and testing
hypotheses about regime effectiveness (see Ziirn 1998: 641). The four broad areas this
research addresses in assessing compliance with the BIS standard can hardly be

converted into a single quantitative measure. However, the development of clearly
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defined and measurable components of the capital soundness of banks is expected to

provide a focused comparison of compliance with the BIS standard in the case countries.
2.3 Three mechanisms of compliance

The key explanatory variables of this research are the operation of the compliance
mechanisms proposed by the three perspectives on compliance. The three complianc'e
mechanisms are not mutually exclusive in inducing compliance. All three compliance
mechanisms may operate at the same time, and the operation of each of them may
induce compliance to some extent. Therefore, the question is not which compliance
mechanism induces compliance, but under what situations the compliance mechanisms
actually operate and the actual compliance outcome of the operation of each compliance
mechanism. In this section, I introduce hypotheses concerning the operation and the
effects of the compliance mechanisms. All the hypotheses are stated with the “all else
equal” clause and in probabilistic terms. The hypotheses are constructed in general
terms, not confined to the BIS-standard regime. I also clarify how to test the hypotheses

in the specific context of the regime.
The externality-based compliance mechanism

The externality-based compliance mechanism operates because states wish to prevent
negative externality caused by noncompliance of other states. The magnitude of -
negative externalities of noncompliance varies across international regimes.* However,
it may differ according to country, and even within a single international regulatory
regime. Therefore, it can be anticipated that the degree of compliance pressure on
countries within a single international regulatory regime will vary according to the
extent of negative externalities caused by their noncompliance. There may be stronger
compliance pressure from states on others whose noncompliance generates a higher
negative externality. As discussed earlier in the case of money laundering, the negative-
externality compliance mechanism may operate even for countries that are not official
members of the regime of concern, if the negative externalities of their noncompliance

with the regime are sufficiently high. The first hypothesis regarding the operation of the

* Botcheva and Martin (2001) argue that divergence of state behaviour—compliance or
noncompliance—emerges due to domestic politics in international regimes that address issues
where the externalities to state behaviour are small or nonexistent.
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externality-based compliance mechanism is built as follows:

Hypothesis 1: the externality-based compliance mechanism is more likely to operate
towards a country whose noncompliance generates high negative

externality to other countries.

The extent of the negative externality of noncompliance with the BIS standard may
be determined by the degree of engagement of banks in international finance. Failures
of banks with higher international activities may pose a higher risk to the stability of
international financial system and/or increase competitive inequality among
international banks. As a result, the negative externality of noncompliance with the BIS
standard by such banks may be more extensive. Accordingly, the externality-based
compliance pressure should have been directed more at countries whose banking
industry was highly connected to the international financial system.

Meanwhile, from the standpoint of states facing compliance pressure from others,
they may have less incentive to comply if they are less vulnerable to compliance
pressures, and vice versa. States can exercise pressure on others to comply with
international regulatory regimes in diverse ways. However, enforcement methods to
which states can resort may differ across regimes, depending on the regimes’
“noncompliance response systems,” which comprise actors, rules, and processes
governing the formal and informal responses used to induce those in noncompliance to
comply (Mitchell 1994: 430). The vulnerability of a country to foreign compliance
pressures may be determined by the likelihood that it will be punished by the
noncompliance response system of the regime of concern. Accordingly, the second

hypothesis of the externality-based compliance mechanism is constructed as follows:

Hypothesis 2: the externality-based compliance mechanism is more likely to be effective
for a country susceptible to the noncompliance response system other

countries can employ.

The Basel Accord was not. accompanied by a well-developed noncompliance
response system. The Basel Committee has no formal supranational supervisory
authority. Although it established the Accord, implementation in a country was the

responsibility of the national authorities (BCBS 2002). Furthermore, the Accord carried
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no legally binding obligations to any countries, including Committee members.’® Nor
did the Committee monitor compliance with the Accord (Whitehead 2005: 39). After all,
the major noncompliance response system for the BIS standard consisted of sanctions

by individual countries. In such a regime, if enforcement costs are high, countries may
seek to be free-riders on the willingness of others to compel compliance.

For certain international regulatory regimes, including the BIS-standard regime, in
which regulatory targets are international actors, states may have an effective means to
punish noncompliance. In these regimes, states can directly force foreign regulatory
targets operating in their jurisdictions to comply with the regimes. This form of
compliance enforcement may be less costly than pressuring governments, since the de
Jure scope of enforcement is limited to their jurisdictions. In addition, the operation of
the compliance mechanism may bring about “voluntary” compliance by the regulatory
targets even in the absence of compliance pressure from their home countries, given that
they are directly exposed to compliance pressure from foreign countries. This would
also be consistent with the “national treatment” norm. Therefore, the enforcement
ability of the regulatory targets’ domestic regulatory authorities may not have had a
significant impact on the effectiveness of the compliance mechanism for such an
international regime. Accordingly, for the BIS standard, the externality-based
compliance mechanism may have been more effective for countries whose banks were
more internationalised.

Finally, enforcement costs lead to the anticipation that countries may be reluctant to
put pressure on others to comply with international regulatory regimes beyond their
explicit provisions. The higher the enforcement costs are, the more reluctant states will
be to exercise compliance pressures.”' For the political costs of enforcement to be low,
enforcement should have firm grounds. Yet, a number of international agreements tend

2 since it is more difficult to

to choose a more general formulation of the obligation,’
obtain wide support for more precision, or because it is often more effective to define a
general direction rather than to establish a series of detailed regulations (Chayes and

Chayes 1993: 188-189). There is also the fact that diversity within each country makes

%0 The Basel Committee (2002) explicitly declares: “[i]ts [the Committee’s] conclusions do not,
and were never intended to have legal force.” Indeed, simple and informal languages were used
in writing the Basel Accord, deliberately avoiding legalese (Slaughter 2000: 183).

5! Enforcement problems can also arise when it is difficult to identify defectors, when countries
are unable to focus retaliation on defectors, or when the defection of a country does not damage
any one country substantially, even though the aggregate effect of the defection is large
(Axelrod and Keohane 1986: 235; Mitchell 1996: 16).

52 As discussed earlier, the Basel Accord is one such international agreements.
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preéise and detailed rules that apply internationally difficult to make. As a consequence,
international regimes often define international regulatory requirements in general terms,
relying on the bona fide of the member states to effectively implement the regulations.*
As a result of this tendency towards general rather than specific obligations, even if
“cosmetic” compliance by a country is detected, it would be difficult to say with |
precision whether it is a violation of the international agreement from a legal
perspective.”* This is more likely if cosmetic compliance stems from the areas that the
international agreement does not formally address. Accordingly, countries exercising
extensive compliance pressure may have to bear considerable political costs in their
relations with the target country. These countries may also face retaliation from the
target country in other areas.”® In view of the above, the operation of the externality-
based compliance mechanism may induce only formal compliance.

Of course, in peculiar circumstances in which states exercising extensive
compliance pressures do not incur high costs for particular reasons, the externality-
based compliance mechanism may operate for comprehensive compliance. Yet, even in
this case, if foreign compliance pressures operate through the government of the target
country, rather than directly towards the regulatory targets in the country, for the foreign
compliance pressures to be effective, the government has to overcome domestic
opposition to compliance. In view of the above, the last hypothesis regarding the

externality-based compliance mechanism is constructed as follows:

Hypothesis 3: the operation of the externality-based compliance mechanism is likely to

induce only formal compliance, unless enforcement costs are low.
The market compliance mechanism

In analysing the role of markets in compliance with international regulatory regimes, it
is important to recognise that there are two different kinds of market pressure. One is
the market compliance mechanism, which the market-based perspective usually
proposes. Market compliance pressures of this type emerge when market participants

accept the desirability of the international regulatory regime of concern. The other type

53 1 thank an anonymous reviewer for this point.

** Interpretations can be deliberately invoked in order to evade obligations.

% Of course, the ability to retaliate differs according to country and the facts of each particular
case.
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of market compliance pressure operates as a reflection of cvom‘pliance enforcement from
regulatory authorities. As the natures of these two types of market compliance pressure
differ, the conditions for their operations and their effects on compliance may also differ.

For the market compliance mechanism to operate in an international regulatory
regime, market participants should agree both on the desirability of regulation of the
issue area (that is, the objectives of the regime) and on the appropriateness of the
specific regulatory methods prescribed in the regime. Accordingly, once the compliance
mechanism operates, it may induce not only formal but also comprehensive compliance.
In addition, the operation of the market compliance mechanism may not be affected by
political borders. Thus, the formal membership of the regime may not affect the
operation of this compliance mechanism. Insofar as market participants accept the
regime, regulatory targets in member and non-member countries will face compliance
pressures from markets.

Nevertheless, the key precondition for the operation of the market compliance
mechanism is not likely to be easily met, especially for international regulatory regimes
established by national regulatory authorities.” In general, national regulatory
authorities tend to put more weight on the “public good” aspect of regulations, while
market participants tend to weigh efficiency more heavily. Also, regulations by national
authorities tend to lag behind market innovations (Tamura 2003a: 48-49). Therefore,
market participants may not agree on the detailed provisions of an international
regulatory regime, even if they do agree on the generic objectives or principles of the
regime. In short, the acceptance of international regulatory regimes by markets is not
automatic.”’ Nonetheless, much research from the market-based perspective has paid
less attention to providing concrete evidence of the actual operation of the market
compliance mechanism, and instead presumed it when market actors appeared to agree

with the generic principles of the regime.’® However, the operation of the market

5 The participation of market actors in setting international standards has been increasing, The
1996 amendment of the Basel Accord and the Basel II are two such examples. For the
establishment of the 1996 amendment, see Tamura (2001).

%7 Indeed, the Financial Stability Forum (2001) reported that it had to make efforts to encourage
market participants to accept the twelve international standards highlighted by the Forum in
order to promote their implementation. In situations where it is unclear what the most efficient
rules are, there is a possibility that the rules promulgated by national regulators may provide a
focal point for market expectations, generating market compliance pressure. (I thank Andrew
Walter for this point) However, for the rules to provide a focal point for market expectations,
there should be an agreement in markets that the rules are at least a second-best choice. Where
the rules are not accepted by market participants as reliable, the rules cannot provide a focal
point, and, consequently, the market compliance mechanism is not likely to operate effectively.
*% See, for example, Ho (2002) and Simmons (2001).
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compliance mechanism is a subject not to be assumed, but to be empirically tested. In
this regard, I build the following first hypothesis regarding market compliance

pressures:

Hypothesis 4: the market compliance mechanism will promote full regime compliance
only when market participants accept both its generic principles and its

detailed rules.

The second type of compliance pressure from markets is fundamentally different
from the market compliance mechanism. Once an international regulatory regime has
been implemented in a country and there are regulatory penalties for noncompliance,
noncompliant regulatory targets will suffer from them. Such penalisation will have a
negative effect on the targets’ business. Moreover, given that regulatory targets’
compliance failure would trigger regulatory actions, their failure to meet such important
standards may imply that they have serious problems. Therefore, market participants
pay attention to compliance of firms with regulations to which they are subject, and
penalise those failing to meet the regulations. In other words, there may be pressures
from markets on firms to comply with regulations even if market participants do not
accept the regulations as reliable. This market compliance pressure is an additional
compliance pressure stemming from the expectation of compliance enforcement by
regulatory authorities. Accordingly, this market compliance pressure may require firms
to comply with regulations only to the point where the level of compliance is sufficient
to avoid enforcement penalties. Additionally, it may not induce firms that are not subject

to certain regulations to adopt them.

Hypothesis 5: compliance pressures may come from markets as a reflection of domestic
enforcement, but will not induce compliance above and beyond that

required by regulatory authorities.

Regarding the BIS standard, the operation of the market compliance mechanism
may induce banks to strengthen their actual capital adequacy regulations. However, the
compliance mechanism might effectively operate only when market participants agreed
on the desirability of the regulation of bank capital adequacy and believed in a strong
re‘lationship between a bank’s official BIS CAR and its actual capital soundness.

Meanwhile, even if market participants did not accept the BIS standard as reliable, the
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implementation of the BIS standard in a country might lead market participants to put
pressure on banks to comply with it due to expectations of domestic enforcement.
However, in this case, the market compliance pressure was not likely to induce banks to
comply above the level of avoiding enforcement penalties. If such penalties were
applied only to formal noncompliance, the market compliance pressure might require
banks to comply with the BIS standard only formally. Also, the market compliance
pressure was unlikely to lead banks that were not regulated by the BIS standard to adopt
it. ‘

The effectiveness of market compliance pressures may depend on the sensitivity of
regulatory targets to market forces, regardless of the type of compliance pressure. As in
the case of the externality-based compliance mechanism, compliance through the
opefation of market pressures occurs due to the expected cost of noncompliance, that is,
penalisation by markets. Therefbre, market compliance pressures may be more effective
if noncompliant regulatory targets incur higher costs in markets. The final hypothesis of

market compliance pressures is as follows:

Hypothesis 6: market compliance pressures (of both types) are more likely to be
effective for a country in which regulatory targets are vulnerable to market

forces.

In the case of the BIS standard, it is not an easy task to measure the sensitivity of
banks to market forces. Banks are vulnerable to market forces insofar as they raise
funds from markets.® Nevertheless, the degree of market force may be different across
markets. Banks can rely to some extent on their relationships with their traditional
lenders or borrowers in raising funds. Therefore, the degree of the operation of market
disciplines may bé lower when banks raise more funds from domestic markets than
from foreign markets, and vice versa. In this regard, in analysing banks’ sensitivity to

market forces, I examine the degree to which banks rely on foreign funds.

%% Banks are also sensitive to market forces if they are excluded from transactions that require

minimum credit ratings. For example, many swaps transactions require bank counterparties to

be highly rated. This market pressure would apply mainly to large international banks. (I thank
Andrew Walter for this point.)
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The domestic compliance mechanism

The prerequisite of the operation of the domestic compliance mechanism for an
international regulatory regime is the existence of domestic actors whose preferences
are in accord with compliance with the regime. The existence of a domestic group that
favours compliance with a particular regulatory regime may be determined by the
compatibility between domestic actors’ preferences and the objectives of the regime. Yet,
compatibility between the preferences and the specific methods the regime prescribes to
achieve the objectives is also necessary for the operation of the domestic compliance
mechanism. The compliance mechanism may not operate, despite domestic actors’
agreement on the objectives of the regime, if they do not agree on the effectiveness or
the desirability of the prescribed methods in achieving the objectives. The logic of
compatibility leads to the following hypothesis:

Hypothesis 7: the domestic compliance mechanism is more likely to operate when there
is a high level of compatibility between domestic groups’ preferences and

both the overall objectives of the regime and its specific provisions.

In analysing domestic pressures for compliance with the BIS standard, this study
focuses on a specific part of government, the bank regulatory authority, as the key
domestic group that may have favoured compliance with the BIS standard, although it
does not neglect the possibility that there were other domestic groups supporting
compliance. For financial regulations, unlike regulations in areas such as the
environment or human rights, there are few non-government groups that put organised
pressure on the government to comply with specific international regimes, partly due to
the high degree of technical knowledge required to understand such regulations. Even if
some financial experts support the idea that financial institutions comply with certain
financial regulatory standards, such support is usually sporadic and scattered. Moreover,
such a demand for compliance has to be accepted by the financial regulatory authority
in order to make regﬁlatory changes. Therefore, the focus on bank regulatory authorities
as the potential source of domestic compliance pressure may not cause a serious
analytic problem.

Whether a bank regulatory authority actually functioned as the source of the
domestic compliance mechanism may have been determined, firstly, by the

compatibility between its preferences and the key objective of the BIS standard, the
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strengthening of capital soundness of banks. In general, bank regulatory authorities have
two main concerns in designing the regulatory system: stability and competitiveness.
The maintenance of the soundness of individual banks and of the stability of the overall
banking system is the primary responsibility of bank regulatory authorities. Inadequate
regulations will result in costly failures, of which an extreme instance is a financial
crisis. In addition, bank regulatory authorities have to pay attention to the
competitiveness of banks because overregulation will put domestic banks at a
competitive disadvantage to foreign banks, lowering profits and, eventually,
capitalisation. Thus, bank regulatory authorities have to balance stability with
competitiveness in structuring regulations in such a way that provides the desired
degree of stability at the minimum cost to competitiveness (Singer 2004: 536; Walter.
2002: 18).%° An optimum regulatory structure may differ across countries, depending on
the relative weight bank regulatory authorities attach to stability and competitiveness.”’
The more emphasis a bank regulatory authority puts on stability, the more they may
have insisted on compliance with the BIS standard.

However, the BIS standard was a very specific regulation requiring banks to raise
their CARs above 8 percent based on a specific formula. Accordingly, there was another
crucial condition for the operation of the domestic compliance mechanism: bank
regulatory authorities perceived that banks’ maintenance of a BIS CAR of 8 percent
would enhance the stability of the banking systems in their countries. The improvement
of capital levels of banks may have been expected to enhance the stability of the
banking systems in some countries. However, there may not have been a substantial
positive relationship between the two variables in others, for example, if the bank
regulatory authorities maintained a policy that did not allow any banks to fail. In such a
case, a requirement of high capital levels for banks would only result in a decrease in
the competitiveness of the banks. Thus, the regulatory practice of bank regulatory
authorities in the specific area of bank capital may have influenced whether or not they
insisted on compliance with the BIS standard.

The compatibility between domestic groups’ preferences and an international

regulatory regime may change when their attitudes towards the desirability of the

80" A trade-off between stability and competitiveness may be less strong in the long term than in
the short term. A long run trade-off between the two is not clear given that stability and
competitiveness are strongly positively related to each other in the long term. (I thank Andrew
Walter for this point.)

6! Decisions on an optimum regulatory structure are made based on “what if” hypotheticals, as
. any improvements in financial stability due to the establishment of any regulation can only be
measured in terms of costs that otherwise would have been incurred (Walter 2002: 18).
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regime’s objectives or the appropriateness of its specific methods to achieve them
change due to learning. Learning is more likely to occur when domestic groups have
few prior, ingrained beliefs that are inconsistent with the regime (Checkel 2001: 563).
Also, learning may occur when domestic groups find themselves in a new and uncertain
situation which may be caused by a crisis or policy failure and which drives them to
search for new information (Checkel 2001: 562; Haas 1992: 14).5 The conditions of

learning generate the second hypothesis regarding the domestic compliance mechanism:

Hypothesis 8: compatibility between domestic groups’ preferences and an international
regulatory regime is more likely when the following two conditions are
met.

. The domestic groups do not have prior, strong beliefs inconsistent with
the objectives of the regime and its methods to achieve the objectives.

. The domestic groups are in new and uncertain environments.

Accordingly, the compatibility between a bank regulatory authority’s preference and
the BIS standard m'éy have increased when the authority had not traditionally
maintained regulatory arrangements that would invalidate the effect of compliance of
the BIS standard on the stability of the banking system. Alternatively, the compatibility
may have become higher when the authority’s regulatory practice that did not adhere to
the BIS standard resulted in severe policy failures such as a financial crisis. Under these
circumstances, the domestic compliance mechanism may have been more likely to
operate for the BIS standard.

Pressure from domestic groups for compliance with an international regulatory
regime stems from their voluntary agreement on its desirability, in terms of both its
objectives and its specific provisions.®> Thus, domestic compliance pressure may
favour comprehensive compliance. If there is strong external pressure on a country to
comply with the BIS standard, the regulatory authority may require banks to comply
with the BIS standard, but may help them in practice defect from it. However, in such a
case the compliance pressure from the regulatory authority would not be the operation

of the domestic compliance mechanism; it would be a reflection of the external

52 Mitchell (1996: 8) argues that economic and technological changes over time can affect
national governments’ compliance decisions about whether to comply with an international
regime.

83 Therefore, the domestic compliance mechanism may operate in both member and non-
member countries of the international regulatory regime.
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compliance mechanism. The following hypothesis is introduced for the operation of the

domestic compliance mechanism:

Hypothesis 9: The operation of the domestic compliance mechanism is likely to result in

pressure for comprehensive compliance.

The actual outcome of the operation of the domestic compliance mechanism is
influenced by a number of factors. For the mechanism to operate effectively, domestic
groups supporting compliance must have sufficient enforcement power and the country
should have the capacity to comply with the relevant international regulatory regime.

The following section elaborates these issues.
2.4 Factors affecting implementation capacities

Even if domestic compliance pressures exist for compliance with an international
regulatory regime, the capacity and ability of the relevant national authorities to
implement and enforce the regime will influence the level of compliance.®* Their lack
of implementation capacity may hinder comprehensive compliance, may give rise to
cosmetic compliance, or may even cause noncompliance. Capacity limitations can stem
from diverse sources, including administrative, economic, or political sources (see
Chayes and Chayes 1993: 193-195; Jacobson and Weiss 1998a: 529-535; Vogelnand
Kessler 1998). However, it is impossible for this study to address all the factors that
influence implementation capacities. Instead, this study presents three particular
domestic factors—the domestic distributional effects of compliance, the independence
of regulatory authorities, and the capacity to deal with compliance failures—as
important factors that affect implementation capacities. The domestic distributional
effects of compliance influence the composition of domestic opposition to, as well as
domestic support for, compliance. The independence of regulatory authorities affects the

extent to which domestic opinions on compliance can be reflected in regulatory policies.

 As noted earlier, the operation of the market compliance mechanism provides regulatory
targets with an incentive to comply voluntarily even in the absence of implementation by the
domestic regulatory authorities. Also, for certain international regulatory regimes, including the
BIS-standard regime, the operation of the externality-based compliance mechanism can put
compliance pressure directly on regulatory targets. However, when the externality-based
compliance mechanism operates through enforcement by the regulatory authorities in the
countries subject to foreign compliance pressures, the implementation capacities of the
regulatory authorities can also affect the effectiveness of the compliance mechanism.

54



The capacity to deal with compliance failures is a critical pre-condition for the strict

implementation of international regulatory regimes.
The domestic distributional effects of compliance

Compliance with international regulatory regimes has domestic distributional effects.
While some domestic groups benefit from compliance, others may have to bear costs
generated by the compliance. Thus, the domestic distributional effects of compliance
with international regulatory regimes have a critical effect on compliance because they
generate domestic opposition to and support for compliance. Because the manner in
which domestic support for international regulatory regimes may arise has been
addressed by the analysis of the operation of the domestic compliance mechanism in the
last section, this section concentrates on how the domestic distributional effects of
international regimes affect domestic opposition to compliance. The literature on .
compliance/implementation does recognise that domestic opposition affects compliance
outcomes. Nevertheless, there are few studies that develop a sophisticéted analysis of
domestic opposition to compliance. Yet, the understanding of how domestic opposition
groups are formed is crucial to explaining compliance failures.

It may be obvious that regulatory targets’ opposition to compliance with the
international regime will increase as their compliance costs grow. Yet, where
compliance costs are diffused from regulatory targets to other sectors of the economy,
domestic opposition to compliance may also arise from those who are rnot regulatory
targets. The extent of the diffusion of compliance costs from regulatory targets to other
sectors may be determined by the economic linkage between them. If the linkage is
weaker, compliance costs tend to be imposed exclusively on regulatory targets, and
compliance opposition from non-target sectors will be accordingly lower. Conversely,
when the linkage is stronger, the diffusion of compliance costs will be more extensive,
and a larger number of domestic groups outside regulatory targets will be opposed to
compliance. The success of the compliance opposition by non-target groups will be
affected by their power to influence government policy. If the sectors are politically
important or influential, and the sectors’ potential damage is substantial, the likelihood
of political intervention to oppose the compliance and protect these non-target sectors
will increase. Under the circumstances, even if the national regulatory authority is
willing to force the regulatory targets to comply with the regulatory regime of the

concern in earnest and can overcome the regulatory targets’ own opposition, the
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regulatory authority may fail to implement the regime in earnest. I build the following

hypothesis as to compliance failure:

Hypothesis 10: compliance failure is more likely to occur when compliance costs are
diffused from regulatory targets to other sectors comprised of politically

important actors.

In complying with the BIS standard, banks could increase their CARs by increasing
capital or by decreasing risk-weighted assets. In general, banks should adjust their
balance sheets in the least-costly way of meeting the BIS standard. When it was not
costly to raise capital in markets—for example, during economic booms—, banks may
have preferred increasing capital to curtailing risk-weighted assets. Yet, when it was
costly—for example, during economic downturns—, it may have been necessary to
reduce their risk-weighted assets in order to comply with the BIS standard (see Jackson,
etal. 1999: 15-19). A reduction in risk-weighted assets may have been achieved with
the least effect on total assets by curtailing lending, whose risk weight was the highest at
100 percent and typically the largest component of total assets (Jackson, et al. 1999: 15-
19; Woo 1999: 8).65 Given the role of banks as the core financial intermediary, their
efforts to comply with the BIS standard by reducing lending may have had a significant
negative effect upon other sectors in the economy. In other words, costs to comply with
the BIS standards could be diffused from the regulatory targets (banks) to other sectors
relying on bank loans. Banks may consciously threaten to comply via reduced lending
in order to reduce compliance pressure from the authorities.

When banks reduced loans in order to comply with the BIS standard, the overall
corporate sector may have been negatively affected by the reduction of bank loans.®
However, in general, small and medium-sized enterprises (SMEs) may have been
damaged more severely than large firms, because SMEs tended to have difficulty in
finding alternative sources of funding to bank loans, while larger firms were able to

raise funds more easily in capital markets.®’ There may have been a difference in the

6 Much economic research on the BIS standard has found that banks with lower BIS CARs in
Japan and in the United States tended to increase capital and/or reduce risk-weighted assets (see
Hall 1993a; Ito and Sasaki 2002; Jackson, et al. 1999).

% Of course, householders may also be negatively influenced by a decrease in bank loans.
However, given that they hardly exercise organised pressure on the government, this study
concentrates on the effect of compliance with the BIS standard on the corporate sector.

- 7 There was some indication that small firms may have been affected by pressure on bank
capital in the United States in the early 1990s (see Jackson, et al. 1999: 27-35).
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political importance of SMEs across countries. However, the difference was not likely
to be significant, given that in most countries SMEs accounted for the majority of the
employees———that is, voters—and, as a result, they were politically important actors.
Accordingly, where SMEs were substantially negatively affected by banks’ compliance
with the BIS standard, national authorities may have hesitated to force banks’

compliance with it.
Independence of the regulatory authorities

Institutional settings that influence the policy-making process in governments may also
have an effect on the outcome of the operation of the domestic compliance mechanism.
Domestic compliance pressures and compliance opposition are transmitted through
governments or, in certain cases, come directly from them. Thus, the institutional
arrangements of the government policy-making process can influence the effect of the
domestic compliance mechanism.

The key institutional arrangement highlighted in this study is the independence of
the regulatory authority responsible for the domestic implementation of the international
regulatory regime of concern. Regulatory authorities usually participate in their
governments’ decisions as to whether to commit to relevant international regulatory
regimes. Moreover, they are ultimately accountable for the domestic implementation of
the international regulatory regimes. Therefore, they are in a key position to determine
the overall compliance decisions related to the regimes. Yet, their capacity to make
compliance/implementation decisions and to put those decisions into practice may be
influenced by their independence from pressure from politicians or businesses. Even if
regulatory authorities themselves favour compliance with international regimes, if there
are strong domestic pressures against compliance and the regulatory authorities are
vulnerable to pressures, compliance failure is likely to occur. Accordingly, I build the
following hypothesis regarding the effect of domestic institutional settings on

compliance:

Hypothesis 11: where the independence of regulatory authorities is lower, compliance
Sailure is more likely to occur, even if the regulatory authorities

themselves favour compliance.

In fact, for monetary policy, it is controversial whether an independent central bank
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necessarily increases monetary stability for the economy. Adam S. Posen (1993), among
others, argues that central bank decision-makers respond to risks that anti-inflationary
policies could lead to changes in the autonomy and powers of the central bank itself,
and that, as a consequence, independent central banks find it difficult to implement anti-
inflationary policies when they lack the support of key social groups. If this argument
relating to central bank independence and monetary stability can be applied to financial
regulatory policy, the appropriateness of this hypothesis may be questioned. This
problem is dealt with through analysis of the effect of the independence of the bank
regulatory authority on compliance with the BIS standard by addressing whether bank
regulatory authorities have the capacity to actually formulate and implement regulatory
policies in accordance with their preferences, going beyond formal legal arrangements.
This broad conceptualisation of independence reflects Posen’s insight given that the
capacity of a bank regulatory authority is affected by its level of support from powerful
allies in society and/or government.

The capacity of a bank regulatory authority is influenced by the formal and informal
institutional status of its regulatory separation from the executive and legislative
branches of government. Factors such as the type of regulatory authority, the terms of
appointment and dismissal of senior personnel of the regulatory authority, the regulatory
authority’s governance structure, and the openness and the transparency of its decision-
making affect the institutional status of the regulatory authority. Additionally, the
independence of bank regulatory authority is influenced by the ability to set, within the
confines of the law, technical rules and regulations for the sectors under supervision,®
the ability to carry out on-site inspections and off-site monitoring, sanctioning and

® and the way in which the executive/legislature is involved

enforcement of sanctions,’
in the determination of the size of the regulatory authority’s budget and its use (Quintyn

and Taylor 2002: 13-22).7°

% In countries where primary and secondary legislation are so detailed that little room is left for
rules and regulations, the independence of the regulatory authority is limited. Conversely, in
countries where primary and secondary legislation is kept general so that there is ample room
for regulatory initiatives at the technical or implementation level, the regulatory authority has a
higher degree of independence (Quintyn and Taylor 2002: 14-16).
% Legal protection of bank supervisors for supervisory activities and the adoption of a rules-
based system of sanctions and interventions, appropriate salary levels and clear career streams
for supervisors, as well as proper restriction of appeals by institutions that have been sanctioned
by supervisors, may enhance this ability (Quintyn and Taylor 2002: 17-20).
70 Regulatory authorities that are funded directly from the budget or through a ministry that
oversees their operations may be prone to various types of political interference. In the same
way, when regulatory agencies are funded from the regulated industry, there is a risk of industry
capture (Quintyn and Taylor 2002: 21-22).
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The capacity to deal with compliance failures

Even if the domestic compliance mechanism operates, and the regulatory authority is
willing to steer towards compliance and is able to overcome compliance opposition
from particular sectors, compliance failure can arise due to implementation problems
emerging at the national level. Among diverse sources of systemic incapacity,’’ this
research pays particular attention to the capacity to deal with compliance failure. This
capacity problem has attracted little attention from compliance studies. However, it may
have a significant effect on compliance with certain international regulatory regimes.
The failure of regulatory targets in a country to comply with an international
regulatory regime can cause the country substantial negative systemic consequences
beyond the noncompliant regulatory targets themselves. This situation may occur, for
example, when external penalisation, by foreign countries or by markets, of
noncompliant regulatory targets in a country has a systemic effect on the country. In this
situation, the government may be concerned about the negative consequences of
noncompliance with the regime so that complete noncompliance is not likely to occur.
Yet, in general, comprehensive compliance is more costly to achieve than simple formal
compliance. Accordingly, the stricter implementation of the international regulatory
regime in the country may increase the likelihood of compliance failures by the
regulatory targets. Therefore, the government should have the capacity to deal with
negative systemic consequences generated by the compliance failures of the regulatory
targets in order to implement the international regulatory regime in earnest. Where the
government lacks such a capacity, it may induce the regulatory targets to comply with
the regime, but may also try to reduce compliance costs in order to avoid the negative
consequences that can be generated by their noncompliance. In this regard, I build the

following hypothesis:

Hypothesis 12: when the cost of compliance for regulatory targets in a country is high,
and the government lacks the capacity to deal with compliance failures

by the regulatory targets, cosmetic compliance is more likely to occur.

If there was pressure from foreign countries or markets on banks to comply with the

BIS standard, the immediate negative consequences of the banks’ noncompliance may

" See, for example, Chayes and Chayes (1993: 194-195), Jacobson and Weiss (1998a: 529-535),
and Vogel and Kessler (1998).
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have been the penalisation of their business activities in foreign countries or markets.

- The banks’ expansion into foreign countries may have been prohibited, or they may
have been required to pay more in raising funds in markets. Such costs of
noncompliance may have damaged the individual noncompliant banks in the first place.
However, given the role of banks in the economy, such costs were likely to be diffused
to the overall economy, especially when compliance failure was prevalent in the country.
For example, noncompliance by a large number of banks in a country may have
increased the cost of funds to the real economic sector, negatively affecting the overall
economy. When a government was not able to bear such negative systemic
consequences of banks’ compliance failure, the bank regulatory authority may have
implemented the BIS standard in such a way to reduce banks’ compliance costs and
thereby help them to comply. As a result, the compliance was likely to be cosmetic
rather than comprehensive. '

Moreover, the failure by a majority of banks in a country to comply with the BIS
standard had the possibility to cause a systemic crisis in the country. Under the
implementation of the BIS standard, the failure by a large number of banks in.a country
to comply with the required regulatory minimum CAR of 8 percent could signal to
markets that the banking sector had serious problems. The stricter implementation of the
BIS standard may have made banks’ compliance with the BIS standard more difficult,
increasing the likelihood of systemic instability. In this situation, if the government
lacked a means to deal with troubled banks—in other words, if it did not have an
adequate financial safety net—, the stability of the banking system could be at risk.”
Therefore, where the financial situation of the overall banking sector was not sound, and
there was no adequate financial safety net to deal with troubled banks, cosmetic

compliance was likely to occur.

7 Financial safety nets refer to an amalgam of policies that are designed to prevent failures of
financial institutions or to limit their effects (Memirguc-Kunt and Huizinga 1999: 2), including
explicit or implicit deposit insurance, “lender of last resort” facilities of the central bank,
“bailout” policies, bank closure, and so forth. Deposit insurance provides protection for
unsophisticated and small depositors so that stability in payment and credit systems is
maintained and contagious bank runs avoided (Barth, et al. 2001b: 10). Lender of last resort
facilities, according to classical theory, provide lending for illiquid but solvent institutions
(using good collateral and at a premium price) in order to solve a failure in market provision for
liquidity (Freixas and Santomero 2003: 17-18). Although the bailout policy is never announced
ex ante, governments do carry out bailout operations for banks—especially for “too big to fail”
banks—due to concerns about negative externalities caused by the failures. Given that
bankruptcy cost is a result of the bankruptcy resolution scheme, the mechanism for orderly
liquidation forms a part of the financial safety net (Freixas and Santomero 2003: 18-20). Capital .
adequacy regulation, whose aim is to avoid bank failures, is also an important pillar of financial
safety nets (Freixas and Santomero 2003: 15-17).
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National regulatory authorities may not have the capacity to deal with éompliance
failures as a result of resource constraints per se, or for political reasons. In general, the
less developed a country is the more likely it is to suffer from this problem, since
financial and/or technological development tends to be low in such countries. However,
even developed countries may face the capacity problem because of political factors that
hinder governments from using the resources necessary to implement the international
regulatory regime of concern in earnest. Therefore, in examining the capacity problem,
it is necessary to distinguish whether the problem is in essence political, or whether it is

resource-driven,
Conclusions

This chapter has laid out the groundwork for analysing compliance with the BIS
standard. Compliance with the BIS standard can be regarded as effective only when it is
carried out in a way that increases the soundness of banks. Accordingly, compliance
with the BIS standard will be analysed in terms of its effect on the actual capital
soundness of banks. The compliance outcomes for the BIS standard in any particular
country may have been determined by which of the three compliance mechanisms were
more important in any given case. Therefore, this chapter has developed the analysis of
the three compliance mechanisms and has built hypotheses in regard to their operation
and the extent of compliance that may result from their operation. The following
chapters provide an empirical analysis of compliance with the BIS standard in the case
countries of Japan, Korea, and Taiwan, drawing upon the analytical framework

présented in this chapter.
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CHAPTER 3

Original Views of Regulators on Capital Adequacy

Regulations

The regulatory authority’s attitude towards the BIS standard was a critical factor that
influenced compliance with the BIS standard in each country because it was the
potential main source of the domestic compliance mechanism and also because it could
affect the implementation of the BIS standard in the country. Did the regulatory
authorities in Japan, Korea, and Taiwan wish to adopt the BIS standard in order to
strengthen their capital adequacy regulations? To answer this question, I address the
tradition of financial administration in the countries until the late 1980s, the time period
in which the Basel Accord was established. In particular, given that the main goal of the
BIS standard as a prudential regulation was to reduce the probability of bank failures,

the major focus of the analysis will be on the countries’ policies governing bank failures.
3.1 Japan

A few scholars argue that the Japanese bank regulatory authority may have intended to
use the Basel Accord in order to strengthen Japanese banking regulations.” However,
most of the arguments are based on a very general assumption that a strong bank capital
regulation would be necessary to maintain the stability of the banking system. In this
section, I explain why a capital adequacy regulation was not important—or even
necessary—in Japan by examining Japanese banking regulations and then analysing
how the Japanese bank regulatory authority coped with the international trend of

strengthening bank capital regulations during the 1980s.
The convoy system and the low need for capital adequacy regulations

Japan’s statutory regulatory authority of financial institutions, including banks, was the

™ See, for example, Kapstein (1992: 283), Granirer (1994: 255-256, 270-272), and Tamura
(2003a). .
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Ministry of Finance of Japan (MFJ), until the establishment of the Financial
Supervisory Agency, the new financial regulatory authority, in June of 1998. The
ministry was not just a legal authority but became the actual supreme authority in the
country’s financial regulations. The central bank, the Bank of Japan (BoJ), shared some
responsibility with the ministry in supervising banks. The Examination Bureau of the
Bol carried out regular audits on banks and collected information, and the Banking
Bureau of the MFJ relied on the Examination Bureau to gather detailed information on
individual banks. As a result, these two bodies were often seen as tightly united.
However, the BoJ was the secondary regulator, subordinate to the ministry, which won
the commanding position in the country’s financial administration.” In the area of bank
capital regulation, the Banking Bureau of the MFJ monopolised authority domestically,
and was the main negotiator in international negotiations. Although the BoJ was also the
other Japanese member of the Basel Commiittee, it was a secondary participant (Hall
1993b; Sawabe 2002: 401; Tamura 2003a: ch. 4).

The MFJ had put the foremost emphasis on stability in financial administration. The
empbhasis on stability had a long history, going back the early 1900s. After the great
financial crisis of 1927, when a number of banks failed, the Japanese bank regulatory
authority shifted its focus from the maintenance of a competitive financial system to
regulation and safety. This attitude of the regulatory authority was strengthened after the
devastation and disruption of World War Il because they aimed to rebuild a very safe
financial system which could effectively transfer the saVings of the Japanese people to
corporate business in order to finance new factories, equipment, and other investment
(Hoshi and Kashyap 1999: 4; Patrick 2001: 4-5).

To ensure stability, the MFJ had implemented the “convoy system” in bank
regulation (Amyx 2001; Hoshi 2002; Patrick 2001).75 The core characteristics of the
convoy system were the tight control of competition and the safety of every bank. The
MF]J heavily regulated the banking industry through measures such as the strict
segmentation of business activities between different types of financial institutions,
interest rate controls, the prohibition of new entries into the banking system, the control

of banks’ establishmentjand relocation of their head offices and branches, and the

™ The BoJ did not have full independence from the government until 1998.

” The term convoy stemmed from the World War II story that destroyers and battleships had to
slow down and maintain a speed equal to the slowest ships, such as large cargo ships, in the
convoy so that all of them could arrive at the destination safely (Hoshi 2002: 157). Likewise,
the convoy system ensured that no banks would be left behind and that none could move
forward so fast that they would endanger the viability of others (Amyx 2001: 53-54; Hoshi
2002; Patrick 2001).
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control of the types of financial instruments banks could offer, in order to restrain
competition and thereby prevent the emergence of failing banks (FBAJ 1989: 41;
Kitagawa and Kurosawa 1994: 83-89; Mabuchi 1993: 137-139; Suzuki 1990: 35-44).
When these regulatory measures could not prevent the financial deterioration of a bank
and it was on the verge of failure, the MFJ arranged a merger between the failing bank
and a healthy bank (sometimes more than one bank) in order to rescue the bank. The
MF]J encouraged the healthy banks to absorb the failed bank by providing both
personnel and financial assistance. In general, the assets and liabilities and the
employees of a failed bank were taken over by a healthy bank, but the incumbent
managers of the failed bank were forced to resign (Hoshi 2002: 159-161).

The system of the rescue merger of a failed bank by a healthy one relied on
regulatory rents generated by the heavily-regulated financial system. The rescue or
merger of an ailing bank by a healthy bank caused substantial costs to the healthy bank.
However, such costs were compensated by regulatory rewards by the MFJ, and, as a
result, the healthy bank could expect to gain some regulatory favours from the ministry
by cooperating with it. For example, the MFJ rewarded cooperative banks by allowing
them to expand their business by opening more branches. Given strict interest rate
controls, Japanese banks had a strong incentive to open new branches in a quest for
more cheap deposits. Using such regulatory rewards, the MFJ could create incentives
for healthy banks to rescue troubled banks (Hoshi 2002: 162-164; Kitagawa and
Kurosawa 1994: 84, 88).

Under the convoy system, the BIS capital adequacy regulation could not make much
of an impression among the Japanese.”’ The capital adequacy regulation was based on
the rationale that a certain CAR was necessary to prevent bank failures. However, in the
convoy system, troubled banks were absorbed by healthy banks, as arranged by the MFJ.
This system provided a strong and effective bank safety net to secure the reliability of
banks in the country. As Hugh Patrick (2001: 5) argued, the convoy system was not
based on the assumption of “too-big-to-fail,” but on the assumption that no live bank
should die. No banks would be allowed to go bankrupt, and accordingly there was a low

need for the implementation of the BIS standard.”® The main focus of the MFJ in

7 See Hoshi (2002: 158-161) for examples of such rescue mergers.

7 Author’s interview with Nishimura Yoshimasa (former Director-General of Banking Bureau, -
MFJ, 1994-96), Tokyo, 5 March 2004. In this thesis, Japanese, Korean, and Chinese names are
kept in original format, in which family name is followed by the given name, except for the
References.

" It is worth noting that the United States, which led the establishment of the Basel Accord,
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ensuring the soundness of banks was traditionally on their asset qualities instead of their
capital levels.79

Indeed, the MFJ had traditionally paid little attention to the regulation of banks’
capital adequacy. A capital adequacy regulation which required a bank to maintain their
capital of no less than 10 percent ofthe total deposits was in place from 1954 to 1986, at
which point it was replaced by the new regulations based on capital to total assets
ratios. ™ However, the capital ratios of most Japanese banks were far below the required
minimum throughout the period.8l For instance, between fiscal years 1976 and 1985,
Japanese banks’ capital ratios to deposits were, on average, lower than 6 percent, hitting
a low of 3.7 percent at the fiscal end of 1984 (see Figure 3.1).& In fact, the MFJ had no
intention of enforcing the regulation, as they thought the required minimum was too
high for Japanese banks, so that the ministry did not penalise banks for noncompliance
(Sawabe 2002: 404-405). Annual reports ofthe ministry’s Banking Bureau never
expressed any serious concerns or warnings about the low capital ratios of banks. They
never even compared disclosed capital ratios to the regulatory minimum (Hoshi 2002:

158).

Figure 3.1 The average of capital to deposit ratios of Japanese banks, FY1974-1985
(end of fiscal year; %)

FY 1976 FY77 FY78 FY79 FY 1980 FY81 FY82 FY83 FY84 FY8S

— Major banks * All banks

Source: Federation of Bankers Associations of Japan, various issues of Zenkok Ginkou Zaimushyohyou
Bunseki (Analysis of Financial Statements of All Banks).

experienced about 470 bank failures between 1985 and 1987 (Singer 2004: 556).

D Author’s interview with Nishimura Yoshimasa.

& Capital in the capital to deposit ratio regulation included paid-in capital, capital reserves, and
other reserves.

81 Japanese banks disclosed their capital ratios publicly.

& The Japanese fiscal year ends in the end of March of'the following calendar year.
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Note: In Jépan, “major banks” include “city banks”, “long-term credit banks”, and “trust banks”; “all
banks” include “major banks” and “regional banks”.

~ Although Japan’s financial system began to be gradually deregulated from the 1970s
on, the MFJ could effectively rely on rescue mergers in preventing bank failures. As a
result, the neglect of the importance of capital adequacy regulation by the MFJ
continued, until the convoy system began to unravel during the mid-1990s.8 Also, as
long as the economy prospered and the banking system was sound (until the early
1990s), there was a social consensus in the country that the convoy system worked well
and the oversight and management of the banking system was best done by the MFJ,
who were perceived by the Japanese to be the best and the brightest Japanese university
graduates (see Patrick 2001: 8). Consequently, around the time when the Basel Accord
was established, there were few Japanese who argued for the necessity of a new capital

adequacy regulation to strengthen the soundness of the banking sector.
Lowering banks’ compliance costs for common capital adequacy standards

While the Japanese did not feel the necessity to strengthen capital adequacy regulations,
foreign banks regulators in major countries began to put growing emphasis upon bank
capital in the 1980s. In the meantime, Japanese banks were rapidly expanding their
business in foreign countries. As a result, the MFJ began to worry that Japanese banks’
might face pressure from foreign bank regulatory authorities to increase their capital
levels. To cope with possible foreign pressure, the ministry deliberately modified their
capital regulations to increase the disclosed CARs of Japanese banks, but without

raising their actual capital levels.

The international trend in capital regulation and Japanese banks in the 1980s

From the early 1980s on, bank regulators in major countries—in particular, the United
States and the United Kingdom—began to put great emphasis on capital adequacy. As
U.S. banks’ capital levels consistently fell over the 1970s, U.S. regulatory authorities—
the Federal Reserve and the Office of the Comptroller of the Currency jointly—adopted
a gearing ratio approach, which related capital to total assets, in 1981 in order to halt the

erosion in banks’ capital. In mid-1984, the three pillars of the U.S. regulatory

8 Author’s interview with Nishimura Yoshimasa.
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authorities—the Federal Reserve, the Office of the Comptroller of the Currency and the .
Federal Deposit Insurance Corporation—released coordinated proposals for minimum
capital standards.3*®> After the failure of Continental Illinois, the eighth largest bank in
the country, in the same year, the U.S. regulatory authorities’ efforts to strengthen
capital regulations intensified, and, as a consequence, they issued a joint proposal to
adopt a risk-weighted capital ratio approach in January 1986 (Vernon, et al. 1991: 140-
141). In the United Kingdom, capital had not been traditionally a major concern of the
bank regulatory authority. However, the collapse of a number of undercapitalised banks
during the 1970s made them put greater emphasis on capital. As a result, UK.
regulators adopted a capital to risk-weighted asset ratio measure in 1980 (Kapstein
1989: 338, 1992: 279).

The Basel Committee also began to monitor the CARs of leading international
banks from the beginning of the 1980s. In 1982, the Committee presented a report to the
central bank governors seeking their endorsement of a collective stand to take action to
halt the deterioration in the levels of banks’ capital, in the light of a rapid growth in their
international lending. The 1982 debt crisis accelerated the debate on capital adequacy in
the Committee. Furthermore, U.S. regulatory authorities began to make efforts to build
a common capital adequacy framework among Committee members from 1983. As a
result, the Committee constructed its first framework to compare national capital
adequacy standards and the relative capital position of banks from different countries in
the year, and tested the framework by applying it to a representative sample of
international banks from each of Committee countries (Cooke 1990: 313-322; Reinicke
1995: 163-164).

Meanwhile, in Japan, as the internationalisation of the financial system became an
important issue in the early 19805,. particularly after the U.S.-Japan Yen-Dollar
Committee in 1983, the MFJ paid attention to the international trend of the increasing

concern over bank capital.86 The MFJ noted that regulatory authorities in the United

% The demand for strengthening banking regulations emerged in the U.S. Congress in 1983, in
which U.S. bank regulatory authorities sought to increase the U.S. quota in IMF resources by
approximately USD 8.4 billion in order to deal with U.S. commercial banks’ weakness caused
by the debt crisis (Oatley and Nabors 1998: 42). Congress blamed the regulatory authorities’
failure to prevent the banks’ imprudent lending, and forced them to tighten bank regulations by
imposing stricter capital adequacy standards (Reinicke 1995: 143-153).
% Prior to the 1980s, each of the U.S. bank regulatory authorities had established its own capital
regulations, and their regulations were not intended to be stricter than any of the others’
(Kapstein 1992: 278). :
% See Rosenbluth (1989: 68-89) for the Yen-Dollar Committee.
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States and in the United Kingdom put a growing emphasis upon bank capital.¥” The
ministry’s concern about the U.S. and the U.K. bank regulations were natural because
New York and London were the most important financial centres in the world and
because Japanese banks were rapidly expanding their business in these éountries
through the 1980s.%8

In these circumstances, the MFJ began to worry that if the Japanese capital
adequacy regulations were not comparable with those in major countries, it would have
a negative effect on the overseas business of Japanese banks. In other words, “Japanese
regulators anticipated that the neglect of capital in the Japanese regulations could
provoke foreign pressures [on Japanese banks to raise their capital levels].”® In fact,
during the 1980s, Japanese banks’ CARs were at the lowest level among Basel
Committee countries in terms of the capital to asset ratio (see Oatley and Nabors 1998:
47-48), while their market share in the international lending market was rapidly
increasing.”® As a result, Japanese banks were facing heavy criticism from their U.S.
and European competitors, who were accusing them of raising their international market
share by taking advantage of the domestic regulations which allowed them to hold a

lower capital level (Kapstein 1992: 277).

' The new capital adequacy regulations of 1986

Even though the MFIJ strongly believed that Japanese banks did not need to hold more
capital, the international trend of strengthening bank capital led the ministry to embark
on modifying the bank capital regulations in order to cope with potential foreign
pressure. Accordingly, this modification of the capital regulations was deliberately
carried out in such a way as to balance two different goals: to bring the regulations more
in line with those in major countries, but not to increase the actual capital levels that
Japanese banks had to hold. The Financial System Research Council, which was an
advisory body to the MFJ, was responsible for the task of designing new capital

regulations.”’

87 Author’s interview with Nishimura Yoshimasa.
¥ This issue will be discussed in detail in the next chapter.
% Author’s interview with Nishimura Yoshimasa.
0 This issue will be discussed in detail in the next chapter.
*! The council consisted of senior business, financial industry representatives and others.
However, the ministry’s Banking Bureau officials also attended in the council as advisors, and
MF]J officials played key roles in screening potential members, setting agendas, and conducting
meetings (Tamura 2003a: ch. 4).
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The Council made a suggestion in the second interim report of The Present Situation
of Financial Liberalisation and Its Management of June 1984 that it would be desirable
to change the then capital to deposit ratio regulation for the overseas business of
Japanese banks (MFJ 1984: 359-364). In its final report of 1985, the Council provided a
specific framework for the change. In the framework, the capital to deposit ratio
regulation was replaced by the capital to total asset ratio regulation, and a part of
unrealised gains on share holdings was included in the regulatory capital (MFJ 1985:
338-343). Based on the framework, the MFJ issued a new administrative guidance on
bank capital adequacy in May 1986 (MFJ 1986: 36-38).°> |

The MF]J clearly expressed that the new capital adequacy regulations reflected the
international trend of strengthening capital adequacy and the foreign criticism of the lax
Japanese capital adequacy regulations (see MFJ 1986: 32). Also, during later
negotiations with the United States and the United Kingdom for a common capital

regulatory framework in 1987, a MF]J official commented:

There are criticisms on the behaviour of Japanese banks overseas, ... With those
backgrounds, the last year’s amendment of the balance sheet regulation on banks [the
1986 capital adequacy regulations] was one of our steps to build a regulatory standard

which can stand against the criticism from overseas (recited from Sawabe 2002: n. 48).

The new regulations employed regulatory elements that were generally accepted by
Basel Committee countries at the time. The previous capital to deposit ratio regulation
was replaced by a capital to asset ratio regulation, which was a rule employed by a
number of Basel Committee countries (the United States, Canada, Italy, and
Luxembourg).” Some off-balance-sheet transactions were included in assets. Special
loan loss provisions were not counted as capital. Also, the calculation method of the
amount of total assets was changed from the term-end balance to the term-average
balance in order to increase the reliability of CARs (MFJ 1986: 33-34).

However, the new capital adequacy framework was designed to raise disclosed CAR
without increasing Japanese banks’ costs to comply with the regulations. The capital

framework employed two different minimum CARs. While all banks had to maintain

%2 In March 1985, the MFJ allowed banks to issue foreign currency denominated convertible
bonds in overseas markets, which was expected to help banks increase their capital bases (MFJ
1985: 34).
% Most European countries in the Basel Committee used capital to risk-weighted asset ratio
approaches (Cooke 1990: 314). :
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their CARs above only 4 percent from 1990 on, only international banks, which referred
to banks with overseas branches, were required to maintain their CARs over 6 percent
from 1987 on. The higher minimum CAR requirement of 6 percent for international
banks was intended to reduce the foreign criticism of the low capital levels of Japanese
‘banks.** Yet, the MFJ allowed international banks to include 70 percent of unrealised

1.” Also, the new capital framework

gains on share holdings in the regulatory capita
allowed banks to include tax effects in relation to provisions and depreciations in the
regulatory capital (MFJ 1986: 33-35).

The inclusion of 70 percent of unrealised gains on share holdings in the regulatory
capital was a deliberate effort on the part of the MFJ to help Japanese banks with
overseas branches to meet capital adequacy standards in major countries. In fact, the
inclusion of unrealised gains on share holdings in the regulatory capital could have been
a problem from the perspective of prudential regulation during both economic booms
and économic downturns (Sawabe 2002: 410-412).° However, the required minimum
CARs in major countries were generally higher than the capital level of Japanese banks;
for instance, U.S. regulations had required banks to maintain their CARs over 5.5
percent since 1985 (Reinicke 1995: 150), which was almost double of the Japanese
banks’ capital level of about 3 percent. Meanv;/hile, Japanese banks traditionally had a
huge amount of unrealised gains on securities holdings. In these circumstances, the MFJ
concluded that without the inclusion of unrealised gains on share holdings it was
impossible for Japanese banks to increase their CARs to a level that foreign regulators
might require them to hold.”’

Highlighting the inclusion of 70 percent of unrealised gains on share holdings,
Tamura (2003a: ch. 4) argues that the 1986 capital framework was the failure of MFJ’s
efforts to strengthen the Japanese capital adequacy regulations due to Japanese banks’

opposition.”® However, although it was Japanese bankers who provided the idea of

** The MFJ emphasised that the 6 percent regulation was necessary to cope with the
international trend of strengthening capital adequacy regulations (see MFJ 1986: 33-35).

% The figure of 70 percent was decided based on past fluctuations of stock prices (MFJ 1986:
35).

% In a bull market, banks’ unrealised gains on securities holdings and in turn their CARs could
be inflated so that the capital adequacy rule could fail to induce the banks to behave prudently;
meanwhile, in an economic down, banks’ unrealised gains and CARs could contract along with
declining stock prices and, as a result, the inclusion of the unrealised gains in the regulatory
capital could threaten the soundness the banks (Sawabe 2002: 410-412). However, note that at
that time the Japanese regulatory authority expected that the country’s economy and stock
market would continue to grow.

°7 Author’s interview with Nishimura Yoshimasa.

% Tamura (2003a: ch.4) also indicated that the 1986 administrative guidance on capital
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including unrealised gains on share holdings in the regulatory capital, the MFJ agreed to
it without opposition.”® In fact, Japanese banks did not like the idea of showing their
unrealised gains, which had been formally invisible on their balance sheets, because it
would reduce their managerial freedom (Sawabe 2002: 412-415). When the MFJ later
negotiated with foreign bank regulators for the establishment of a common capital
adequacy framework (the Basel Accord), the ministry tried to bring the common capital
framework close to the 1986 capital regulations in order to protect the competitiveness

of Japanese banks.'®

Summary

The Japanese bank regulatory authority, the MFJ, maintained the convoy system in
administering the country’s banking system. The convoy system provided a very strong
bank safety net, by not allowing any banks to fail, and it did work very well throughout
the 1980s. Therefore, even though bank regulators in major countries began to put
growing emphasis on bank capital adequacy from the early 1980s, the need for
strengthening the capital adequacy of banks was low in Japan. However, the MFJ
considered the possibility that foreign regulators might impose strict capital adequacy
requirements on Japanese banks, which would have a negative effect on their
international business activities. As a result, the MFJ modified the Japanese bank capital
regulations to become in line with those in major countries in 1986. Nevertheless, the
new capital framework did not require the banks to raise their actual capital soundness.
The idea of capital adequacy regulation was alien to the Japanese until the mid-1990s,
when the convoy system stopped working properly and Japanese banks began to go
bankrupt.

3.2 South Korea
Korea’s bank regulatory authority traditionally tended to neglect prudential regulation

for banks. As a result, the BIS standard was not deemed necessary by the regulatory

authority in order to strengthen the stability of the country’s banking system. I will first

adequacy did not provide the MFJ with a legal means to impose the new capital standards.
However, MFJ’s administrative guidance had traditionally carried no legally-binding obligations,
but Japanese banks complied with them in most cases.

* Author’s interview with Nishimura Yoshimasa.

190 This issue will be discussed in detail in the next chapter.
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analyse the country’s bank regulatory strilcture, which hindered the regulatory authority
in developing prudential regulation. Then, I will examine the relations between the
government and banks, which reduced the necessity to implement capital adequacy

regulations.
The subordination of bank regulators to the Ministry of Finance

The banking regulatory institutional framework in Korea was different from those in
Japan and in Taiwan. Bank regulation was carried out by finance ministries in those
countries (in Japan until 1998 and in Taiwan until 2004). In contrast, Korea’s bank
regulatory authority, the Office of Bank Supervision (OBS), was located in the central
bank, the Bank of Korea (BoK), until the establishment of the new financial regulatory
authority, the Financial Supervisory Commission (FSC) in the wake of the 1997
financial crisis. However, although the OBS was legally independent from the Ministry
of Finance of Korea (MFK),'OI it was, in practice, subordinate to the ministry. This
regulatory institutional framework hindered Korean bank regulators in attaching the
priority to prudential regulation, including capital adequacy regulation.

Korea’s supreme legal authority to govern commercial banks—*“nationwide banks”,
“regional banks”, and foreign bank branches—was the Monetary Board. The Board was
composed of nine members representing various groups in the economy: the Minister of
Finance (ex officio), the Governor of the BoK (ex officio), one member recommended
by the Minister of Economic Planning, two members recommended by banks (the
Korea Federation of Banks), two members recommended by the Minister of Agriculture,
Forestry and Fisheries, and two members recommended by the Minister of Trade and
Industry. The Board was responsible for the formulation and implementation of
monetary credit policies and the direction and supervision of the operations,
management and administration of the BoK. The Board also exerted direct control over
commercial banks under the General Banking Law, regulating market entry, scope of
banking business, capital adequacy, and so forth, in order to ensure prudential banking
practices (OBS 1992a: 10).

The OBS was established within the BoK under the Bank of Korea Act as the bank
supervisory executive branch of the Monetary Board (and also the BoK). Although the

OBS was subject to instructions and direction of the Board, the authority for the bank

1" The ministry was reorganised to the Ministry of Finance and Economy (MoFE) in 1994
when it merged with the Economic Planning Board. MFK refers to MoFE from this point on.
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regulatory administration was largely delegated to the OBS from the Board. For
instance, the 1992 ‘Prudential Management Guidelines for Banking Institutions,” which
was a broad framework of prudential regulations and which included a provision
requiring banks to keep their capital to risk-weighted assets ratios—that is, BIS CARs—
over 8 percent, was formally formulated by the Board. However, the OBS had a
mandate to design ‘Detailed Enforcement Regulations for Prudential Management
Guidelines for Banking Institutions,” which included the calculation method of the
Korean BIS CAR, asset classification rules, provisioning requirements, and so on. In
short, the OBS had a high degree of formal institutional independence in formulating
regulations.

The OBS carried out periodic examinations on the head offices and about 10 percent
of bank branches at least once a year without prior notice, and the scope of the periodic
examinations covered all activities and operation of the banks. It also conducted a
special examination when a bank’s situation raised imminent policy issues or there were
other serious problems. The OBS reported the results of the examinations to the Board
(Shim 2000: 18). Moreover, Korean banks were heavily under government control until
the late 1990s, functioning as almost development institutions. The low management
autonomy of the banks implied that it was almost impossible for them to oppose
government policies.'” Given the relations between the government and the banks, the
OBS also appeared to have a good degree of independence in supervising the banks.

In addition, although the OBS was a branch of the BoK, the OBS largely had
budgetary and institutional independence from the central bank. The Governor of the
BoK had the authority to control, administer and direct the business operation and
management of the entire BoK. However, the BoK paid little attention to prudential
regulation, focusing on the area of monetary stability rather than the area of financial
stability. In addition, although the OBS was part of the BoK, the Governor could
intervene in the operation of the OBS only as a member of the Monetary Board due to
the control of the Board over the OBS (Shim 2000: 17-18). In actual fact, the BoK and
the OBS behaved as almost separate institutions (Kim 2003: 77; NARK 1999c: 1). As a
result, the OBS exercised discretionary control over its personnel management and
budget (OBS 1992a: 12).

However, the OBS had, in practice, no independence from the MFK, which

occupied the supreme position in the country’s financial administration. Although the

192 The government control over banks will be addressed in the following section.
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MFK had no legal power to govern the OBS (Shim 2000: 56), the ministry effectively
controlled it. For example, the MFK exercised critical influence on the appointment of
senior personnel to the OBS. The Superintendent of the OBS was appointed by the
President upon the recommendation of the Monetary Board for a four-year term, and the
Deputy Superintendent and Assistant Superintendents were appointed for three-year
terms by the Board upon the request of the Governor of the BoK, as recommended by
the Superintendent of the OBS (OBS 1992a: 12). Therefore, the Board had the power to
appoint the senior personnel of the OBS. Yet, it was the MFK that effectively controlled
the Board: in addition to the ex-officio membership of the Finance Minister, the
ministry could recommend another member of the Board; the two Board members
recommended by the Korea Federation of Banks were, in reality, appointed by the
MFK;'® accordingly, the MFK could choose a majority of the Board members (Kim
2003: 65-66).'™* The Superintendents of the OBS had not come from the OBS or BoK
staff, but were former MFK officials. As a result, the OBS was under the direct control
of the MFK, and the OBS conducted bank regulations in accordance with directions
from the ministry.'®

It is important to note that there was generally no conflict in policy preference
between the OBS and the MFK.'% In practice, the OBS was not an independent bank
regulatory agency with the primary goal of maintaining stability in the banking system.
Instead it functioned as a branch of the MFK. The hierarchical system between the
MFK and the OBS hindered the OBS in developing its own policy goals. In fact,
although “prudential fegulation” became a buzzword inside the OBS in the early 1990s,
as a number of countries were strengthening prudential regulations, most of the staff did

not understand what it actually meant.'”’

As a result, the policy stance of the OBS in
coping with the Basel Accord was in conformity with the policy of the government,

especially the MFK, which administered its implementation largely within the

1% After candidates for these two appointments had been named by the Finance Minister, the
staff of the Board obtained signatures on the nomination forms from the members of the Korea
Federation of Banks (Kim 2003: 65-66).

1% Also, the Finance Minister had the casting vote on resolutions of the Board, in his capacity
as the Chairperson. In addition, the minister had the power to request the Board to reconsider
resolutions already adopted. As there was no limit to the power to request reconsideration, the
minister could exercise the power whenever she or he disagreed with a resolution of the Board.
When the minister made a request of reconsideration, the Board was bound to review its
Position (Shim 2000: 17).

%5 Author’s confidential interview with a senior MoFE official, Seoul, 21 February 2005.

19 Author’s confidential interview with a senior FSS official, Seoul, 31 January 2005.

"7 Author’s confidential interview with a FSS official, Seoul, 15 February 2005.
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framework of the ministry’s macroeconomic policy framework.'
The Ministry of Finance and the role of banks in Korea's economic development

The MFK held the highest authority in all areas of the country’s financial administration,
including regulatory and monetary affairs, until the establishment of the FSC and the
independence of the BoK in the wake of the 1997 financial crisis.'® In addition to
effective control over OBS, which regulated cdmmercial banks, the MFK directly
supervised specialised banks.''” The ministry was responsible for drafting and
presenting banking regulatory bills to the National Assembly (the legislature), and it had
the power to issue ministerial decrees. The ministry was also responsible for the
supervision of non-bank financial institutions such as development institutions, savings
institutions, securities institutions, and life insurance institutions. Although securities
firms and insurance firms were also supervised by the Securities Supervisory Board and
the Insurance Supervisory Board, respectively, the Boards were under the control of the
MFK (OBS 1992a: 8). In addition, the ministry held a prominent position over the
central bank by holding supervisory authority over the business of the BoK.!!'! Asa
result, the MFK had control over monetary policies (Shim 2000: 18-19, 39).

In administering financial policies, the key objective of the MFK—that is, the
government—was historically economic growth.''? The priority on growth was, in part,
related to the weak legitimacy of the authoritarian regimes from the 1960s to the 1980s.
The Park Chung Hee administration (1961-79) and the Chun Doo Hwan administration
(1980-88) took the power by a military coup, and, as a result, the political legitimacy of
their administrations was fragile.'"®> Therefore, they put the pre-eminent emphasis on

rapid economic growth in order to justify their ruling, often sacrificing economic

1% This issue will be discussed in detail in Chapter 6.

1% The MFK continued to exercise a strong influence in regulatory policies despite the presence
of the FSC during the late 1990s and early 2000s. This issue will be discussed in Chapter 6.

"% The OBS had the legal authority to examine some of specialised banks, such as the National
Agricultural Cooperative Federation, the National Federation of Fisheries Cooperatives and the
National Livestock Cooperatives Federation (OBS 1992a: 7), while the MFK supervised trust
accounts in commercial banks in accordance of the Trust Business Act, although their banking
accounts were regulated by the OBS (Kim 2003: 72).

"' The MFK had the responsibility to approve amendments of the Bank of Korea Act, received
the statement of accounts of the BoK, appointed the auditor of the BoK, and examined the
business of the BoK (Shim 2000: 18-19, 39). See also Kim (2003: 56-90).

12 gee also Kim (2003).

'3 The political legitimacy of President Rho Tae-Woo (1988-93), who was another former
military general and close friend of Chun Doo Hwan, was also not high.
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stability for the sake of growth, in contrast to the Taiwanese government (Cho and Kim
1997: 27-28, 52-54).'¢

The MFK controlled financial institutions tightly in driving economic growth. When
the government embarked on the industrialisation of the country in the early 1960s, they
wanted to control the behaviour of industrialists in order to make their economic
activities conform to the “national interest.” The major policy instrument for the
government to use in order to direct firms’ behaviours was control over fjnance.
Commercial banks were nationalised in 1961, and the BoK was relegated to the status
of a virtual rubber stamp for MFK decisions and served as a ready source of
government debt financing by the amendment of the Bank of Korea Act in 1962 (Cho
and Kim 1997: 3, 22, 34; Choi 1993: 26-27; Kim 2003: 64-70). Although the
commercial banks were re-privatised in the early 1980s, the MFK continued to exercise
a strong influence over their management, including the appointment of top managers
and even the day-to-day management, through administrative guidance and moral
suasion until the late 1990s (Park and Kim 1994: 192). As a result, credit policy was
formulated by the MFK as part of the development strategy, and its effectiveness was
determined within the overall structure of the ministry’s industrial and macroeconomic
policy (Cho and Kim 1997: 30-47; Choi 1993).

In the suppressed financial system, Korean banks functioned almost as a treasury
unit of the government to support its financial policies. Policy loans were a typical
example. One type of policy loans was explicitly earmarked credit programmes, such as
those for exports, agriculture, fisheries or SMEs, in which borrowers received loans at
preferential rates. Although the amount of these policy loans declined over time, they
accounted for about 30 percent of total credit available in the economy in the 1980s.
Banks (including specialised banks) financed about 62 percent of the policy loans
between 1973 and 1991. However, banks had no voice in the allocation of poliéy loans
of this kind and had to accommodate these loans irrespective of their portfolio
strategies.!"® The other type of policy loans was loans allocated through government
directive, administrative guidance or ad hoc interventions. Their lending conditions
were the same as those of general bank loans. Yet, as real interest rates were negative,

.the allocation of bank credit itself was a great favour. Although it is not possible to

"% Calls for controlling inflation were usually overshadowed by the MFK’s growth-oriented
development strategy, in which the central bank financed various credit programmes and the
%ovemment’s expansionary fiscal policies (Cho and Kim 1997: 27-28, 52-54).
> There were some 221 types of policy loans of the kind among a total of 298 types of bank
loans in 1981 (Woo-Cumings 1997: 63).
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estimate the exact amount of this type of policy loan, it seems to have been substantial
(Cho and Kim 1997: 48-51; Woo-Cumings 1997: 63).

Banks financed their policy loans partly through government support. From 1973 to
1991, about 35 percent of the first type of policy loans made by banks were financed by
central bank credit. Although the share of the banks’ policy loans supported by the
central bank declined over time, about 27 percent of such policy loans were still
financed by the BoK. Also, it should be noted that Korean banks heavily depended on
the central bank in mobilising funds available for loan in general. For instance, between
1981 and 1990, the annual average ratios of central bank discount loans to total bank
loans in the country amounted to about 23 percent, compared to about 2 percent in
Japan and about 9 percent in Taiwan during the same period (Cho and Kim 1997: 52-54).
This funding practice of Korean banks reflected the close relations between the

government and the banks.
Government s protection of banks and weak prudential regulation

In return for financial repression, the government provided strong protection from
failure for banks. The government did not allow any banks to go bankrupt, partly using
the central bank as the lender of last resort for Korean banks in a broad sense. For
instance, there was the BoK Special Loan, which was introduced in 1972, and remained
until 1982. There were two types of the Special Loans available to commercial banks in
the 1972 system: B1 and A1. The BoK supplied B1 loans for banks when they had
difficulty maintaining the reserve requirement due to “relief lending” to insolvent firms
in order to ensure the banks’ liquidity. Al loans were used in liquidating insolvent
companies. Also, in 1985, the government forced the BoK to introduce and lend new
special loans, which were termed A2 loans, to banks at an annual interest rate of 3
percent, in order to reduce the financial pressure on the banks facing a growing amount

of NPLs (Shim 2000: 48-49).'"® Indeed, the country did not experience the failure of

"¢ The process of the government rescue of troubled banks was not transparent. In accordance
with the order of the MFK, a special section of the BoK, supporting its lender of last resort
function, did not disclose information about insolvent banks to the Monetary Board or to other
parts of the central bank. The information was kept secret by the MFK, which decided the
operation of special loans and then requested that the Board to issue them. Special loans were
made without the knowledge of the market and they carried no penalty charge. As a result,
banks even sought to receive special loans. In fact, some BoK officials sarcastically referred to
the lender of last resort function of the BoK as “the lender of first resort function” (Kim 2003
171-172).
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any financial institutions, including small and mutual savings and finance companies,
until the 1997 financial crisis (Song 1998: 11).

In the presence of the strong government protection of banks, they did not pay much
attention to risk management, carrying a huge amount of NPLs. During the 1960 and
the 1970s, the ratio of NPLs to total credit in nationwide banks was at a manageable

level of about 3 percent.''’

However, the ratio drastically rose during the 1980s, as the
financial system began to be liberalised, long covered-up NPLs were disclosed all at
once, and industrial restructuring was carried out by the government. The ratio rose
from 2.7 percent in 1980 to 7.3 percent in the following year, and it reached a scary
double digit height of 10.5 percent in 1986."'® Meanwhile, the capital level of Korean
banks was not high. During the early 1970s, the ratio of net worth to total assets in
nationwide banks was below 4 percent. The ratio rose to 5.9 percent by 1979, but it then
proceeded to fall until the late 1980s, when the banks offered a massive amount of
stocks in the rising stock market, dropping to 3.8 percent in 1985 (Kim 1994: 302-310).
At the end of 1984, according to an estimate by the BoK, NPLs in nationwide banks
were 2.6 times as high as their total net worth (Park and Kim 1994: 209).

However, neither the MFK nor the OBS paid much attention to strengthening capital
adequacy regulations for banks because they did not allow the banks to fail.'"”
Although there were capital adequacy regulations prior to the implementation of the
BIS standard, they were not enforced by the bank regulators. In 1979, the OBS
introduced a capital to deposit ratio guideline, which required banks to maintain their
ratios above 10 percent (OBS 1994c¢: 106-107). In 1988, the capital regulation was
replaced by capital to total asset ratio regulations.'?® The required minimum capital
ratios were 6 percent for nationwide banks and 8 percent for regional banks. The ratios
were raised to 8 and 9 percent respectively in 1991 in order to cope with fhe

implementation of the BIS standard in Basel Committee countries from 1992.'

However, the ratios for a large proportion of Korea banks—particulérly, nationwide

"7 NPLs consisted of only “doubtful”, and “estimated loss” loans for the period prior to 1976,
but “fixed” loans were included to NPLs from the year (Kim 1994: 305).

'"® The ratio began to fall in 1987 and dropped to 5.9 percent in 1989 (Kim 1994: 305).

1'% Author’s confidential interview with a former senior OBS official, Seoul, 3 February 2005.
120 The implementation of the 1988 regulations was not related to the establishment of the Basel
Accord (author’s confidential interview with a senior FSS official, Seoul, 28 January 2005).
One possible explanation of the change may be that the Korean regulatory authority intended to
modernise their bank supervisory system by adopting the new Japanese capital regulations (the
1986 capital regulations), given that Korean bureaucrats adopted the Japanese economic model
until the 1997 financial crisis.

121" Author’s confidential interview with a senior FSS official, Seoul, 28 January 2005. See also
OBS (1990a).
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banks—were lower than the required minimums throughout most of the period. Half of
the nationwide banks did not meet the required 6 percent minimum at the end of 1988.
The ratios of the banks rose in 1989, but they dropped in 1991 and all five major
nationwide banks failed to comply with the required minimum ratio of 8 percent (see
Table 3.1). Nevertheless, the OBS did not penalise banks for compliance failure (Shim
2000: 107).

Table 3.1 Capital to total asset ratios of Korean banks, 1987-1991
(end of period; %)

1987 1988 1989 1990 1991

Cho Hung Bank 4.7 5.7 9.1 7.4 7.0

The Commercial Bank of Korea 4.7 5.7 8.6 7.2 6.8

Korea First Bank 5.0 59 9.8 8.0 7.7

Hanil Bank 5.1 6.2 10.0 85 7.9

Bank of Seoul 4.7 6.0 9.1 7.7 7.5

Average of five major

oraride banks 4.8 5.9 9.3 7.7 14

Korea Exchange Bank 54 - 5.7 5.7 53 6.3

Shinhan Bank 54 6.9 17.2 - 18.7 12.9
KorAm Bank 4.4 6.1 14.5 10.5 8.9

Donghwa Bank - - 21.6 19.9 15.2
Dong Nam Bank - - 21.8 17.3 12.3
Dae Dong Bank - - 27.7 19.4 13.1
Hana Bank - - - - 20.8
Boram Bank - - - - 17.5
Average of all nationwide banks 4.8 6.0 9.5 8.5 8.2

Daegu Bank 4.7 8.5 15.4 11.9 10.4
Pusan Bank 4.8 7.5 9.8 8.0 7.9

Chung Chong Bank 7.1 11.1 15.8 124 | 11.2
Kwangju Bank 7.8 11.8 19.2 14.3 14.4
Bank of Cheju 9.0 10.6 17.1 14.7 13.7
Kyungki Bank 7.3 12.0 17.3 13.0 11.4
Jeonbuk Bank 9.7 224 27.5 22.9 18.9
Kangwon Bank 14.0 - 20.6 242 18.7 13.6
Kyongnam Bank 47 104 16.1 12.5 11.1
Chungbuk Bank 5.0 16.5 21.9 18.5 14.1
Average of all regional banks 6.1 11.4 16.5 13.0 11.6
Average of all banks . 5.0 6.8 10.5 9.1 8.7

Source: Office of Bank Supervision, various issues of Unhaeng Gyeongyeong Tonggye (Bank Statistics).
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Likewise, the MFK and the OBS had little intention of using the BIS standard in
order to strengthen the domestic capital regulation. As in Japan, in the presence of the
“no bank failure” policy of the government, the BIS standard, which was a regulation to
prevent bank failure, could not make much of an impression among Koreans.'”? Song

Inwon (1998: 11), who was a former Deputy Director of OBS, wrote:

... Korea has provided financial institutions with an implicit safety net by its continued
policy stance of not allowing any financial institutions to fail. ... In this environment,

prudential supervision measures were long seen as not very important.

Few people in the country—and also a number of foreign observers—saws the failure of
Korean banks as likely irrespective of capital adequacy (Park and Kim 1994: 217), until
they witnessed the closure of banks in the wake of the 1997 financial crisis. The
incentives for the regulatory authority to adopt the BIS standard came from the outside,

which will be discussed in the following chapter.
Summary

The OBS was Korea’s bank regulatory agency. However, even though the OBS had a
good degree of formal independence, it was in practice subordinate to the government,
especially the MFK. As a result, the OBS did not develop its own policy goals to
promote financial stability or prudential regulation. Meanwhile, the primary goal of the
Korean government in economic development was growth. To achieve the goal, the
government repressed the banking sector, using /banks as a tool to mobilise and allocate
credit according to the government’s economic policy. In return, the government
provided the banks with strong protection against insolvency. In these circumstances,
capital adequacy regulations to prevent bank failures and prudential regulation in
general did not attract much attention in the country until the outbreak of the 1997

financial crisis.
3.3 Taiwan

Taiwan’s bank regulatory authority, like their Japanese and Korean counterparts, did not

122- Author’s confidential interviews with senior FSS officials, Seoul, 31 January 2005 and 15,
16 February 2005.
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take heed of the capital adequacy of Taiwanese banks until the late 1980s. While the
Taiwanese government traditionally put a great emphasis on financial stability, this
emphasis on financial stability led the government to build a banking system in which
the necessity of capital adequacy regulations was not high. However, the domestic need
to strengthen the country’s capital adequacy regulation emerged in the late 1980s. This
provided an incentive for the regulatory authority to adopt the BIS standard as a means

to ensure stability in the banking system.
Priority for stability

Pursuant to the Banking Law, the Ministry of Finance of Taiwan (MFT) was the primary
authority of administrative regulation and operational supervision of the financial
system in Taiwan. The ministry had authority in the areas of issuing and revoking a
banking license, regulating minimum capital and business items, granting permission to
merge or reorganise a bank and establish a branch, and determining penalties for
violations of the Banking Law. Also, the ministry could, at any time, require banks to
submit financial statements for examination. These responsibilities of the ministry were
mainly conducted by its Department of Monetary Affairs, which was reorganised as the
Bureau of Monetary Affairs (BoMA) in order to meet the regulatory need caused by

.13 Meanwhile, the central bank, the Central Bank

financial liberalisation in July 199
of China (CBC), was in charge of controlling the money supply, foreign exchange and a
portion of the operational supervision of the financial system (BoMA 1992: 31-36).

As it was in the case of Korea, the MFT—in other words, the Kuomintang (KMT)
government, which governed the country for five decades until 2000—maintained a
strong control over the financial sector in order to administer the country’s economic
development. The government directed the allocation of credit through government-
owned commercial banks and specialised banks. Interest rates were controlled until
1989, when they were totally liberalised. Tight foreign exchange controls were in place
(Shea and Yang 1994: 220-228; Wade 1990: 165-172). The degree of financial control-
in Taiwan was less severe than in Korea but greater than in Japan, and its form was
different from Korea’s. Nevertheless, financial control was crucial to the country’s

economic development, as it was in Kérea (Cheng 1993: 56-57; Johnson 1987: 149;
Patrick 1994; Wade 1990: 165-172).

'23 When the Financial Supervision Commission, the new financial supervisory authority, was
established in July 2004, the BoOMA became a subordinate agency to the Commission.
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However, whereas the Korea government placed the top priority on growth during
the country’s economic development, the Taiwanese government put more emphasis on
monetary and financial stability than growth when these two goals conflicted (see
Cheng 1994: 163).'** The overriding concern of the Taiwanese government for
economic stability was deeply rooted in their perception that the hyperinflation and
currency crisis during the civil war period (1946-49) in the mainland was a primary
cause for their defeat by the Communists in 1949 (Cheng 1993: 57-58; Ho and Lee
2001: 73). In addition, the isolated diplomatic position of Taiwan made the government

very cautious about financial instability.'?

The country’s dwindling position in
international relations meant, in principle, that it could not hope for aid from
international organisations or foreign countries; it should survive on the basis of self-
help in a financial (;risis (Chu 1999: 191; Noble and Ravenhill 2000: 102). Therefore,
the government had to pay keen attention to the stability of the country’s financial
system.'2

In fact, the KMT government built a strong independent central bank in order to
protect the country’s economic stability and, also, the political security of the KMT
regime. The CBC occupied the commanding heights of the country’s economic
bureaucracy, and its governor was regarded as the most senior economic minister.'*’
Even though the formal authority in the country’s financial administration was the MFT,
the ministry, in practice, played secondary fiddle to the CBC in the area of banking
regulation, at least until the late 1980s. Under the steering authority of the orthodox
central bank, financial as well as macroeconomic stability was a primary and enduring
economic policy objective in Taiwan (Cheng 1993: 63; Chu 1999: 189-193; Thurbon

2001: 251; Wade 1990: 208).

124 Between 1960 and 1989, the annual increase of inflation was, on average, 5.4 percent in
Taiwan, while the corresponding figure reached 13.8 percent in Korea (4.9 percent in Japan)
during the same period (Park 1994: 5). Also, financial liberalisation was far more cautious in
Taiwan than in Korea (see Thurbon 2001; Zhang 2002).

125 Author’s interview with Chen Zhan-Shen (President of CDIC), Taipei, 8 September 2004.
Taiwan was forced to withdraw from the United Nations in 1971 and to sever formal diplomatic
ties with Japan and other major Western countries in 1972 (Cheng 1993: 71). Also, the country
lost its membership of the IMF in 1978 (Chu 1999: 191). Only twenty-nine countries (mostly
mini-countries) had diplomatic relations with Taiwan in 1997 (McBeath 1998: 186).

'8 Taiwan’s government built up not only a huge amount of foreign exchange reserves, but also
an exceptionally large volume of oil and food reserves (Chu 1999: 191).

7 Some Ministers of Finance were formerly Vice Governors of the CBC (Chu 1999: 189).
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The state ownership of banks and the regulation of capital adequacy

The concern with economic stability and, also, the anxiety towards the rise of big
indigenous capitalists led the government to restrict the private ownership of banks,
along with that of major non-financial enterprises. The KMT government’s memory of
private banks’ behaviours during the 1940s made them conclude that the private
ownership of banks would have a negative effect on economic stability: during the last
wartime period (1943-45), private banks improperly profited from credit allocation and
took advantage of inflation and the currency reform by the govemment during the civil
war period was not supported by financial capitalists (Cheng 1993: 77; Ho and Lee
2001: 73). Also, the sub-ethnic position of the mainlander-dominated KMT regime
made them anxious about the emergence of powerful indigenous capitalists, who might
someday pose a challenge to the KMT regime. The KMT government was an “alien”
regime in Taiwan when it relocated to the island after its defeat on the mainland. Only
15 percent of the country’s inhabitants were emigrating mainlanders, while the
remaining 85 percent were native Taiwanese. However, it was difficult for the
government to build a strong support base, in particular, in the urban areas, in which the
Taiwanese-dominated business sector grew rapidly.'?® Therefore, the KMT government
had a strong incentive to avoid the formation of big native capital (Cheng 1993: 59).

As a result, the government owned most domestic banks and strictly controlled the
new entry of private banks until the 1990s, when it allowed the establishment of a large
number of new private banks.'” At the end of 1990, a total of five specialised banks
and seven commercial banks, including the “big three” commercial banks (First
Commercial Bank, Huan-Nan Commercial Bank, and Chang-Hwa Commercial Bank),

130 Also, in

out of a total of ten commercial banks, were owned by the government.
terms of asset size, go\zemment—owned banks dominated the country’s financial system:
the aggregate assets of commercial banks, specialised banks, the Central Trust of China

and the CBC accounted for more than 62 percent of the total assets of all financial

122 Gregory W. Noble and John Ravenhill (2000: 102) raise doubts about the argument that the
government’s decision not to encourage the growth of large Taiwanese enterprises reflected an
ethnic spilt between the mainlanders-dominated government and a Taiwanese-dominated
business sector. ‘

12 Whereas Korea privatised commercial banks in the early 1980s, there was no public
discussion of the privatisation of banks in Taiwan until the mid-1980s (Wade 1990: 161).

13 The three private commercial banks were the Overseas Chinese Commercial Bank, the
Shanghai Savings and Commercial Banks, and United World Chinese Commercial Bank. The
KMT government licensed these banks to draw political support from overseas Chinese and to
facilitate trade with them (Cheng 1993: 65-77).
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institutions in the country at the end of 1990 (BoMA 1992: 6)"*' and government-
owned commercial banks accounted for more than 90 percent of the total assets of all
commercial banks at the end of 1991 (Semkow 1992: 37). Overshadowed by
government-owned banks, private banks were on the periphery of the banking system.
The government had strong control over government-owned banks. Chairmen of the
banks were mostly ex-MFT or CBC officials, and senior bank officials were appointed
by the government. The government set salary scales and the annual bonuses of bank
staff (Wade 1990: 161-162). Furthermore, there were serious penalties against
imprudent loan making: bankers who made bad loans were required to repay them and
those who could not make restitutions were jailed. Partly because of such legal
punishments, the overriding concern of government-owned banks was to protect the
security of their lending.'* As a result, they functioned like pawnshops rather than
modern financial institutions, requiring very stringent collateral conditions for loans
(Cheng 1993: 80; Wade 1990: 163; Yang 1994: 312-313). In making loans, the banks
required collateral of about the same value as the amount of the loans and also they

usually deliberately undervalued those assets.'*>

Accordingly, banks incurred limited
losses even though the borrowers defaulted (Kuo 2000: 15). The NPL ratios of
Taiwanese banks were not high.'** For specialised banks, the ratio was 6 percent in
1980, but it dropped to 2.9 percent in 1988. For government-owned banks, the ratio was
4.4 percent in 1980, and it continued to decline through the 1980s, falling to 3 percent in
1988. The ratio of private banks was not high either. It was 3.8 percent in 1980, and,
although it rose to 7 percent in 1985, it dropped to 3.2 percent in 1988 (Yang 1994: 312-

313).

! The other monetary institutions—medium business banks, credit cooperative associations,
and credit department of farmers’ and fishermen’s associations—accounted for about 19 percent
of the total, while the share of non-monetary institutions—investment and trust companies, the
postal savings system, insurance companies, bills finance corporations, and securities finance
companies—was less than 17 percent (BoMA 1992: 6).
132 The information about the financial conditions of Taiwanese firms was unreliable, and this
also made Taiwanese banks very conservative in making loans (Cheng 1993: 81; Wade 1990:
163).
133 Requiring collateral for loans was a common practice for Japanese and Korean banks.
However, the required level of collateral was the highest in Taiwan among the three countries.
However, Taiwanese banks began to relax collateral conditions in the 1980s (Kuo 2000: 15).
13 NPLs herein consisted of “bad loans”, “called accounts”, and “overdue loans”. Overdue
loans were those late in being paid. Called accounts were overdue loans that were overdue for
six months or those that were overdue less than six months but their collateral was claimed by
creditors. Overdue loans and called accounts were deemed bad loans when they could not be
paid back or when they were overdue for two years and had been called but not paid or when
their collateral was not enough to cover the balance remaining on the loans (Yang 1994: 311-
312).
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Yet, the government’s ownership of banks meant that there was no risk of their
insolvency, with the exception of the government’s default, and, therefore, the country’s
bank regulators did not pay much attention to the capital adequacy of government-
owned banks. Taiwan’s bank capital adequacy regulation prior to the adoption of the
BIS standard was that the volume of liabilities a bank could hold had to be lower than a
certain multiplier of the amount of its net worth. This regulation was laid down in the
Banking Law in 1975, and the MFT, with consultation with the CBC, could decide the
multiplier (BoMA 1993b: 1500). Howeyver, there is little evidence of how the MFT
carried out the capital regulation.'*> Because of limited information of the ministry’s
practice of the regulation, this study analyses the capital to asset ratios of Taiwanese
banks. Although this is an analytic turnaround, the analysis of the ratios has the
advantage of increasing the comparability of the banks’ capital levels with their
Japanese and Korean counterparts, whose capital to asset ratios during the 1980s are
available.'*

Figure 3.2 shows the average net worth to asset ratio of Taiwanese banks during the
1980s. Commercial banks, specialised banks, and medium business banks were
covered.'”’ Private banks’ capital ratios were high, amounting to 9.2 percent on average,
during the period. Although their average ratio dropped to 5.7 percent in 1988, it
recovered to 11.2 percent in the following year. However, government-owned banks
made a vivid contrast to the private banks. For specialised banks, the average capital
ratio was 6.9 percent during the period, and the lowest was 4.7 percent in 1987. The
capital ratios of government-owned commercial banks were even lower. During most of
the period, their average capital ratio was barely higher than 4 percent, falling to 3
percent in 1987. The capital position of the big three commercial banks, which were
government-owned, was the worst, hovering around just 2 percent on averaée from
1986 to 1989, while the banks accounted for more than 30 percent of total deposits in

domestic banks.

'35 It may imply that the capital regulation was not, in fact, important.

136 As discussed earlier, Japanese banks’ average capital to asset ratio was about 3 percent in the
mid-1980s, while the average ratio for Korean nationwide banks was about 5 percent in 1987
and about 6 percent in 1988. Yet, there is a limitation in comparing the capital levels of these
banks with that of Taiwanese banks by using these ratios because the definitions of capital or
assets employed in these three countries were not identical.

17 Mutual savings and loan companies were reorganised to medium business banks in 1975.
These banks dealt primarily with the supply of medium and long-term credits to SMEs (BoMA
1992: 12). There was one government-owned medium business bank and seven private medium
business banks in total.
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Figure 3.2 The average net worth to assets ratio of Taiwanese banks, 1980-1989
(end of period, %)

14

1980 81 82 83 84 85 86 87 88 89

Government-owned commerial banks -#k Big three commercial banks —Ar~ Specialised banks — Private banks

Source: Central Bank of China, various issues ofJinron Jigou Yewu Gaikuang Nianbao (Financial
Institutions Business Operation Annual Report).
Note: 1. Assets are composed of loans and investments; 2. outliers are not included in the calculation.

This analysis of CARs of Taiwanese banks during the 1980s may imply that the
Taiwanese regulatory authority adopted dual approaches in supervising capital adequacy
of the banks at that time. On the one hand, the regulatory authority’s traditional
emphasis on financial stability might have led them to supervise the capital adequacy of
private banks strictly, as their solvency was not guaranteed by the government. On the
other hand, the regulatory authority may have not taken much heed of the capital
adequacy of government-owned banks, as there was virtually no risk of their insolvency.
Yet, even though the CARs of private banks were at a higher level than those of
government-owned banks, it would be an exaggeration to argue that Taiwan had a
strong tradition of capital adequacy supervision. As discussed above, private banks
played a very limited role in the country’s banking system. Based on the capital
adequacy supervision for government-owned banks, which dominated the banking
system, it would be more plausible to conclude that Taiwan’s bank regulators
traditionally did not put much emphasis on supervising banks’ capital adequacy and that

the major banks were lowly capitalised by international standards.

The domestic needfor the adoptionfor the BIS standard

The MFT liberalised the banking sector drastically in the late 1980s, as the strong
government control over the banking sector generated inefficiency in the financial

system, especially during the second halfof the 1980s. Government-owned banks’
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ultraconservative credit allocation was unable to allocate credit effectively.'*® Asa
result, various forms of informal, unregulated finance expanded in the country. This
resulted in a series of financial scandals in the 1980s, which culminated in the collapse
of the Tenth Credit Co-op in 1985. Furthermore, the economy faced excess liquidity due
to chronic trade surpluses in the mid-1980s. The excess money flooded into speculative
activities in the stock market and real estate markets through informal and unregulated
finance, while formal financial institutions failed to meet the credit demand in the
economy. This situation threatened the stability of the financial system, and led the MFT
to reform the banking sector by amending the Banking Law in 1989 (Bemard>1997:
236-238; Cheng 1993: 60, 89; Yang 1994: 292-293; Yin 2000: 141-142; Zhang 2002:
420-422).

The 1989 amendment of the Banking Law introduced various liberalisation
measures. Restrictions on interest rates were totally abolished. Commercial banks were
allowed to receive savings deposits while savings banks were allowed to receive
checking account deposits. The disposition period of real estate or securities acquired by
a commercial bank through foreclosure of mortgage was extended. The regulation of the
interest rates of time savings deposits when they were withdrawn prior to the date of
maturity was modified. Most of all, the MFT lifted the ban on establishing new private
banks (BoMA 1993b: 1487-1645). As a result, sixteen new private commercial banks
and one commercial bank reorganised from the China Trust Investment Company
entered into the banking market by the end of 1993 (BoMA 1996b: 61).

As the MFT was preparing for the liberalisation of the banking sector, the ministry
also planned to introduce a new capital adequacy regulation.'® The ministry perceived
that the strengthening of prudential regulations, especially, the capital adequacy
regulation, was necessary due to the removal of restrictions on forming new banks
(Journal of Commerce 9 January 1989). When the MFT was seeking a new capital
adequacy regulation, the establishment of the BIS capital adequacy standard in 1988
provided the MFT with a ready-made formula. The MFT thought that the BIS standard
was a capital adequacy regulation that had been developed for many years by bank
regulators from advanced economies. In addition, it was difficult for the MFT to

develop a new capital adequacy formula for itself.'*® Also, as will be discussed in detail

1% Forty percent of bank deposits were not lent out in 1987 (Cheng 1993: 90).

139 Author’s interview with Wang Jiunn-Chih (former Director of the BoMA, President of
Central Trust of China), Taipei, 1 September 2004.

10 Author’s interview with Wang Jiunn-Chih.
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in the next chapter, the MFT perceived that the BIS standard was the international
standard in the area of bank capital regulation and that they had to follow the
international standard to avoid endangering the international business of Taiwanese
banks.'' Although the MFT thought that the BIS standard was not the perfect capital
adequacy regulation, the ministry expected that the adoption of the BIS standard would
strengthen the soundness of Taiwanese banks.'**

In addition, the isolated diplomatic position of the country seemed to intensify the
MFT’s preference for the international standard; one reason for the MFT adopted the
BIS standard was simply that it was the international standard.'®® In the late 1980s, the
Taiwanese government accelerated its efforts to enhance the country’s international
status. Lee Teng-Hui, who assumed the presidency after Chiang Ching-Kuo’s death in
1988, actively embarked on the international campaign to advance Taiwan’s
international position. Following his direction, the government began to make
aggressive efforts to join international organisations, including an attempt to join the
Asia-Pacific Economic Cooperation in 1991 (McBeath 1998: 186-187). The adoption of
the BIS standard may have been expected to increase Taiwan’s international image.

As a result, the BIS standard was adopted by the MFT in the 1989 amendment of the
Banking Law. Article 44 of the amendment required banks to maintain their capital to
risk-weighted asset ratios at no less than 8 percent. Along with the new capital adequacy
regulation, the amendment also adopted several other prudential regulatory measures,
such as share-holdings ceilings on single investors, the increase of the required ratio of
legal reserves to net profits, the qualification for bank officials, and the protection of
bank customers’ private information (BoMA 1993b: 1487-1645).

Summary

Despite the emphasis upon financial stability, the government ownership of most

! The most important reason why the MFT adopted the BIS standard was their concern for the
international business of Taiwanese banks (author’s interview with Wang Jiunn-Chih).

142° Author’s interview with Wang Jiunn-Chih; author’s confidential interview with a senior
BoMA official, by email, 2 September 2004.

1> Author’s interview with Wang Jiunn-Chih, The Taiwanese authorities’ emphasis on building
a financial system coherent with international standards or best practices was consistent
throughout the 1990s and the 2000s. The implementation of the 1996 amendment of the Basel
Accord, the 1998 amendment of the Deposit Insurance Act, and the creation of the Financial
Supervisory Commission, the new financial supervisory agency, in 2004 were driven with the
catchphrase of “to be in line with international standards.” Although not always successful, it
was always the policy of Taiwan government to keep pace with international standards.
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domestic banks made the Taiwanese bank regulators pay little attention to the capital
adequacy of Taiwanese banks, especially government-owned banks, until the late 1980s.
However, the domestic need for the adoption of the BIS standard emerged when the
MFT allowed the entry of new private banks into the market in the late 1980s. The MFT
began to seek a new capital adequacy regulation to preserve the stability of the banking
sector. In this situation, the BIS standard was a ready-made option for the MFT. In
addition, Taiwan’s efforts to increase its international status seemed to provide an
additional incentive for the regulatory authority to adopt the BIS standard, which they

considered the international standard in the area of bank capital adequacy regulation.
Conclusions

The economic rationale of the Basel Accord was that banks had to maintain their capital
over a certain level to prevent their failures against unexpected losses. Thus, the
implementation of the BIS standard may have increased the stability of a banking
system in a country where bank failures existed. To the contrary, the necessity of the
capital adequacy regulation was not high in a country where the government provided a
strong financial safety net so that the risk of bank failure was significantly low. In such
a country, the cost of a strict capital adequacy regulation might overwhelm its benefits,
by reducing the competitiveness of banks vis-a-vis foreign competitors or simply
limiting the banks’ operations, while making a trivial contribution to the stability of the
banking system. '

In Japan and Korea, the bank regulatory authorities maintained strong financial
safety nets to prevent bank failures. The MFJ adopted the convoy system in which the
ministry arranged a merger between a weak financial institutions and a strong one. The
Korean government also did not allow any banks to fail by providing special loans to
ailing banks, if necessary. These government-backed safety nets were working
effectively in the late 1980s and there were no bank failures (until the mid-1990s).
Accordingly, there was very little domestic need or voice to strengthen the capital
adequacy regulations, and the BIS standard did not make much of an impression among
the Japanese or the Koreans, including bank regulators, even though the Japanese
participated in the Basel Committee. As will be discussed in the next chapter, the
- adoption of the BIS standard in Japan and Korea was attributable exclusively to direct
or indirect external pressures.

The view of the Taiwanese regulatory authority on the BIS standard was different
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from their Japanese and Korean counterparts. There was almost no risk of bank failure
in Taiwan until the late 1980s, because most domestic banks were owned by the
government. As a result, the MFT did not pay much attention to the capital adequacy of
Taiwanese banks. However, as the MFT planned to allow the entry of new private banks
" in the late 1980s, the ministry felt the necessity to adopt an advanced capital adequacy
regulation to supervise the liberalised banking sector. In this situation, the BIS standard
was the most attractive option available to the MFT. Even though external pressure was
another factor that led the ministry to adopt the BIS standard, as will be discussed in the
following chapter, its adoption in the country was partly due to the Taiwanese bank
regulatory authority’s own need. The different motivations for adopting the BIS
standard in these countries were reflected by the differences in their implementation of

the BIS standard, especially during the first half of the 1990s.
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CHAPTER 4

External Compliance Pressure

Why did Japan agree to establish the BIS standard and why did Korea decide to adopt
it? Were there other factors that led Taiwan to adopt the BIS standard? This chapter
addresses the influence of external pressures, pressure from foreign countries and
pressure from the market, on the adoption and the compliance with the BIS standard by
these three countries. The analysis of pressure from foreign countries begins with an
analysis of the establishment of the BIS standard and the extent to which such pressure
played a role in the adoption of the BIS standard by Korea and Taiwan and is followed
by an analysis of whether this gave the three countries a strong incentive to comply with
it. The analysis of market pressure first examines whether the BIS standard was actually
accepted by the market and then shows how the bank regulatory authorities and banks

perceived the market’s response to the BIS standard.
4.1 Compliance pressure from foreign regulators

Pressure from major countries such as the United States and the United Kingdom was
an important element in both creating the Basel Accord and maintaining compliance
with the BIS standard. The idea of a common capital adequacy regulation was proposed
by the United States, and the threat of market closure by the United States and the
United Kingdom induced Japan to accede to create the Basel Accord. In addition,
although Korea and Taiwan did not face explicit pressure from foreign countries to
adopt the BIS standard, concern for their banks’ business in major countries led them to
adopt it as a precaution. The risk of foreign market closure remained persistent
throughout the 1990s and early 2000s, and this gave the countries a strong incentive to

comply with the BIS standard.
The initiation of the Basel Accord and threat of market closure
The establishment of the Basel Accord was largely a result of pressure from the United

States and the United Kingdom on the other members of the Basel Committee to agree
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on a common capital adequacy framework. As mentioned earlier, U.S. regulatory
authorities and legislators began to make efforts to strengthen capital adequacy
regulations in the country from the early 1980s. However, it was concluded at the time
that improving capital adequacy regulations in a sustainable and appropriate manner
necessitated an international solution. Given the global integration of financial markets,
purely domestic regulatory actions could have been insufficient to protect the U.S.
financial system. In addition, the unilateral strengthening of domestic capital regulations
could have placed U.S. banks at a competitive disadvantage vis-a-vis foreign banks
which were governed by less stringent regulations. In this situation, international
regulatory harmonisation at a more stringent level provided a better solution for the U.S.
government, as it could strengthen capital regulations without hurting U.S. banks’
competitiveness with foreign banks (Oatley and Nabors 1998; Reinicke 1995; Singer
2004).|144 The U.S. strategy of targeting the international harmonisation of capital
adequacy standards was reflected in the International Lending Supervisory Act of
November 1983, which directed the U.S. regulatory authorities to seek an international
agreement on a common capital adequacy framework in the Basel Committee (Oatley
and Nabors 1998: 45; Reinicke 1995: 162-163).'4®

Although Committee members may have agreed on the general need to address the
capital adequacy of banks, according to Peter Cooke (1990: 324-326), the then chairman
of the Committee, there was little prospect of immediate harmonisation of capital
adequacy regulations at that time."* There was no consensus on the definition of capital
as well as an appropriate minimum level of capital among bank regulatory authorities,
who defended their own national standards in the light of differences in national
banking structures and in the competitive ability of domestic banks (Kapstein 1994:
103-119; Oatley and Nabors 1998; Reinicke 1995: 162-166; Singer 2004: 546). In
addition, the European Commission had been pursuing its own capital adequacy
standards as part of the 1992 project, and France and several other European

Community (EC) members did not want to cede regulatory leadership to the Basel

' In explaining the U.S. incentive to seek the international harmonisation of capital adequacy
standards, Thomas Oatley and Robert Nabors (1998) put emphasis on the role of the legislature
whereas David A. Singer (2004) stresses on the role of the U.S. regulatory authorities.
3 U.S. regulatory authorities were required to report to Congress periodically on the progress
towards an international agreement (Kapstein 1994: 108; Reinicke 1995: 167).
8 Although the U.S. regulatory authorities’ efforts to harmonise capital regulations led the
Committee to establish the 1983 framework that compared capital adequacy standards, it was no
more than a confidential observation framework (Cooke 1990: 324-326; Reinicke 1995: 163-
164).
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Committee (Kapstein 1992: 276-277). As a result, when Paul Volker, the then chairman
of the Federal Reserve Board, presented the idea for convergent capital adequacy
standards in Basel in 1984, his remarks were “greeted with a yawn” by central bankers
(Kapstein 1994: 108). At a meeting in Basel in early 1986, central bankers commented
that the introduction of standard capital requirements was unlikely (Reinicke 1995: 166).
Frustrated with the Committee’s failure to produce a common capital adequacy
framework, the U.S. Federal Reserve launched a bilateral agreement on bank capital
adequacy with its U.K. counterpart, the Bank of England, in January 1987. The United
Kingdom joined the United States because it needed to strengthen domestic bank capital
adequacy regulation, and also because it was opposed to capital adequacy standards that
had been discussed in the EC (Kapstein 1992: 281;1994: 113).!*7 The bilateral
agreement set a two-tier definition of capital, adopted a risk-weighted approach, and

included off-balance-sheet transactions in risk assets.'*®

Although a minimum level of
required capital was not proposed in the agreement, the U.S. and the U.K. regulatory
authorities announced that they would agree on a common minimum capital level and
make it public in the then near future (MFJ 1987: 40-42).'%

The bilateral agreement was not the result of the United States and the United
Kingdom abandoning their plan to create a multilateral agreement in the Committee.
Rather, the bilateral agreement was a decisive strategy to achieve a favourable

multilateral agreement.'® The bilateral agreement forced the other Basel Committee

"7 In 1984, the Bank of England provided a rescue package for Johnson Matthey Bankers,
which became insolvent after it concentrated its lending to a small number of high-risk firms.
This event shook U.K. voters’ confidence in the financial stability of banks, and U.K. bank
regulators were ignominiously summoned to Parliament to discuss their role leading up to the
insolvency of the bank (Singer 2004: 556-557).

"“® The bilateral capital adequacy framework divided risk-weights into five categories (0, 10, 25,
50, and 100 percent) (MFJ 1987: 40-42),

"% As the negotiations between the United States and the United Kingdom for the bilateral
agreement were conducted in great secrecy, the bilateral agreement shocked other bank
regulators (Vernon, et al. 1991: 129). The bilateral agreement was regarded, at least at first sight,
to be potentially counter-productive to the multilateral developments in the Basel Committee
(Cooke 1990: 325). .

1% In the early February 1987, Robin Leigh-Pemberton, Governor of the Bank of England,
commented: “The most important thing is that we should make an early start to widen the
convergence initiative. ... We recognise that international convergence cannot be fully or
properly launched in just two centres, and I do very much hope that what we have done will
rapidly be followed by other authorities—notably the Japanese and our partners in Europe” (The
Times 3 February 1987). See also Kapstein (1989: 340), Oatley and Nabors (1998: 50), Reinicke
(1995: 170), Singer (2004: 546, 557), and Vernon, Spar, and Tobin (1991: 146). In fact, the
bilateral agreement specified that if the Committee did not reach a prompt agreement, the U.S.
and the U.K. would implement the bilateral agreement from May 1987; yet, they delayed the
implementation for a multilateral agreement in the Committee (Reinicke 1995: 168, 173).
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members to seek a multilateral capital adequacy agreement, by creating, in Ethan B.
Kapstein’s (1994: 106) words, a “zone of exclusion.” The bilateral agreement posed a
threat to Committee members since the international activities of their own banks would
be reduced if they did not adopt a new broadly equivalent capital standard.’®' Given the
financial market power of New York and London, the threat of market closufe put
substantial pressure on the Committee members to move to seek a multilateral
agreement (Kapstein 1989: 340-341, 1992: 282; Oatley and Nabors 1998: 50).'%2

It was particularly important for the United States and the United Kingdom to
ensure the adoption by Japan of equivalent capital adequacy standards, as their banks
faced growing competition throughout the 1980s from Japanese banks, whose capital
levels were at the lowest level among banks from Committee countries. Nine out of the
world’s top ten banks in terms of asset size were Japanese by 1989. More importantly,
the expansion of Japanese banks in the U.S. and U.K. markets was remarkable during
the period. For example, the assets of the U.S. branches of Japanese banks increased
315 percent between 1981 and 1988, while those in the U.K. rose 232 percent. By 1988,
about 20 percent of the total assets of Japanese banks were held in the two countries
(Terrell, et al. 1990). Japanese banks dominated the assets of the U.S. branches (and
agencies) of foreign banks throughout the 1980s, increasing their share to nearly 60
percent by 1988 (Houpt 1999: 611). Japanese banks also had the largest foreign banking
presence in London, with about a 15 percent share of sterling deposits by the mid-1980s
(Rosenbluth 1989: 76-77)."** In 1985, international lending by Japanese banks was
greater than that by U.S. banks for the first time (Singer 2004: 554). As a result, U.S.
and U.K. banks contested that Japanese banks were taking advantage of low capital
adequacy levels to raise their international market share (Kapstein 1992: 277).

The United States and the United Kingdom put explicit pressure on Japan to join a
common capital adequacy framework. On the day when the bilateral agreement was
launched, U.S. regulators announced that they hoped that it would be a model for bank

regulators of other countries, particularly Japan (Financial Times § January 1987)."%*

! In early 1987, Volcker announced that the United States would apply the bilateral agreement
to foreign banks seeking expansion in the country (Oatley and Nabors 1998: 50).

52 The MFJ (1988: 34) reported that the bilateral agreement forced the Committee to begin to
work for a common capital adequacy framework in earnest.

13 Japanese banks’ share of Euro deposits in London financial markets, the centre of Euro
transactions, rose rapidly during the 1980s. By 1982, Japanese banks had surpassed U.S. banks
in London Euro deposits, and began to account for the largest single share in the market,
reaching 40 percent in 1988 (EPA 1988: 167-169).

4 In fact, the President of the Federal Reserve Bank of New York, who was in Tokyo on the
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The head of banking supervision at the Bank of England also commented: “If I were a
Japanese banker or bank supervisor I would be a little worried about being thought to be
lagging behind,” and added: “I would be very disappointed if this initiative were to
founder on a negative reaction from the Japanese” (Reinicke 1995: 169). Also, Gerald
Corrigan, President of the Federal Reserve Bank of New York, stated in the U.S. Senate
Budget Committee in May 1987: “While the areas mentioned above are imbortant, the
single item on which I place great emphasis relates to bank capital adequacy standards
and specifically to the goal of moving Japanese bank capital standard into closer
alignment with emerging intemational standards” (The American Banker 30 July 1987).

Indeed, the threat of market closure to Japanese banks materialised when the Federal
Reserve Bank of New York required five Japanese banks (Yasuda Trust & Banking,
Sumitomo Trust & Banking, Norinchukin Bank, Bank of Tokyo, and Toyo Trust &
Banking) which applied to set up subsidiaries or expand their operations to provide data
in line with the rules in the bilateral agreement in early February 1987.'%° The Federal
Reserve Bank of New York announced that they needed the data to complete a review of
the banks’ applications (The American Banker 12 March 1987; Financial Times 21 May
1987). Two Japanese banks (Mitsui Trust & Banking and Taiyo Kobe Bank), which had
submitted applications to set up trust offshoots in New York in May 1987 and in June
1987 respectively, were also required by the Federal Reserve Bank of New York to
provide information about their capital ratios. In addition, the Federal Reserve Bank of
New York withheld approval of another Japanese bank’s (Long-Term Credit Bank of
Japan) application to buy a stake in Greenwich Capital Markets, a U.S. primary dealer,
by commenting: “the political environment was not right” (The American Banker 12
March 1987; Murphy 1988).

The timing of the information requirements by the U.S. bank regulatory authorities
and their inquiry of Japanese banks’ capital adequacy clearly reflected their intention to
bring Japan into negotiations for a common capital adequacy framework. In fact, under
the U.S. banking laws, if a bank decided to establish new operations or activities
through internal growth without making a new acquisition, the U.S. regulatory

authorities used to require merely that it receive prior notice where the new activities

day, attempted to put informal pressure on the Japanese to fall into line with the bilateral
agreement (Financial Times 17 March 1987).

13> The required data included the banks’ unrealised gains on securities holdings, which the
bilateral agreement did not include in the definition of regulatory capital and which were not
required to be reported to the Japanese Finance Ministry at that time (The American Banker 12
March 1987; Financial Times 21 May 1987).
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were in a traditional line of bank business. In general, such applications were processed
by the U.S. regulatory authorities within thirty days on pro forma basis (Legal Times 8
June 1987). After all, the U.S. authority’s extraordinary scrutiny of the Japanese banks’
capital bases was an apparent economic sanction to bring Japan into line. Indeed,
approval of the Japanese banks’ applications was frozen until Japan agreed with the
United States and the United Kingdom to establish a common capital adequacy

framework.
Japan s agreement on the establishment of the Basel Accord

The threat of market closure generated by the bilateral agreement forced Japanese banks
to change their behaviour; they began to raise their CARs. An official at the Federation

of Bankers Associations of Japan (FBAJ) commented:

Without one bank failure in recent history, our attitude is why change a successful
system? At the same time, we know that if we do not comply, the friction between Japan
and the West will get even hotter, and we will have a hard time doing business in New
York and London. (The American Banker 24 June 1987)

Led by the Industrial Bank of Japan in June 1987, ten major Japanese banks announced
plans to raise, in aggregate, capital to the value of USD 7 billion or more in the
following couple of months through convertible bonds and right issues. Some banks
also planned to reduce their assets, principally poorly performing ones.'*® The
minimum target CAR of Japanese banks of 5.5 percent, the required minimum primary
capital to total assets ratio required under the U.S. regulations, reflected the Japanese
banks’ fear of market closure by the United States.'’ The MFJ helped them raise their
CARs, for example, by lifting a ban on issuing convertible -bonds in domestic capital
markets in April 1987 (MFJ 1987: 39).

In the meantime, the MF]J entered into negotiations for a common capital adequacy

framework with the U.S. and U.K. counte:rparts.158 As discussed earlier, the MFJ had

1% See Financial Times (8 July 1987), International Banking Report (17 July 1987), Jiji Press
(12 June 1987, 28 July 1987), Japan Economic Journal (15 August 1987), Japan Economic
Newswire (17 July 1987a), Journal of Commerce (22 June 1987), The Guardian (13 June 1987),
and United Press International (19 August 1987).

"7 The required minimum capital to total assets ratio was 6 percent (MFJ 1987).

'8 In January 1987, right after the announcement of the bilateral agreement, the three countries
agreed to hold talks to formulate a common capital regulation framework (Jiji Press 9 January
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little desire to strengthen the domestic capital adequacy regulations. The attitude of the
MF] did not change despite the bilateral agreement. Indeed, when Japanese banks were
required by the U.S. regulatory authorities to provide the data according to the bilateral
agreement, the MF] initially prevented the banks from submitting the information to the
U.S. regulatory authorities (The American Banker 12 March 1987). However, the MFJ
worried that if Japanese banks did not comply with the U.S. and U K. rules, it would be
difficult for them to do business in U.S. and U K. markets. The MFJ also believed that
following the U.S. and U K. rules would help Tokyo develop as a world financial centre.
As a result, although there was limited commitment to strengthening the domestic
capital regulations, the MFJ, in principle, determined to be in line with the United States
and the United Kingdom.'*

Accordingly, MFJ’s primary objective in negotiations with the United States and the
United kingdom was to reduce the costs of Japanese banks complying with an emerging
common capital adequacy framework by connecting the negotiations to the Japanese
capital adequacy guidelines of 1986 (see MFJ 1987: 41-42). A major issue in the
negotiations was the inclusion of unrealised gains on securities holdings in the
definition of regulatory capital. While the Japanese capital adequacy guidelines of 1986
allowed banks to count 70 percent of such gains, the U.S. and the U.K. regulations did
not recognise them because of the volatility of the underlying equity markets (Ito and
Sasaki 2002: 374; Tobin 1991: 236). The MF] insisted on the inclusion of the unrealised
gains in order to preserve the competitiveness of Japanese banks in international
markets.'® After a series of negotiation, the United States and the United Kingdom
made a compromise with Japan to recognise 45 percent of the unrealised gains on

securities holdings for capital adequacy purposes.'®' By September 1987, the three

1987).

1% Author’s interview with Nishimura Yoshimasa.

'0 The MFJ commented: “[c]onsidering that a country’s ﬁnancxal industry has become its
important strategic industry in this post-industrialisation society, the competitive conditions for
financial industries should not be neglected” (MFJ 1987: 42, emphasis added). The ministry
also stated that Japan had to actively participate in the international cooperation to harmonise
capital adequacy standards “in a way to properly reflect the situation of Japanese banks” (MFJ
1987: 42).

6! The figure of 45 percent was a decision to reflect the fact that 50 to 60 percent of such gains
were taxed in Japan (Tamura 2003a: 113). In July 1987, the United States and the United
Kingdom expressed that unrealised gains on securities holdings could function the same way as
owned capital for Japanese banks (Jiji Press 15 June 1987). In the same month, Japan
announced that that the country, in principle, agreed to go along with the bilateral agreement
(see Financial Times 12 June 1987). After this sign from Japan for a common capital framework,
the U.S. regulatory authorities began to approve the frozen applications of Japanese banks to
expand business in U.S. markets (see Japan Economic Newswire 17 July 1987b; Murphy 1988).

97



countries also came to an agreement on other major issues, namely, the adoption of a
two-tier structure of capital, and the use of a system of risk-weighted assets (Tobin
1991: 241-242). The trilateral agreement by Japan, the United States and the United
Kingdom accelerated multilateral talks in Basel, which went at a slower pace than the
trilateral discussions. As a consequence, the Basel Committee published a consultative
paper containing proposals for a common capital adequacy framework in December
1987.

The compromise by the United States and the United Kingdom appeared to be
necessary. After the announcement of the bilateral agreement, the regulatory authorities
in the United States and the United Kingdom faced strong opposition from domestic
banks and other institutions that its bilateral imposition would hurt the competitiveness
of U.S. and U K. banks."? Moreover, the UK. regulatory authority indicated to their
U.S. counterpart that they might have to withdraw their commitment to the bilateral
agreement as a result of the European objections to the agreement (Tobin 1991: 240).'®
Therefore, it was almost indispensable for the United States and the United Kingdom to
conclude an agreement with Japan, and this situation gave Japan leverage in
negotiations.164 In addition, it should be emphasised that the ultimate reason why the
United States and the United Kingdom sought an international capital standard was to
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strengthen their domestic capital regulations.”™ Accordingly, insofar as Japan agreed on

a common capital adequacy framework, the United States and the United Kingdom
were open to making a compromise.'®®

For the Japanese banks and the MFJ the agreement was satisfactory, particularly due
to the inclusion of the 45 percent of unrealised gains on securities holdings in the

regulatory capital.'” Even though Japanese banks initially demanded the recognition of

12 Peter Skorpil, Citicorp Japan division head, commented: “If the Japanese are not willing to
live by the same rules, then we cannot afford to put Fed ratios into effect” (The American
Banker 18 June 1987). Douglas A. Warner, Senior Vice President and General Manager of the
London branch of Morgan Guaranty Trust, also said that the bilateral agreement would place
U.K. and U.K. banks at a competitive disadvantage to European and Japan banks (The American
Banker 20 January 1987). See also Kapstein (1989: 340, 1994: 114).

163 See also Kapstein (1992: 282, 1994: 114-115).

164 Author’s interview with Nishimura Yoshimasa.

185 As mentioned in the previous chapter, the U.S. bank regulatory authorities announced the
adoption of a risk-weighted capital ratio approach in January 1986 in order to strengthen
domestic bank regulations. However, U.S. banks protested this unilateral measure (Kapstein
1989: 339).

16 Author’s interview with Nishimura Yoshimasa. In fact, there was some opposition from the
U.S. Congress when the U.S. regulatory authorities made an agreement with Japan and began to
aJ)prove Japanese banks’ applications for business in the U.S (Murphy 1988; Singer 2004: 552).
17 Another important area in which Japan’s preferences were reflected was the risk weight of
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70 percent of such gains, this appeared to be a strategic demand for negotiation. During
the 1980s, stock prices increased rapidly in Japan, and this led Japanese bank regulators
and banks to hold a very positive view of Japan’s economic growth. As a result,
Japanese banks and bank regulators believed that the inclusion of 45 percent of such
gains would be enough for the banks to achieve a CAR of 10 percent.'®® Indeed, after
the establishment of the Basel Accord, the MFJ stated: “[w]e tried to reflect the peculiar
situation of Japanese banks in the Accord. The Accord appears to fairly reflect our
demand” (MFJ 1990: 46).'% A senior Japanese banker also revealed that the perception
in some quarters that Japanese banks were unhappy with the Committee’s proposals of
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December 1987 was false (The American Banker 3 January 1988)." ™ Moreover, some

foreign observers even argued that the Basel Accord increased the international
competitiveness of Japénese banks (Tamura 2003a: 113-114).""

After all, it was external pressure from the United States and the United Kingdom
that forced Japan to accede to the Basel Accord. The Japanese, including the MFJ, had
little intention of strengthening the domestic capital regulations, and, accordingly, what
Robert D. Putnam (1988) referred to as “reverberation” effects did not occur within
Japan, despite the launch of the bilateral agreement. Meanwhile, given the competitive
threat from Japanese banks, the negative externalities that would have resulted for the
U.S. and the U.K. banks as a consequence of noncompliance by Japanese banks with a

common capital adequacy framework were enormous. In this situation, it was

claims on domestic public entities, excluding central government. The United States and the
United Kingdom initially sought to allocate a risk weight of 20 percent to those assets, while the
MF] insisted on no risk weight for them or the same level as for claims on central government.
In the end, reflecting Japan’s demand, the Basel Committee allowed the regulatory authorities to
choose either 0, 10, 20, or 50 percent at the national discretion (Jiji Press 13 July 1988, 15 July
1988).

168 Author’s interview with Nishimura Yoshimasa. The Japanese expected that the Tokyo stock
market index would rise more than double in the mid-1990s (Tamura 2003a: 113-114),

' Finance Minister Miyaza Kiichi highly praised the Accord, saying “many proposals put
forward by Japan have been accepted by the Cooke Committee™ (Japan Economic Newswire 12
July 1988). Also, after the burst of the bubble economy in the early 1990s, Nishimura
Yoshimasa, Director General of the Banking Bureau (1994-96), regretted that it was the
ministry’s misjudged strategy to find a point of a compromise with the West by incorporating
unrealised gains into capital (see Sawabe 2002: 412 n. 43).

"0 In June 1988, Kusukawa Toro, Deputy President of Fuji Bank, a major Japanese bank,
commented: “we feel the Japanese banks are for the present standards” (The American Banker 9
June 1988).

' Standard & Poor’s, a major credit rating company, expected that it would be easier for
Japanese banks to comply with the Basel Accord than with the 1986 capital adequacy guidelines
(Financial Times 9 June 1988). Meanwhile, Salomon Brothers, a major investment bank,
anticipated that U.S. banks would find it difficult to meet the BIS standard (The Economist 12
December 1987).
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imperative for the United States and the United Kingdom to force Japan to join a

~ common capital adequacy framework. Accordingly, they put direct pressure on Japan by
effectively closing their markets to Japanese banks. This situation altered the choice set
for Japan, given the market power of the United States and the United Kingdom;
maintaining the status quo‘was no longer an optimal choice for Japan. As a result, Japan
decided to agree a common capital adequacy framework. Yet, the MFJ succeeded in
concluding the agreement in a manner that did not involve significant compliance costs
for Japanese banks.'” Thus, there was no significant domestic opposition to the Basel
Accord in Japan. External pressure from foreign regulatory authorities and the low

compliance costs explain why Japan agreed to accede to the Basel Accord.'”
Non-member incentives to follow

Did non-members of the Basel Committee also face pressure from the United States
(and/or the United Kingdom) or from the Basel Committee to adopt and comply with
the BIS standard? Unlike the case of Japan, there was no strong direct pressure from
major countries on non-Committee countries, including Korea and Taiwan, to comply

with the BIS standard. In fact, around 90 percent of international assets and liabilities of

'"2 Therefore, obviously, the Basel Accord did not eliminate competitive inequality between U.S.
and U K. banks and Japanese banks completely. Yet, as discussed above, after the establishment
of the U.S.-U.K. bilateral agreement, the U.S. and U.K. bank regulatory authorities were in a
situation where they had to conclude a multilateral agreement, especially with Japan. It is not
clear how U.S. and U.K. banks and regulators viewed the effect of the Basel Accord on the real
capital adequacy of Japanese banks during the late 1980s. However, the fact that Japanese banks
withdrew their initial demand for the 70 percent of inclusion of unrealised gains on securities
holdings was likely to help the U.S. and the U.K. bank regulatory authorities pacify domestic
opposition to the Basel Accord in these countries. Moreover, although Japanese banks were
actually satisfied with the Accord, they, on the surface, expressed that it would be difficult for
them to achieve the required minimum CAR of 8 percent (see, for instance, Jiji Press 22
December 1987). In addition, it is noteworthy that the United States and the United Kingdom
put pressure on Japan to liberalise its financial markets, while negotiating a common capital
adequacy framework, and, as a result, the Japanese government allowed U.S. commercial banks
to operate securities units in the Japanese market. The explicit linkage between this and the
Basel Accord is not clear, but there was the possibility that the Japanese government allowed
U.S. commercial banks to enter these markets in order to reduce pressure from the U.S.
government on capital adequacy, or that the U.S. government used capital adequacy as a level to
force greater access to the Japanese market for American banks (Oatley and Nabors 1998: 51).
All these factors increased U.S. and U.K. bank regulatory authorities’ incentives to make a
compromise with their Japanese counterpart in concluding the negotiations for a common
capital adequacy framework.

' Therefore, the establishment of the Basel Accord is not an instance of what Oatley and
Nabors (1998) call “redistributive cooperation.” Also, it differs from Kapstein’s (1989, 1992,
1994) account, which is based on the theory of joint gains, given that there were few benefits to
Japan in terms of the soundness of its banking system,
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all banks in the world were held by banks from Committee countries, while banks from
all the other countries in aggregate accounted for the remaining 10 percent (see Table
4.1). Therefore, Committee countries were not likely to have a strong incentive to make
costly efforts to compel non-Committee countries to comply with the BIS standard. As a
result, Korea and Taiwan did not experience explicit pressure from foreign countries—

and from foreign banks—to adopt the BIS standard.'™

Table 4.1 International positions of banks by country, selected years, 1988-2002
(end of period; %)

1988 1990 1992 1994 1996 1998 2000 2002

Assets

Basel Committee 91.4 88.0 90.9 91.8 90.9 89.9 89.3 89.3

(Japan) (383) (339 (27.8) (27.00 (24.5 (1800 (@142 (109
The others 8.6 12.0 9.1 8.2 9.1 10.1 10.7 10.7

(Korea) N/A N/A N/A N/A N/A N/A N/A N/A

(Taiwan) N/A N/A N/A N/A N/A N/A 0.7 0.7)
Total -100.0 1000 100.0 100.0 100.0 100.0 1000 100.0
Liabilities

Basel Committee 91.0 87.4 90.2 91.2 90.8 88.5 88.3 88.5

(Japan) (37.5) (@(B3.00 (254) (239 (00 a348 (9 (6.6)

The others 9.0 12.6 9.8 8.8 9.2 11.5 11.7 11.5

(Korea) N/A N/A N/A N/A N/A N/A N/A N/A

(Taiwan) N/A N/A N/A N/A N/A N/A 0.7 0.7

Total 100.0 1000 100.0 100.0 100.0 100.0 100.0 100.0

Source: Bank for International Settlements, various issues of BIS Quarterly Review.
Note: The data covers cross-border positions in all currencies plus the local foreign currency positions of
banks.

Yet, it is important to note that Committee countries did adopt certain low-cost
measures to induce non-Committee members to comply the BIS standard. In fact, the

Basel Accord expressly provided in its second paragraph as follows:

This document [the Basel Accord] is being circulated to supervisory authorities
worldwide with a view to encouraging the adoption of this framework in countries .

outside the G10 in respect of banks conducting significant international business.

The Committee encouraged non-G10 countries to adopt the BIS standard by
providing technical assistance (Simmons 2001: 605). Also, in international meetings
of bank regulatory authorities, it was suggested that non-Committee countries adopt

the BIS standard. For example, at the Fifth International Conference of Banking

'™ Author’s interview with Wang Jiunn-Chih; author’s confidential interview with a senior FSS
official, Seoul, 28 January 2005. '
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Supervisors in 1988, which was held in two months following the establishment of
the Accord, and in which about 180 bank regulators from 89 countries participated,
non-Committee countries were urged to adopt capital adequacy standards similar to
the BIS standard (Japan Economic Newswire 13 October 1988). In addition, even
though the U.S. regulatory authorities did not close U.S. markets to foreign banks
merely because their home countries did not implement the BIS standard,'” the
U.S. authorities certainly did take into account BIS standard implementation in
approving the applications of foreign banks to expand their activities in U.S.
markets (FSF 2001: 54).

Such activities targeted at BIS standard adoption by non-Committee countries did
not lead the Korean regulatory authority to agree that the BIS standard was a desirable
means of strengthening the soundness of the country’s banking system. Yet, this
encouragement for non-Committee countries to adopt the BIS standard gave the bank
regulatory authorities in Korea and also in Taiwan a perception that the strengthening of
capital adequacy standards was an international trend and that the BIS standard would
become the main reference point for international banking standards.'” Indeed, on its
establishment, the BIS standard began to be cited as the international standard for
capital adequacy regulation by the financial media and by leading international financial
institutions. Accordingly, the Korean and Taiwanese regulatory authorities came to
conclude that it would be necessary to adopt the “international standard” to avoid
endangering business of Korean and Taiwanese banks in major countries (OBS
1991b).""” This perception was not necessarily irrational given that there was a real
chance that Basel Committee countries might tighten their rules on foreign bank
affiliates at some point in the future.

The regulatory authorities’ fear of foreign market closure for banks not complying

'S In applying for the establishment of representative offices or branches, foreign banks from
countries that did not implement the BIS standard were required to provide information
regarding the capital standards applied by their home countries. The adoption of the BIS
standard was not a necessary requirement to be qualified as “well-capitalised” under either the
Banking Holding Company Act or the Gramm-Leach-Biley Act to engage in non-banking
activities. Foreign banks whose home country supervisors did not adopt the BIS standard might
calculate their CARs under their home country standards. Insofar as CARs of foreign banks
were deemed equivalent, not necessarily identical, to those required of U.S. banks, their
operations in the U.S. market were not prohibited under U.S. regulations (Burand 1993; Hansen,
et al. 2000).
176 Author’s interview with Wang Jiunn-Chih.
""" Author’s interview with Wang Jiunn-Chih; author’s confidential interviews with a senior
BoMA official, by email, 2 September 2004, and a former senior OBS official, Seoul, 3
February 2005.
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with the BIS standard was likely to have been strengthened by their notice that one
express objective of the Accord was to provide a “level playing field” among
international banks and its establishment was largely attributable to the threat of market
closure from the United States and the United Kingdom (see Kim 1991: 46-47). In
addition, foreign branches of banks from non-BIS standard countries—including
Korean and Taiwanese banks—were required to submit their BIS CARs to the foreign
bank regulatory authorities (KEB 1991).'” Even though no Korean or Taiwanese banks
in Committee countries were subject to actual market closure due to their non-adoption
of the BIS standard, the Korean and Taiwanese regulatory authorities perceived such a
possibility to exist.'” |

Moreover, the Basel Concordat, which was an agreement by the Basel Committee
on principles for the supervision of banks’ foreign establishments, specified that a host
country could forbid the operation of foreign establishments in its territory if the home
country supervision of the parent institutions of such establishments was inadequate
(BCBS 1983)."*® This principle was reemphasised in the 1992 revision of the Concordat
(BCBS 1992). Besides, the 1992 revision stressed that “host country and home country
authorities should at a minimum, give weight to the strength of banks’ capital” in
reviewing their proposals for expansion (BCBS 1992). In this situation, the adoption of
the BIS standard was expected to work as a bulwark against foreign criticism of their
banking supervision. Wang Jiunn-Chih, former Director of BoOMA, who was in charge
of constructing the Taiwanese BIS standard, commented: “If anybody criticises us, we

could defend ourselves by arguing that we are in compliance with the international

' Author’s interview with Wang Jiunn-Chih. _

' In fact, Korean banks did establish overseas footholds in Committee countries, including the
United States and United Kingdom, during the late 1980s and the early 1990s before Korea
formally implemented the BIS standard from 1993 (see KFB, 1998). However, the approvals of
the applications of the Korean banks to establish the overseas footholds appeared to reflect the
foreign regulatory authorities’ evaluation that the capital levels of those banks were equivalent
to the BIS CAR of 8 percent or were expected to meet the level. For instance, in the approval of
the application by the Bank of Seoul to become a bank holding company by acquiring the Seoul
Bank of California, a de novo bank, in August 1988, the U.S. regulatory authority pointed out
that the bank’s ratios of tier 1 and tier 2 capital to risk assets exceed the 1990 transition
standards in the Basel Accord (see Banking Expansion Reporter 3 October 1988).

' The U.S. Foreign Bank Supervision Enhancement Act of 1991 provided that a foreign bank
seeking to establish or expand operations in the United States had to be subject to
comprehensive supervision on a consolidated basis by its home country’s supervisory authority,
including requiring the information on the applicant’s capital adequacy, although the capital
adequacy of foreign banks was assessed on the basis of “capital equivalency,” which prescribed
that capital ratios of foreign banks had to be equivalent, but not necessarily identical, to those
required of U.S. banks (Burand 1993; Hansen, et al. 2000: 198-199).
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standard [the BIS standard].”'®'

The Korean and the Taiwanese regulatory authorities therefore had a .strong
incentive to build such a bulwark by adopting the BIS standard, given that the majority
of overseas establishments of Korean and Taiwanese banks were located in Committee
countries, especially the United States. There were a total of 117 overseas
establishments (48 branches, 54 representative offices, and 15 subsidiaries) of Korean
banks at the end of September 1988; more than 60 percent of these establishments (73
establishments: 40 branches, 28 representative offices, and 5 subsidiaries) were located
in the United States (18 branches, 9 representative offices, and 5 subsidiaries), Europe
(10 branches and 12 representative offices), and Japan (12 branches and 7 representative
offices) (see Son and Choi 1989: 71).'%? Likewise, there were a total of 32 overseas
branches and agencies or representative offices (18 branches and 14 agencies or
representative offices) of Taiwanese banks in 1990 and, among them, 20 establishments
(12 branches and 8 agencies or representative offices) were located in Committee
countries, including 12 (8 branches and 4 agencies or representative offices) in the
United States (see BoMA 1992: 8). '

In addition, the Korean regulatory authority was encouraging Korean banks to
establish branches to support the rapidly developing internationalisation of Korean
firms (Lee, et al. 2004: 539-542).'83 In particular, as Korean banks were advancing into
the markets of EC countries in preparation for EC integration, the implementation of the
BIS standard by EC countries was expected to affect the business of Korean branches in
EC countries (Baengkeo February 1991). The Taiwan government was also striving for
the internationalisation of Taiwanese banks during the late 1980s and the 1990s in order
to develop their international banking activities, to promote international trade, and to
meet the demand of Taiwanese firm for investment and marketing abroad (BoMA 1992:
51, 1996b: 63-65). From 1988, the Taiwan government began to actively encourage and
assist Taiwanese banks in establishing overseas establishments. As a result, while only

three Taiwanese banks had eighteen overseas footholds in 1984, ten Taiwanese banks

'8l Author’s interview with Wang Jiunn-Chih.

82 The five major Korean nationwide banks had a total of 31 overseas branches, 14 overseas
representative offices and 8 overseas subsidiaries at the end of October 1988, and, among them,
27 branches, S representative offices and 4 subsidiaries were located in Committee countries
(see Son and Choi 1989: 75).

' The government encouraged Korean firms to engage in direct foreign investments in order to
advance into foreign markets as Korea’s current account balance turned into surplus from 1986.
The total volume of foreign direct investment by Korean firms was only USD 650 million over
the period of 1966 to 1986. However, the figure reached USD 150 million in 1988 and rose to
USD 890 million by 1990 and to USD 3690 million by 1996 (EPB 1991; MoFE 1997).
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had fifty four overseas establishments in 1992 (BoMA 1993a: 24, 1996b: 64).'** In
these circumstances, the Korean and Taiwanese regulatory authorities had to avoid

endangering the overseas activities of Korean and Taiwanese banks.
Persistent fears of market closure, little pressure for comprehensive compliance

The risk of market closure in foreign countries gave the bank regulatory authorities in
Japan, Korea, and Taiwan a strong incentive to adhere to the BIS standard. The
incentives strengthened, especially for the Korean and the Taiwanese bank regulatory
authorities, as the internationalisation of Korean and Taiwanese banks developed further
throughout the 1990s. The number of Korean banks with overseas establishments
almost doubled from 1990 to 1997, and the number of overseas establishments also
almost doubled during this period. Although the internationalisation of Korean banks
reduced after the 1997 financial crisis, the previous trend towards internationalisation
continued from the early 2000s.'8® The number of Taiwanese banks with overseas
footholds also more than doubled between 1991 and 2000, and the number of their
overseas establishments rose more than three times during the period. Japanese banks
also increased their overseas establishments until the mid-1990s, from 355 in 1990 to
437 in 1994, despite their weakening financial condition. Although the international
presence of Japanese banks drastically declined from 1997/98, most major banks
maintained their overseas establishments. Thus the Japanese regulatory authority also

had an incentive to maintain the BIS standard (see Table 4.2)."%

' The total number of Taiwanese banks (domestic general banks) was thirty two in 1992, -
5 The size of the assets of U.S. branches or agencies of Korean banks grew from USD 6.4
‘billion to USD 16.6 billion between 1990 and 1996 (Houpt 1999: 611).

18 Japan’s defection from the BIS standard could also have had a negative impact on the
effectiveness of Japan’s delegation within the Committee (Whitehead 2005: 28).
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Table 4.2 The international presence of Japanese, Korean, and Taiwanese banks, 1990-
2003

(end of fiscal year; number)

Overseas establishments Banks with overseas establishments
Japan Korea Taiwan Japan- Korea Taiwan
1990 355 109 N/A 49 13 9
1991 377 119 54 54 14 10
1992 392 122 54 54 14 13
1993 422 131 70 53 15 14
1994 437 134 79 52 16 13
1995 428 149 91 53 18 14
1996 427 168 111 S0 19 17
1997 404 190 131 43 21 20
1998 300 127 151 35 14 22
1999 243 102 156 26 11 23
2000 226 93 172 26 11 23
2001 165 79 N/A 21 9 N/A
2002 151 80 N/A 16 8 N/A
2003 N/A 84 . N/A N/A 8 N/A

Source: Japanese Bankers Association (formerly, FBAJ), various issues of Zenkok Ginkou
Zaimushyohyou Bunseki (Analysis of Financial Statements of All Banks); Office of Bank Supervision
(Financial Supervisory Services, from 1998), various issues of Unhaeng Gyeongyeong Tonggye (Bank
Statistics); and Bureau of Monetary Affairs, various issues of Caizhengbu Jinrongju Nianbao (Annual
Report Bureau of Monetary Affairs Ministry of Finance).

Note: 1. Overseas establishments include branches, representative offices and subsidiaries for Korean and
Taiwanese banks, but only branches and representative offices for Japanese banks; 2. For Japanese banks,
all banks are included; for Korean banks, all commercial banks are included; and for Taiwanese banks, all
general banks are included.

In addition, the Basel Committee began to increase its efforts to strengthen the
prudential regulatory framework in non-Committee countries from the mid-1990s. After
the Mexican Peso crisis of 1995, the Group of Seven (G7) urged international financial
organisations at the Lyon summit in 1996 to promote prudential regulatory measures in
emerging markets in order to prevent the recurrence of a financial crisis in developing
countries. As a result, the Basel Committee issued the Basel Core Principles in
September 1997 (Jiji Press 29 April 1997; OBS 1997)."* The Principles, which
included the BIS standard, were intended to be implemented in “all countries and
internationally,” and the Committee suggested that the IMF, the World Bank and other
interested organisations use the Principles in assisting countries strengthen their

188

regulatory framework and supervisory arrangements (BCBS 1997: 2).”™ Moreover,

following the establishment of the Principles the U.K. regulatory authority took their

'*7 The IMF also issued Toward a Framework for Sound Banking in March 1997 with a purpose
similar to that of the Principles (OBS 1997).

'®8 Indeed, as will be discussed later, when Korea entered into a stand-by arrangement with the
IMF in the wake of the 1997 financial crisis, the country was required to improve its financial
regulations to meet the Principles.
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implementation into account as a primary factor in approving the applications of foreign
banks to expand their activities in U.K. markets (FSF 2001: 51). The growing emphasis
on the BIS standard was likely to strengthen the incentives of the bank regulatory
authorities in Japan, Korea and Taiwan to adhere to the BIS standard.

Meanwhile, somewhat surprisingly, no foreign countries or international
organisations compelled Japan, Korea or Taiwan to implement the BIS standard in
earnest, except for Korea in the wake of the 1997 financial crisis, even though their
compliance was cosmetic for most of the 1990s and the early 2000s.'® Foreign
countries and international organisations did resort to exerting symbolic informal
pressure on these countries—especially on Japan—in order to improve the soundness of
their banking sectors (Whitehead 2005: 34)."*® However, there was no further foreign
pressure accompanied by actual sanctions. None of the countries faced substantial
foreign pressure to cure their cosmetic compliance, insofar as they were formally in

191

compliance.””" Also, even though some countries set a required minimum CAR higher

than 8 percent, banks did not face serious problems in doing business in those countries
insofar as they were in compliance with their home country regulations.'*?

The absence of strong pressure for comprehensive compliance appeared to be
attributable to the high costs that a country had to bear in exercising such extensive
pressure. The Basel Committee overtly agreed that the regulatory authority in each
Committee member country would implement the Basel Accord according to its
individual legal structure and existing supervisory arrangements (BIS 1990: 10). In
addition, so-called international standards were not established in most of the important
accounting areas that could affect the effectiveness of compliance with the BIS standard.

Under the circumstances, countries may have had to bear sizeable political costs in

forcing others that were already formally in compliance with the BIS standard to

9 This issue will be discussed in detail in the following chapters.

' In the summer of 1995, the IMF released a report heavily criticising Japanese authorities for
their dealing with Japanese banks’ NPL problems (Cargill, et al. 1997: 140). In 1998, G7
ministers and central bank governors requested that Japan’s leaders use public funds to
recapitalise Japanese banks. This call was reiterated by the IMF, World Bank, and the East Asia
Economic Summit (Whitehead 2005: 35).

191 Author’s interviews with Ito Takatoshi (Deputy Vice Minister for International Affairs, MFJ,
1999-2001), Tokyo, 1 March 2004, and Wang Jiunn-Chih; author’s confidential interview with a
senior FSS official, Seoul 18 February 2005. In fact, some foreign bank supervisory authorities,
including the U.S. ones, carefully observed the CAR calculation process of Taiwanese banks
with overseas branches in their jurisdictions. Nevertheless, foreign supervisory authorities did
not demand the banks to improve their capital bases, either qualitatively or quantitatively
(author’s confidential interview with a banker of a major Taiwanese bank, Taipei, 27 August
2004).

12 Examples will be presented later in the country case studies.
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strengthen their capital regulations. The extraordinary case was Korea under a stand-by
arrangement with the IMF, because the arrangement lowered the costs for the IMF to
exercise extensive compliance pressure.'*>

. This argument that high enforcement costs prevented countries from exerting strong
pressure on others to strictly implement the BIS standard is supported by the fact that
some countries employed less costly measures to improve the capital adequacy of
foreign banks. The diplomatic and political costs to a country of insisting that foreign
banks operating its jurisdiction meet capitalisation standards equivalent to those of the
domestic banks were lower than the costs of pressuring the banks’ home regulatory
authorities to strictly implement and enforce the BIS standard, given that the former
would be consistent with the “national treatment” norm. Indeed, the U.S. bank
regulatory authorities required both U.S. and foreign banks to be “well-capitalised”,
which was defined as total CAR of a minimum of 10 percent and a tier 1 ratio of a
minimum 6 percent, in order to engage in a broader range of nonbanking activities
(Hansen, et al. 2000: 199-200, 225-226).'** However, this regulation had little effect on
the behaviour of Japanese, Korean, and Taiwanese banks, because first nonbanking
activity was not a major international business for these banks, and secondly because
the banks could engage in nonbanking business through their foreign subsidiaries
incorporated in the United States (FBAJ 1989: 66, 1994: 63).'%

It is also worth noting that the incentive for major countries to put pressure on Japan,
Korea, or Taiwan to strictly implement the BIS standard was not high during most of the
1990s and the early 2000s because of the limited competitive threat posed by banks
from these countries. As Table 4.1 showed, banks from non-Basel Committee countries
were never a serious competitive threat to major international banks, which were
incorporated mostly in Basel Committee countries. Also, as mentioned earlier, the
international presence of Japanese banks drastically declined after the mid-1990s.'°
Therefore, from the perspective of competitive equality and advantage, major countries
did not have a strong incentive to force Japan, Korea, or Taiwan to implement the BIS

standard in earnest.'”’

'3 The magnitude of the negative externality generated by the Korean financial crisis also led
the IMF to exercise such extensive compliance pressure on Korea.

'% The CAR might be calculated according to the home country standards.

19 Korean and Japanese banks’ BIS CARs were lower than 10 percent and their tier 1 ratios
were lower than 6 percent during most of the 1990s, while BIS CARs of a majority of
Taiwanese banks were lower than 10 percent during the late 1990s and early 2000s.

'% This issue will be discussed in detail in the following chapter.

' This analysis does not explain the absence of strong foreign pressure on Japan to
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4.2 Compliance pressure from the market

The Basel Committee itself and most IR scholars who have studied the establishment of
the Basel Accord have argued that there was strong pressure from the markets on bank
regulatory authorities and/or banks to comply with the BIS standard.'®® However, they
have presented few empirical findings to support their arguments, and have given
limited information how such market pressures actually operated. Rather, they seem to
take for granted the operation of the market compliance mechanism. This section
provides a comprehensive analysis of market compliance pressures, by focusing on how
credit ratings agencies (CRAs) incorporated banks’ BIS CARs in rating them. This
analytical short cut is appropriate given that credit ratings are an integral part of
investors’ risk management and, accordingly, banks’ credit ratings affected their

operations in markets, including their costs of borrowing.'*
Market response to the BIS standard

From the outset, the Basel Accord faced criticism for its failure to incorporate key
insights from finance theory (see Thomson's International Banking Regulator, 25
October 1991).2% Its risk measurement framework did not generate a capital advantage
for banks with well-diversified portfolios, even though finance theory indicates that
they should be treated as less risky than banks with concentrated portfolios. Its system
of five risk-weight categories was crude. The 8 percent minimum CAR was arbitrary, as
it was not based on any particular insolvency probability standard. The different risk

weights for OECD and non-OECD countries were also arbitrary and politically

comprehensively comply with the BIS standard during the early 1990s; this is explained by the
analysis based on enforcement costs.

%% See, for example, BIS (1990: 11, 1992: 20), Ho (2002), Kapstein (1994), Simmons (2001),
and Singer (2004).

19 According to a survey carried by the Japan Center for International Finance (JCIF) (2000),
approximately 90 percent of 259 respondents (leading financial institutions and business
corporations) regarded credit ratings as “one of the most important sources of information for
determining ratings internally” or as “one of a variety of external sources of credit data (though
not the most important) taken into account when assessing credit risk internally.” See also FFH
(2003) and JCIF (1999, 2001). According to an estimate, an ‘AAA’ bank could issue debt
offering interest of between 0.1 and 0.6 percent less than an ‘AA’ bank due to the greater
security it offered (The Times 5 March 1991a). Ito and Harada (2000: 18) also shows that news
on rating downgrading had a negative effect on “Japan Premium”, which was a premium
imposed on Japanese banks’ borrowing rate by U.S. and European banks in the Eurodollar and
Euroyen market. See Sinclair (2005) for an IPE study of CRAs.

200 See also Karacadag (2000: 5).
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motivated, and, as OECD membership expanded, the risk weights appeared to favour
some countries that were less creditworthy than other non-OECD members.®! The
Accord did not cover various forms of risk such as operating risk. In addition,
innovation by financial markets, in some cases with the intention of circumventing the
Accord, eroded its effectiveness further (Greenspan 1998: 165; Karacadag and Taylor
2000: 5-7). As a result, the relationship between a banks’ compliance with the BIS
standard and its soundness was doubtful. 2

Accordingly, the BIS standard was not accepted by CRAs as a reliable solvency
regulation, and, in turn, the CRAs did not consider the BIS CAR a dependable solvency
indicator.?*** They did examine the BIS CARs of banks, and also frequently referred
to them when they altered credit ratings for the banks; however, after they examined
banks’ BIS CARs they adjusted them to calculate the economic capital ratios by taking
into account various factors.%® It was these capital ratios that influenced CRAs’ rating
decisions, and CRAs relied on their in-house models when they evaluated banks’
economic capital ratios.2% In addition, for CRAs, the appropriate levels of capital that
banks needed to hold differed according to their risk profiles.2””

As aresult, in allocating ratings for banks, CRAs were indifferent to whether they

adopted the BIS standard or not. An analyst at Standard & Poor’s (S&P’s), a “‘big three”

' Moody’s sovereign rating of Taiwan, which was not an OECD country, was Aa3 in March
1994, while the rating for Korea, which became a member of the OECD in 1996, was lower at
Al from April 1990 to October 1997.

22 An IMF working paper (Sundararajan, et al. 2001) argues that credit risk and bank
soundness are primarily influenced by macroeconomic and macroprudential factors and that the
direct influence of compliance with Basel Core Principles on credit risk and soundness is
insignificant. A World Bank working paper (Barth, et al. 2001b: 34) also suggests that there is
no robust link between capital regulations and bank fragility.

23 The bank ratings methodologies of the three major CRAs—Moody’s Investors Service,
Standard & Poor’s, and Fitch Ratings—are available from their websites: www.fitchratings.com,
www.moodys.com, and www?2.standardandpoors.com.

204 There was the likelihood that less sophisticated market participants used the disclosed BIS
CARs of banks in evaluating the banks’ soundness due to a shortage of their resources for
analysis. ’

205 There is no official definition of economic capital, but the underlying logic was that a bank’s
true economic capital should be permanent and readily available to compensate for massive
losses before general creditors would be affected in any ways (Moody’s 1999a: 37).

2% For instance, Fitch Ratings introduced “pure tier 1 capital”, which was defined as tier 1
capital less tax effect, public funds and other preferred instruments, in assessing Japanese banks’
actual capital soundness. Likewise, a number of institutions used their in-house assessments
rather than external assessments such as IMF’s Reports on Observance of Standards and Codes,
when they took account of observance of international standards (FSF 2001: 7).

%7 Alan Greenspan (1998: 166), former Chairman of the Board of Governors of the Federal
Reserve System, argued that the inconsistencies between internally required economic capital
and the regulatory capital standard might result in overrating the true capital condition of the
bank, based on its disclosed regulatory CAR.
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CRA, commented: “Standard & Poor’s did not [penalise banks that did not adopt the
BIS standard]. Rather, Standard & Poor’s relies on its own assessment of the
appropriate level of capital it considers a bank would require given the bank’s risk
proﬁle.”208 In other words, it was not a form of CAR but the actual soundness of a bank
that affected its credit ratings. Thus, CRAs did not put pressure banks to adopt the BIS
standard. In fact, even though the Daiwa Bank, a major Japanese bank, switched to the
domestic capital standard and withdrew from the BIS standard in March 2000, its S&P’s
long term credit rating did not change, remaining stable at BB+ from December 1998 to
September 2001.

Given this, it not surprising that there was no positive association between BIS CAR
and bank credit ratings..' Moody’s Investors Service (hereafter Moody’s) (1999a: 29),
another big three C’RA, explicitly stated in its bank rating methodology: “[M]oody’s
sees no automatic correlation between a bank’s level of regulatory capital and its credit
ratings.” It also said: “Regulatory ratios give a very imprecise indication of capital
strength. This is so even when regulatory capital ratios are based on risk-weighted
models, such as the Basle criteria” (Moody’s 1999b: 32, emphasis added). In relative
terms, capital was more important in emerging markets than in developed countries,
given that volatility was greater in emerging markets (Moody’s 1999b: 31). Yet,
Moody’s (1999b: 31) stressed: “Even in emerging markets, small adjustments in capital
ratios are often of little consequence.” Fitch Ratings (2003b), the other big three CRA,
also reported that the correlation between its long-term credit rating and tier 1 capital
ratio was mildly negative, except for a group of major international banks. In other
words, the market compliance mechanism, insofar as it was gauged by the CRA credit
ratings, did not operate for the BIS standard 2*

It should be noted that the neglect of the official BIS CARs by CRAs was not just a
recent (after the late-1990s) phenomenon.”® Even during the early 1990s, the link
between the official BIS CAR and bank credit ratings was weak.?!! For instance, the

credit ratings of most major Japanese banks remained stable during this period despite a

208 Author’s confidential interview with a Standard &Poor’s analyst, by email, 11 August 2004,
29 Clear evidence that markets in general followed CRASs in assessing official BIS CARs is the
change of the “Japan Premium” during the 1990s and early 2000s. The Japan Premium will be
discussed in detail in the next chapter. Also, as will be discussed in Chapter 7, depositors did not
shift money according to banks’ compliance with the BIS standard in Taiwan.

219 As noted earlier, the Basel Committee began discussions to replace the 1988 Basel Accord
with a new capital adequacy framework in 1999. See note 29.

2! In fact, in 1993, the Basel Committee issued a consultation paper, which discussed the
amendment of the 1988 Basel Accord to incorporate market risks (Tamura 2003a: ch. 6).
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fluctuation in their BIS CARs. For example, the S&P’s Long-Term Issuer Credit Rating
of Daiwa Bank was A+ in March 1990 (from August 1989) and remained the same in
the subsequent rating assessment of April 1991, although its BIS CAR declined from
10.1 percent to 9.7 percent between March 1990 and March 1991.2"? The rating of Fuji
Bank was stable at A+ in the three consecutive rating assessments in March 1992, in
November 1994, and in August 1995, while its BIS CAR rose from 8.0 percent to 8.7
percent from March 1992 to March 1995 (to 9.0 percent in September 1995). The rating
of Dai-Ichi Kangyo Bank was A- in the two consecutive rating assessments in March
1991 and in June 1993, while its BIS CAR increased from 8.8 percent to 9.4 percent
between March 1991 and March 1993; the rating stayed at A+ in the three consecutive
rating assessments in October 1993, in November 1994, and in August 1995, although
its BIS CAR fell from 9.4 percent to 8.7 percent from September 1993 to March 1995.
The rating of Sumitomo Bank was stable at AA in the two consecutive rating
assessments in March 1991 and in October 1992, although its BIS CAR fell from 8.9
percent to 8.4 percent between March 1991 and March 1992. Similarly, the rating of
Sakura Bank remained stable at A+ in the two consecutive rating assessments in April
1990 and in April 1991, while its BIS CAR fell below 8 percent, to 7.9 percent, in
March 1991 from 8.0 percent in March 1990. The rating of Sanwa Bank did not change
at AA- in the three consecutive rating assessments in December 1992, in November
1994, and in August 1995, although its BIS CAR increased from 8.1 to 9.3 percent
between March 1992 and September 1995. The ratihg of Tokai Bank was A- in the three
consecutive rating assessments in March 1993, in November 1994, and in December
1997, although its BIS CAR fluctuated from 8.5 to 9.5 percent between March 1993 and
September 1997. The rating of Mitsubishi Trust and Banking was A- in the two '
consecutive rating assessments in April 1993 and in November 1994, while its BIS
CAR rose from 9.8 to 10.5 percent from March 1993 to September 1994. The rating of
the Industrial Bank of Japan was stable at A+ in the four consecutive rating assessments
in March 1994, in November 1994, in December 1995, and in February 1996, while its

212 Bank credit ratings are broadly categorised into two categories: traditional standard ratings
and stand-alone ratings in terms of the factors that affect ratings. While traditional standard
ratings take into account external credit risks and credit support elements, stand-alone ratings
represent CRAs’ opinion of the banks’ intrinsic safety and soundness, excluding such elements.
Fitch Ratings introduced stand-alone ratings, Individual Ratings, in 1980, and Moody’s
introduced its own, Bank Financial Strength Rating, in 1995. Meanwhile, S&P’s has not issued
stand-alone ratings. A S&P’s Issuer Credit Rating is the CRA’s “opinion of an obligor’s overall
financial capacity (its creditworthiness) to pay its financial obligations” (S&P’s 2003: 44). This
rating “focuses on the obligor’s capacity and willingness to meet its financial commitment as
they come due” (S&P’s 2003: 44).
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BIS CAR ranged from 8.6 to 9.1 percent between March 1994 and March 1996.%'%2'4

In fact, there was limited pressure from CRAs on banks to comply with the BIS
standard comprehensively, although this pressure was not directly related to the BIS
standard. Even though CRAs did not accept the specific rules in the Basel Accord, they
agreed on its generic object that a bank had to maintain capital soundness. As a result,
CRAs, to some extent, put pressure on banks to improve their actual levels of capital
adequacy. They took into account the quality of the composition of the regulatory
capital in assessing the creditworthiness of banks, usually discounting the value of tier 2
capital. Credit ratings of banks were also influenced by the CRAs’ perception of the
actual condition of assets, of which key indicators were the actual level of NPLs and the
level of loan loss provisions. This is all driven by the CRAs’ need to rate individual
banks on an ordinal scale that is used globally.”5

However, the pressure from CRAs on banks to maintain actual capital soundness
was not consistent. CRAs frequently did not downgrade ratings of banks, including
stand-alone ratings, despite the deterioration of the banks’ actual capital conditions.*'®
This may have been partly attributable to the CRAs’ shortage of resources for analysis
of the actual capital conditions;*" the resource limitation may have hindered the CRAs
in analysing the banks’ capital conditions properly.?'® Yet, sometimes CRAs did not
downgrade a bank in spite of their acknowledgement of the bank’s weakness. This

happened mainly where there were clear signals from the government to support the

bank.*’® As a result, CRAs could not put persistent significant pressure on banks to

213 There were a total of twenty one Japanese “major banks” in March 1993: eleven “city
banks” (Dai-Ichi Kangyo Bank, Sakura Bank, Fuji Bank, Mitssubishi Bank, Asahi Bank, Sanwa
Bank, Sumitomo Bank, Daiwa Bank, Tokai Bank, Hokkaido Takushoku Bank, and Bank of
Tokyo), three “long-term credit banks” (Industrial Bank of Japan, Long-Term Credit Bank of
Japan, and Nippon Credit Bank), and seven “trust banks” (Mitsui Trust and Banking, Mitsubishi
Trust and Banking, Yasuda Trust and Banking, Tokyo Trust and Banking, Chuo Trust and
Banking, Nippon Trust and Banking, and Sumitomo Trust and Banking).

214 Also, the rating of Korea First Bank remained stable at A- during the three consecutive
rating assessments in June 1993, in December 1993, and in June 1995, while its BIS CAR fell
from 10.2 to 8.7 percent between December 1993 and December 1995. Nor did the bank’s
S&P’s Short-Term Issuer Credit Rating change during the three consecutive rating assessments
in June 1993, in June 1995, and July 1996.

215 1 thank Andrew Walter for this point.

216 For stand-alone ratings, see note 212.

217 The problem of resources for analysis is common to most market participants (Karacadag
and Taylor 2000: 16-17).

28 Insufficient disclosure by banks may have aggravated the problem of analysis (see Moody’s
1999b).

21 This statement should not have been applied to bank stand-alone ratings. However, note that,
as will be discussed in Chapter 6, stand-alone ratings of Korean banks, in general, did not
change during the mid-1990s until the outbreak of the 1997 financial crisis, even though their
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improve their actual capital soundness.”

The perception of market pressure

Surprisingly, despite the neglect of the BIS CAR by CRAs, it appeared that there was a
common belief among banks and the bank regulatory authorities that the BIS CARs
affected bank credit ratings. The following description by Moody’s (1999a: 36)

illustrates this tendency:

One common misconception is that the higher the level of capital the stronger the bank,
regulatory solvency being considered as the defining factor for bank safety. ... More
specifically on ratings, some market observers, investors, and banks themselves assume
sometimes that there is a direct correlation between the level of bank capital and
Moody’s bank ratings. Sometimes banks inform Moody’s analysts of a capital hike, and
appear to expect a rating upgrade as a consequence. Conversely, bank managers

contemplating a stock repurchase are apprehensive about a rating downgrade.

The perception that failure of banks to comply with the BIS standard would be
penalised in the markets was prevalent.

Indeed, concern for banks’ competitiveness. in international financial markets was,
along with concern over banks’ business in major countries, the rﬁain reason why the
Korean regulatory authority adopted the BIS standard. The regulatory authority
anticipated that creditworthiness of Korean banks could be downgraded if the BIS
standard was not adopted, and that Korean banks would have to pay higher costs when

borrowing in international markets.?'

At that time, Korean banks always paid high
interest rates when borrowing funds from international financial markets.”?* As will be

discussed in detail in a later chapter, foreign loans traditionally played an important role

BIS CARs and actual capital conditions were declining,

220 Examples of how CRAs responded to actual capital conditions of banks will be presented in
the country case studies.

22! Author’s confidential interview with a senior FSS official, Seoul, 31 January 2005. Even
when the BIS standard was not yet implemented in Korea, the regulatory authority perceived
that the Korea Exchange Bank, which was one of the major banks that provided foreign capital
to the country, began to face problems in its international business due to its (estimated) low
BIS CAR level of about 5 percent (NARK 1991: 24).

222 Author’s confidential interview with a former senior OBS official, Seoul 3 February 2005.
For example, in 1991, Korean banks’ borrowing interest rates were on average 36 b.p. higher
than London Interbank Offered Rate (LIBOR: the interest rate at which banks offer to lend
funds in the international interbank market, widely used as a reference rate for interest rate
products) (see MFK and KDB 1993). See also Chae (1994).
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in Korea’s economic development until the 1997 financial crisis (see Table 4.3). Thus,
the regulatory authority had to avoid a further downgrade in Korean banks’
creditworthiness, and the adoption of the BIS standard was expected to help ensure

this.??

Table 4.3 Shortage of domestic savings as a percentage of GNP by country, 1986-2003
(%)

saving rate - investment rate

Japan Korea Taiwan
1986 4.1 N/A 21.3
1987 34 N/A 18.3
1988 2.6 9.2 114
1989 2.1 3.8 8.2
1990 1.4 0.1 6.8
1991 1.9 -2.1 6.7
1992 2.9 -0.4 4.0
1993 2.9 1.0 3.1
1994 2.7 -0.6 2.7
1995 2.0 -1.5 2.1
1996 1.4 -3.6 3.9
1997 2.2 -0.6 24
1998 2.9 124 1.3
1999 25 6.0 2.8
2000 2.5 2.6 2.9
2001 2.1 2.3 6.4
2002 2.8 2.1 8.9
2003 3.1 3.1 9.9

Source: The Bank of Korea, http://ecos.BOK.or.kr; Directorate-General of Budget, Accounting and
Statistic, Executive Yuan, Republic of China, August 2005, Guomin Jingji Dongxiang Tongji Jibao
(Quarterly National Economic Trends). ,

Note: Saving Rate = (GNP-consumption+net current transfers)/GNP or (1-consumption/GDP);
investment Rate = Investment/GNP(GDP).

Given that Japan and Taiwan experienced surplus capital for investment, the market
competitiveness of banks was not likely to be related to the macroeconomy in the
countries as strongly as in Korea. Yet, the Japanese and Taiwanese regulatory authorities
were not different from their Korean counterpart in believing that banks’ noncompliance
with the BIS standard would place them at a disadvantage in international financial
markets. In addition, the Taiwan government had encouraged banks to operate
international financial activities by providing various incentives for internationalisation
since the early 1980s. This was likely to give the Taiwanese regulatory authority an

incentive to adopt the BIS standard in order to protect or enhance Taiwanese banks’

223 Author’s confidential interview with a senior FSS official, Seoul, 28 January 2005.
115


http://ecos.BOK.or.kr

business in international financial markets.”* The Taiwanese regulatory authority’
belief in market pressure for compliance remained firm through the 1990s and the early
2000s.2% For the Japanese regulatory authority, unlike their Korean and the Taiwanese
counterparts, concern about the market pressure was not a major reason for the adoption
of the BIS standard. In fact, Japan agreed with the United States and the United
Kingdom to the principle of a common capital adequacy regulatory framework before
any significant indication of the market pressure to comply with the BIS standard
emerged. However, after the establishment of the BIS standard, the Japanese regulatory
authority began to express the view that banks that failed to meet the BIS standard
would suffer higher international funding costs (see The American Banker 20 April
1992).

The formation of the perception of market pressure

The conflicting findings that first the BIS standard was not accepted by market
participants as a reliable solvency regulation and secondly that regulatory authorities
and banks perceived that banks noncompliant with the BIS standard would be penalised
in markets propose a puzzle: where did the perception of market pressure for
compliance come from? It can be argued that the following three factors played an
important role in generating the misperception: the necessity of capital adequacy
regulations; the “legitimacy” of the BIS standard; and confusing signals from market
participants themselves.

There is a consensus in the financial markets that a bank has to be governed by an
appropriate capital regulatory framework in order to reduce the probability of its failure,
even théugh there is no universal agreement on the best form of capital regulatory
framework. Under information aéymmetries and conditions for imperfect information,
capital adequacy regulations can convey important information on the financial stability

and soundness of a bank governed by the regulations (Simmons 2001: 602). In this

24 For instance, the Taiwan government enacted the Offshore Banking Act in 1983, and
approved the establishment of offshore banking units of Taiwanese banks from 1984. The
operation of offshore banking units was exempted from domestic regulations. In addition,
offshore banking units were exempted from the reserve requirements on deposit and
nonperforming loans, business income tax and stamp duties. As a result, the number of
Taiwanese banks’ offshore banking units had surged to twelve by 1990 (BoMA 1992: 12,
1996b: 64) and the total assets of offshore banking units grew five times between 1984 and
1990, from USD 4.3 billion to USD 21 billion.

225 Author’s confidential interview with a senior BOMA official, by email, 2 September 2004,
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situation, it may be plausible to expect that poorly-regulated banks would be penalised
in markets because of their higher probability of failure. Conversely, banks governed by
an appropriate capital regulatory framework may have a competitive advantage in the
markets (Simmons 2001: 602). Yet, most market actors may agree that it would be
infeasible to build an optimal capital regulatory framework, given such factors as real-
time variations in bank risk-taking, uncertain volatilities associated with given risk
positions, and so on (Freixas and Santomero 2003: 15-16). Therefore, in reality, market
participants may accept a second-best regulatory framework as the appropriate one.

In these circumstances, the BIS had the “legitimacy” to be the second-best choice, in
that it was established by the Basel Committee, which consisted of bank regulators from
G10 countries, in other words, the most advanced‘ economies in the world. This
membership of the Committee may have granted the Committee the symbolic authority
as the group of the world’s bank regulatory authorities and experts. In addition, even
though there were debates on other forms of bank capital regulatory frameworks, none
of the alternative ideas for capital regulation were actually accepted by a large number
of major countries. In other words, there was no capital regulatory framework that could
effectively compete with the BIS standard in the real word. As a result, the BIS standard
was globally acknowledged from the outset as representing best practice in the area of
bank capital regulation.”® Accordingly, it was not without foundation to expect or
predict that banks not meeting the BIS standard would be penalised in markets.

In addition, major market participants themselves contributed to strengthening the
perception of the market compliance pressure by sending confusing signals that may
have led observers to make hasty conclusions ona positive link between banks’
compliance with the BIS standard and their market competitiveness. On 19 June 1987,
the Financial Times reported that Moody’s was considering downgrading four major
Japanese banks—Bank of Tokyo, Long Term Credit Bank of Japan, Mitsubishi Trust,
and Sanwa Bank—due to their weak capital bases; Moody’s actually downgraded the
credit ratings of the four banks the following month (The Bond Buyer 26 August 1987).
Given that this downgrading occurred after the launch of the U.S.-U K. bilateral
agreement and that it was no secret at that time that Japanese banks’ CARs were

227

relatively low,”" the downgrading by Moody’s may have generated the perception that

226 The media played an important role in creating this perception. For instance, The Banker, a
leading banking magazine, began to use capital, as well as assets, as the criteria to list the
world’s top banks after the establishment of the BIS standard.

227 The Chairman of the Bank of Tokyo severely criticised Moody’s, saying: “It’s no secret that
Japanese capital ratios are lower than British or U.S. banks” (Financial Times 19 June 1987).
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CRAs would downgrade the credit ratings of banks that did not comply with
“advanced” capital standards or “international standards.”

Moreover, as mentioned above, CRAs began to examine the BIS CARs of banks
after the establishment of the Accord. CRAs’ bank rating manuals expressly put the BIS
CAR on the list of factors taken into account in rating banks, although there were
variations among CRAs in their bank rating methodologies. CRAs requested banks to
submit their BIS CARs in rating them, even where their home country regulatory
framework did not adopt the BIS standard.”?® CRAs also frequently mentioned the BIS
CARs of banks when credit ratings for banks changed. Even though such activities of
CRAs were just part of their processes to determine the actual capital adequacy of banks,
they were likely to foster the strengthening perception of the positive link between |
banks’ compliance with the BIS standard and their credit ratings.

In addition, although CRAs did not credit the BIS standard with reliable solvency
regulations, they did stress that it was important for banks to comply with the BIS
standard in order to avoid regulatory actions for noncompliance. Once the BIS standard
was implemented, a bank’s compliance failure could be punished by the regulatory
authority, and regulatory penalties could have negative consequences for a bank’s
investors, general creditors and counterparties (Moody’s 1999a: 37, 1999b: 32; TRC
2004). This pressure from the CRAs on the banks to comply with the BIS standard was
not the market compliance mechanism that the market-based theorists usually argue but
a reflection of the need to comply with the relevant domestic regulatory framework.
Nevertheless, it was clear that banks that were regulated by the BIS standard had to
meet at least the required minimum CAR of 8 percent in order to avoid being penalised
in markets.

Thus, there were reasonable grounds for the perception that noncompliance with the
BIS standard would be penalised in markets. The perception of the market compliance
pressure remained firm through the 1990s and the early 2000s.%° A pertinent issue that
follows these findings may be whether the regulatory authorities perceived that market
compliance pressure was for comprehensive compliance or for formal compliance. This
study does not address this issue directly, but we can provide an indirect answer by

considering whether the perceived market pressure induced the regulatory authorities to

228 Korean banks were requested by CRAs to submit their BIS CARs even before the
implementation of the BIS standard in Korea (KEB 1991).

29 On the significance of perception in decision making under uncertainty, see Axelrod and
Keohane (1986: 247-248).
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implement the BIS standard in a way to increase comprehensive compliance. This issue

will be discussed in detail in the country case studies.
4.3 Banks and external compliance pressures -

The analysis of the compliance pressures from foreign countries and from the market
has suggested that the bank regulatory authorities led the adoption of the BIS standard,
especially in Korea and in Taiwan. What was the response of banks to the BIS standard?
Did they also feel pressure from foreign regulatory authorities or from markets to
comply with the BIS standard? If so, how did they respond to the compliance pressure?

Banks in Japan, Korea, and Taiwan appeared to share with their regulatory
authorities the view that the adoption of the BIS standard was necessary given the threat
of market closure. As discussed earlier, as Japanese banks faced the direct threat of
market closure from the United States in' 1987, they began to raise their CARs and
forced the Japanese authorities to negotiate with their U.S. (and U.K.) counterparts. A
small number of Taiwanese banks with low capital levels were initially opposed to the
adoption of the BIS standard, but they retracted their opposition as Taiwanese banks
seeking to expand their operations in foreign countries were required by the foreign
regulatory authorities to submit details of their BIS CARs.2*® Korean banks were also
requested by foreign regulatory authorities to submit their BIS CARs, and, as a result,
they agreed to the necessity of adopting the BIS standard in Korea.?'

Banks in Japan, Korea, and Taiwan also appeared to believe that their failure to meet
the BIS standard would be punished in the markets.>* The degree of banks’ market
sensitivity did not seem to make a difference in this belief of the banks. Table 4.4
presents the data of banks’ reliance on foreign funds, which was used as an index to
examine banks’ sensitivity to market compiiance pressures in this study. As the data
shows only the size of funds raised from foreign sources, an exact comparison of the

degree of the banks’ reliance on foreign funds is difficult;** nevertheless, it is shown

20 Author’s interview with Wang Jiunn-Chih.

21 Author’s confidential interview with a senior banker of a major Korean bank, by phone, 26
August 2005.

22 Author’s interview with Wang Jiunn-Chih; author’s confidential interviews with a banker of
a major Taiwanese bank, Taipei, 27 August 2004 and a senior banker of a major Korean bank,
by phone, 26 August 2005.

23 1t would be better to divide the figures in Table 4.4 by the banks’ total liabilities in order to
gain an idea of their relative dependence on foreign funds. However, because of the problem of
accessibility to the necessary data, this research provides only the size of banks’ funds raised
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that Japanese banks in aggregate raised more funds from foreign sources than did
Korean or Taiwanese banks. However, no significant difference in the belief that failure
to meet the BIS standard would be punished in the markets was found among banks in

the three countries.?**

Table 4.4 The size of banks’ funds raised from foreign sources, by country, 1997-2005
(end of March of the year; USD billion)

1997 1998 1999 2000 2001 2002 2003 2004 2005
Japan 704.6 6489 5626 4775 5451 4823 5152 5482 6499
Korea N/A N/A N/A N/A N/A N/A N/A N/A 54.2

Taiwan N/A  N/A N/A N/A 25.8 26.0 33.8 514 57.5

Source: Bank for International Settlements, various issues of BIS Quarterly Review.
Note: the figures refer to the size of the liabilities recorded as external loans and deposits.

In fact, the banks’ perception of market compliance pressure for the BIS standard
was not based on evidence or concrete research.”>® Instead, the perception appeared to
stem from their general attitude of risk aversion. As banks generally do not want to
draw negative attention to themselves, this provided an incentive for compliance with
the BIS standard. Even if the banks did not have a clear understanding of the potential
market costs of noncompliance with the BIS standard, it would be reasonable and
rational for them to comply with the BIS standard in order to avoid being singled out in
markets. Furthermore, particularly if the BIS standard was a weak regulation, not being
able to meet it could still serve as a proxy of bank weakness.”* Indeed, most banks in
the countries did not anticipate that they would be significantly penalised in
international markets because of their CAR levels or the quality of their CARs, insofar
as their CARs were higher than the required 8 percent minimum;237 nonetheless, most
of them had a tendency to keep their CARs some points higher than 8 percent, if the
costs were not high, simply because major foreign banks’ CARs were around 10

percent.?®

from foreign sources.

24 Author’s interview with Wang Jiunn-Chih; author’s confidential interviews with a banker of
a major Taiwanese bank, Taipei, 27 August 2004 and a senior banker of a major Korean bank,
by phone, 26 August 2005.

255 Authors’ interview with Wang Jiunn-Chih; author’s confidential interviews with a banker of
a major Taiwanese banks, Taipei, 27 August 2004 and a senior banker of a major Korean bank
by phone, 26 August 2005.

2% 1 thank Andrew Walter for this point.

27 Author’s confidential interviews with a banker of a major Taiwanese bank, Taipei, 27 August
2004 and a senior banker of a major Korean bank, by phone, 26 August 2005.

2% Author’s confidential interviews with a banker of a major Taiwanese bank, Taipei, 27 August
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Yet, despite their belief in the positive relationship between their compliance with
the BIS standard and their market image, it should be emphasised that banks played
only a passive role in adopting the BIS standard in Korea and in Taiwan. In other words,
they were not opposed to the adoption, but they did not request it, either.”** Also,
although a number of Japanese banks that were not required to employ the BIS standard
voluntarily did so, most of them abandoned the BIS standard suddenly from 1998, when
a Prompt Corrective Action (PCA) system was implemented in Japan.240 The attitude of
banks towards the adoption of the BIS standard was affected by their CAR levels. Once
the BIS standard became the domestic capital standard in a country, banks in the
country faced the immediate risk of regulatory punishment from the domestic regulatory
authorities for compliance failure. Therefore, banks with low CARs were reluctant to
support the adoption of the BIS standard. Indeed, Korean banks were expected to have
difficulties in meeting the required minimum of 8 percent before the implementation of

the BIS standard in the country.*'

As mentioned above, the Taiwanese banks that were
initially opposed to the adoption of the BIS standard were those with low CARs.
Japanese banks also stopped adopting the BIS standard voluntarily as the likelihood that
they would face regulatory actions for compliance failure drastically increased due to
the implementation of a PCA system. The immediate risk of regulatory penalties from
the domestic regulatory authorities made banks with lower CARs hesitant to adopt the
BIS standard.

Once the BIS standard was implemented in Japan, Korea and Taiwan, banks in these
countries faced pressure from the markets to comply with it. As discussed above, banks’
failure to meet the BIS standard, which became their domestic regulations, could trigger
regulatory actions against the banks, and, in turn, this could prompt market actors to
lower their assessment of the banks. Furthermore, the adoption of the BIS standard
provided a defined floor or benchmark, and falling below this would alert observers to

the fact that a bank was having serious problems. This was because the regulatory 8

percent minimum was a ratio that every bank had to take care to meet, since not to do so

2004 and a senior banker of a major Korean bank, by phone, 26 August 2005.

29 Author’s interview with Wang Jiunn-Chih; author’s confidential interview with a senior
BoMA official, by email, 2 September 2004, senior FSS officials, Seoul, 28 January 2005 and
16 February 2005, and a former senior OBS official, Seoul, 3 February 2005.

20 PCA refers to a regulation which establishes pre-determined levels of bank solvency
deterioration which forces automatic enforcement actions (Barth, et al. 2001a: 19). This issue
will be discussed in detail in the following chapter.

21 Even though the BIS CARs of most Korean banks were over 8 percent in the late 1980s, the
ratios were expected to fall below 8 unless they would adjust their behaviour (OBS 1991b; Song
1998: 14).
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would involve regulatory penalties, which could include an order to liquidate; a bank’s
failure to conform to meet such an important requirement could signal to the market that
it clearly had serious problems (Moody’s 1999b: 32).2* Even in the absence of
regulatory penalties, as mentioned above, if the markets regarded the BIS standard as a
weak regulation, it was reasonable for the markets to assume that only weak banks
could not meet the standard.

In addition, it was requisite for banks in the countries that adopted the BIS standard
to comply with the BIS standard if they intended to do business in foreign countries.
This was also because the BIS standard became their home regulatory standard. Foreign
banks had to comply, at least, with their home country regulations to expand their
business in most countries, and capital adequacy was a salient factor for bank regulatory

authorities to take into account in evaluating foreign banks’ financial soundness.2*
Therefore, international banks incorporated in Japan, Korea or Taiwan had to comply
with the BIS standard, insofar as it remained as their home country regulatory standard.
After all, once banks were domestically subject to the BIS standard they faced
external compliance pressures from the foreign regulatory authorities and from the
markets. It is not easy to analyse the independent effects of these external compliance
pressures and of domestic regulatory enforcement on compliance when all of them were
in operation at the same time. Nevertheless, it should be stressed that the pre-eminent
reason why banks complied with the BIS standard was to avoid regulatory actions from
the domestic regulatory authorities, insofar as there were domestic regulatory penalties
for compliance failure.** This was because domestic regulatory actions could pose an
immediate threat to banks’ managerial freedom, which was the primary concern of most
banks. Although the penalties from foreign countries or from markets could result in
limiting the business activities of the banks, they were less likely to affect the banks’
management. Indeed, as indicated above, banks were reluctant to support the adoption
of the BIS standard despite the potential costs of non-adoption when their CARs were
low and there was a significant possibility that the banks and their management would

be threatened by domestic regulatory penalties.

2 As mentioned above, even without regulatory penalties, if the BIS standard was weak, it was
reasonable for markets to assume that only weak banks could not meet it.

3 For capital adequacy regulations of foreign banks in major countries, see FSF (2001: 43-57)
and Gruson and Reisner (2000).

24 Author’s confidential interviews with a senior banker of a major Korean bank, by phone, 26
August 2005, and bankers of major Taiwanese banks, Taipei, 27 August 2005 and 1 September
2005.
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Conclusions

The externality-based compliance mechanism was an important element both in creating
the BIS standard and in inducing countries to comply with it. The United States (and the
United Kingdom) led the establishment of the-.common capital adequacy framework by
the Basel Committee, seeking to reduce negative externalities that could have been
generated by lenient regulations in other countries. In particular, the United States put -
direct pressure on Japan to join the common framework, as its failure to join could have
generated serious negative externalities. Meanwhile, Basel Committee countries did not
put substantial pressure explicitly on non-Committee countries to adopt the BIS
standard, because the engagement of banks from these countries in international
banking was limited. Nevertheless, the Committee did encourage the countries to
implement the BIS standard, and this gave the regulatory authorities in Korea and in
Taiwan the perception that non-adoption of the BIS standard would hurt the overseas
business of Korean and Taiwanese banks. Concern for banks’ business in major
countries was persistent in Japan, Koran, and Taiwan throughout the 1990s and early
2000s, and thereby provided them with an incentive to adhere to the BIS standard
during this period.

The operation of market compliance pressures was more complex than that of the
externality-based compliance mechanism. Market participants did not accept the BIS
standard as an appropriate capital regulation due to its flaws in terms of finance theory.
As a result, the market compliance mechanism did not actually have a significant
influence on the adoption of and the compliance with the BIS standard. Nevertheless,
there was a common perception that banks that were not in compliance with the BIS
standard would be penalised in the markets. This perception appeared to have been
generated by various factors such as the consensus on the necessity that banks had to be
regulated by an appropriate capital adequacy regulation, the fact that the BIS standard
was established by the Basel Committee, and confusing signals from market
participants themselves. This conception of market compliance pressure was another
key factor that led Korea and Taiwan to adopt the BIS standard. Meanwhile, once banks
were regulated by the BIS standard, they actually faced market pressure to comply with
it formally, which was partly a reflection of the relevant domestic regulations.

While the analysis in this chapter has centred mainly around the adoption of the BIS
standard in the case countries, the following three chapters will address the actual

implementation of the BIS standard in these countries, providing a deeper analysis of
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the effects of the three types of compliance pressures. The first country that will be

addressed is Japan.
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CHAPTER 5

Japan: Persistent Cosmetic Compliance

‘The environment for Japan’s compliance with the BIS standard was radically changed
during the 1990s. The economy collapsed, the financial condition of banks deteriorated,
and, as a result, the cost for the banks to comply with the BIS standard soared. The
changed circumstances substantially affected the implementation of the BIS standard.
The first section addresses the change of the compliance costs. The second section
examines Japan’s compliance with the BIS standard and analyses the effect of
compliance mechanisms on the compliance. The last two sections address the main

factors that explain Japan’s cosmetic compliance with the BIS standard.
5.1 The change of compliance costs

The costs for Japanese banks to comply with the BIS standard changed considerably
with the turning point of the early 1990s. The MFJ constructed the Japanese BIS
standard in a way to reduce the compliance costs of Japanese banks by fully exploiting
the national discretionary elements in the Basel Accord. As a result, the banks were
expected to have little difficulty complying with the BIS standard. However, Japan’s
economy collapsed in the early 1990s, and the economic downturn, which continued to

the early 2000s, raised Japanese banks’ compliance costs significantly.
The Japanese BIS standard of 1988

The Basel Accord was incorporated into Japan’s banking regulations when thé MFJ
issued new administrative guidance in December 1988. There were two main concerns
of the ministry in constructing the Japanese BIS standard. One was to formulate it
comparably with BIS standards in other Basel Commiittee countries. Given that the main
reason that the MFJ agreed to establish the BIS standard was to avoid foreign criticism
and to protect Japanese banks’ business in foreign markets, to maintain the

comparability between the Japanese BIS standard and other Committee countries’ BIS
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standards was necessary for the MFJ.2** The other main concern of the MFJ was to
reduce costs for banks to comply with the new capital regulation. As a result, the MFJ
formulated the Japanese BIS standard by taking active advantage of the national
discretionary elements in the Basel Accord in order to lower the compliance costs of

Japanese banks, but within the boundary allowed in the Accord (see Table 5 1).246

Table 5.1 The Japanese BIS standard of 1988

A. Capital elements

Tier 1

(a) Consolidated subsidiaries’ minority interest
(b) Capital on consolidated balance sheet

(c) Paid-in capital

(d) Capital reserves

(e) Retained earnings

(f) Non-cumulative perpetual preferred stock
Tier 2

(a) 45 percent of unrealised gains on securities holdings
(b) General loan loss reserves

(c) Hybrid capital instruments

(d) Subordinated term debt

B. Deduction from the capital base

From tier 1

The amount equivalent to goodwill and consolidation adjustment debt

From total capital

Holdings of capital instruments issued by other banks aimed at artificially raising capital ratios

C. Risk weights by category of on-balance-sheet asset

0%

(a) Cash

(b) Claims on OECD central government and central banks _

(c) Claims on non-OECD central government and central banks denominated in national
currency

(d) Claims collateralised by the lender’s own account or securities issued by OECD central
governments

(e) Claims guaranteed by OECD central governments

10%

(a) Claims on Japanese public sector entities

(b) Claims guaranteed by Japanese public sector entities

3 In fact, even though the MFJ initially planned to issue a new administrative guidance to
carry the BIS standard in September 1988, the ministry did not issue it until it found that the
BIS standards in other Committee countries were not significantly different from the Japanese
BIS standard (Japan Economic Newswire 15 August 1988; Jiji Press 2 September 1988; MFJ
1990: 46; The Associated Press 16 December 1988).
6 Japanese banks requested the MFJ to include provisions for retirement allowances and -
reserves set up under specific laws in tier 2 capital, but the ministry did not allow it as they were
earmarked provisions (Euromarket Report 25 April 1988).
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20%

(a) Claims on multilateral development banks and claims collateralised by the securities issued
by these institutions

(b) Claims on credit institutions incorporated in the OECD and claims guaranteed (or accepted
or endorsed) by OECD-incorporated credit institutions

(c) Claims on bank incorporated outside the OECD with a residual maturity of up to one year
and claims with a residual maturity of up to one year guaranteed by these banks

(d) Claims on OECD public sector entities (excluding central government), excluding Japanese
ones, and claims guaranteed by such entities

(e) Cash items in the process of collection

50%

Loans fully secured by mortgage on residential property owned or rented out by the borrower
100%

All other claims and assets

Source: Ministry of Finance of Japan. 1989. Dai 38-Kai Ginko-Kyaku Kinyu Nenpo (The 38th Annual
Report of Banking Bureau), pp. 48-51.

The most noteworthy characteristic of the Japanese BIS standard was that only
“international banks” had the obligation to comply with the BIS standard. The Basel
Accord was formally intended to be applied to “internationally active banks,” but it did
not provide a clear definition of the term. Therefore, the Japanese regulation to apply
the BIS standard to international banks only was not in breach of the Basel Accord.
However, the Japanese definition of international bank was narrow, referring only to
bank with overseas subsidiaries or branches. Therefore, although other banks engaged
in transactions with foreign banks, they were not required to comply with the BIS
standard under the Japanese regulations. “Domestic banks” were governed by the
domestic capital adequacy standard, which was more lenient than the BIS standard. The
domestic capital standard set the minimum CAR (capital to total assets ratio) at 4
percent and included all kinds of reserves in the regulafory capital. Thus, the application
of two different sets of capital standards provided weakly-capitalised banks with room
to retreat from the BIS standard. Domestic banks were allowed to adopt the BIS
standard on condition that they would not reapply the domestic capital regulation once
they employed the BIS standard. Yet, as will be discussed later, this condition was
abandoned later to allow banks to switch to the domestic standard.**’

The inclusion of 45 percent of unrealised gains on securities holdings in the

regulatory capital initially substantially lowered Japanese banks’ costs of compliance

%7 1n addition, note that in establishing the 1996 amendment of the Basel Accord, the MFJ
wanted to minimise its application scope, as the ministry worried that further regulations would
put undue pressure on Japanese banks that were already struggling. The MFJ’s requirement was
accepted by the Basel Committee. As a result, the MFJ expected that the additional burden of
Japanese banks to comply with the 1996 amendment would be trivial (Thomson s International
Banking Regulator 23 March 1992; MFJ 1993: 37). See also note 46 for the Japanese
implementation of the 1996 amendment.

127



with the BIS standard. Stock prices sharply rose during the 1980s, and, as a result,
unrealised gains on securities holdings accounted for about half of the total capital bases
of Japanese banks. This Japanese treatment was in sharp contrast to the corresponding
German regulation. German banks also had a substantial amount of unrealised gains on
securities holdings. However, the German regulatory authority held an austere view on
them so that they allowed banks to count hidden reserves as part of tier 2 capital only up
to 1.4 percent and then only after they had attained a tier 1 ratio of 4.4 percent (The
Banker January 1993).

The Japanese BIS standard also reduced the volume of banks’ risk-weighted assets.
Arrisk weight of 10 percent was applied to claims on local public sector entities or
government-related institutes and claims guaranteed by them, while the corresponding
rule was 20 percent in the United Kingdom, and 20, 50 or 100 percent in the United
States (Hall 1993b: 201). In fact, the MF]J initially planned to apply zero percent on the
claims but decided on a 10-percent application due to opposition from the Basel
Committee. Yet, the MFJ continued to insist on a zero-percent application on the claims
in the Committee, and in the end, the Committee concluded in January 1994 that there
was no significant problem in adopting it. One month after the committee’s decision, the
MF]J lowered the risk weight for the claims to zero percent (MFJ 1994: 25).248

In addition, the Japanese BIS standard was lax in the area of supervision. The MFJ
investigated banks’ compliance with the BIS standard on a basis of end-period assets
twice a year, at the end of March (the end of the fiscal year) and the end of September
(the end of the mid-fiscal year). The lax supervisory practice contrasted with U.S.
supervision under which banks were expected to comply with the BIS rules at all times
and were subject to random checks of such compliance. The Japanése supervisory
practice made it possible for banks to window-dress their balance sheets; there was a
rumour that non-Japanese banks guaranteed commercial credits for Japanese banks for a
day, reducing risk-weights of Japanese credits from 100 percent to 20 percent (Scott and
Iwahara 1994: 55).2

Moreover, the MFJ did not take punitive action againét banks that failed to meet the
capital adequacy regulations, either BIS or domestic, until a PCA system was

introduced in 1998. In fact, the MFJ was not equipped with a statutory instrument to

% The application of the low risk weight on the claims partly aimed to encourage the supply of
funds for local public entities (MFJ 1994: 22),

9 In other words, the difference between the calendar year accounting period for non-Japanese
banks and the end-March accounting period for Japanese banks was exploited (Scott and
Iwahara 1994: 55). :
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enforce banks to meet the capital regulations until the introduction of the PAC system.
Although the amendment of the Banking Law in 1992 established a new article
empowering the MFJ to establish standards to assess banks’ capital soundness related to
their assets, there were, in contrast to Korea’s and Taiwan’s banking laws, no provisions
to empower the regulatory authority to punish banks for noncompliance with the
standards.>®® However, the ministry was able to penalise banks effectively for
noncompliance with administrative guidance if it was willing to do so, at least until the
mid-1990s. Therefore, regulatory enforcement for banks to comply with the capital
adequacy regulaﬁons was not a matter of ministerial capacity but of willingness.
However, the MFJ had no willingness to enforce compliance, and merely suggested that
noncompliant banks raised their CARs. >’

The Japanese implementation of the BIS standard effectively lowered costs of
Japanese banks to comply with the BIS standard. The average BIS CARs of major
banks surpassed the 8 percent minimum in September 1989, which was far earlier than
the formal deadline of the end of March 1993.2? In addition, the volume of total assets
in all banks increased by about 20 percent during fiscal years 1988 to 1990. In the
meantime, the Japanese BIS standard was formally in accordance with the Basel Accord,
although the Japanese regulatory authority had no intention of complying with the BIS

standard comprehensively.
Rising compliance costs

Japanese banks began to face difficulty in complying with the BIS standard from the
early 1990s. In mid-1989, the Bol started to raise interest rates to curb asset price
inflation, paving the way for the asset price bubble to burst in 1991. Stock and land
prices started falling rapidly and the economy remained stagnant throughout the 1990s
and the early 2000s. The prolonged economic downturn placed unprecedented
downward pressure on the CARs of Japanese banks.>”’

A drastic fall in stock prices rapidly eroded the volume of unrealised gains on

securities holdings and consequently the capital bases of banks. After hitting a record

%% Nor were enforcement decrees or detailed enforcement regulations for the new article
established.

251 Author’s interview with Nishimura Yoshimasa.

252 This finding challenges Oatley and Nabor’s (1998) account of the establishment of the Basel
Accord. :

3 During 1991 to 2002, growth rates averaged only 1 percent per annum, compared to 4
percent during the 1980s.
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high 038,916 in December 1989, the Nikkei 225 Stock Average Index began to
collapse. It lost more than half of its value by early 1992, and kept a downward trend,
with cyclical fluctuations, falling to a 20-year low of 7,607 in April 2003. As a result,
the volume of unrealised gains on securities holdings contracted substantially, losing
about 80 percent in value by the end of March 1995 and eventually became negative for
the first time during mid-1998, when the stock index fell below 15,000 (see Figure 5.1).
According to an estimate by the government, a 1000-yen drop in the index pulled down
CARs by 0.2 percentage points during the mid-1990s (EPA 1998: 265). The value of
unrealised gains on securities holdings remained negative in the early 2000s. Although a
change in accounting rules temporarily allowed banks not to record losses in their
securities holdings between fiscal years 1998 and 2000, an introduction of mark-to-
market accounting in fiscal year 2001 forced banks to deduct 60 percent of unrealised

losses on securities holdings from their capital.24

Figure 5.1 The decline of unrealised gains on securities holdings in Japanese banks, FY
1988-2002
(fiscal year; JPY billion)
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Source: Bank of Japan, Japanese Banks' Financial Statements', Nikkei NEED-MT Macro-Data.

In addition, a huge amount of loans held by banks turned into NPLs due to the
prolonged economic weakness. The official volume of NPLs, Risk Management Loans
(RMLs), in all banks reached JPY 42 trillion, which accounted for about 9 percent of the
total loans at the end of March 2002. In consequence, banks suffered considerable

losses in disposing of NPLs. They lost more than JPY 5 trillion in writing off NPLs,

24 The change ofthe accounting rules will be discussed in the next section.
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either directly or indirectly, every year from fiscal year 1994. Since then total losses on
disposal of NPLs surpassed operating profits (see Figure 5.2). The cumulative losses on
the disposal of NPLs amounted to almost JPY 90 trillion (about 18 percent 0of 2003
GDP) by the end of March 2003. The loan losses encroached on the banks’ profits and
consequently their capital.255 Meanwhile, banks faced difficulties in raising new capital

at affordable rates in the midst of a bearish market.

Figure 5.2 Disposal of NPLs in Japanese banks, FY 1992-2002
(end of fiscal year; JPY billion)

C 25000

1992 93 94 95 96 97 98 99 2000 01 02

RM U Total losses on disposal of NPLs -A - Operating profits

Source: Financial Services Agency, 2003, Total Losses on Disposal ofNon-Performing Loans ofAll
Banks; Bank of Japan, Japanese Banks' Financial Statements.

Note: 1. The definition of RMLs was strengthened in fiscal years 1995 and 1997; 2. For RMLs, the data
are composed of only major banks from fiscal years 1992 to 1994.

Japanese banks were able to withstand the downward pressure on capital to some
extent during the early 1990s owing to the huge size of unrealised gains and new CAR
raising measures, such as subordinated debt, preferred stocks and asset securitisation,

introduced by the MFJ.256 However, CARs of most major banks (city banks), on

255 A collapse in land prices impaired the value of collateral of extended loans, in many cases
below the value ofthe loans they secured. According to an estimate by S&P’s, a 10-percent
decline in collateral values forced banks to make JPY 1trillion in additional provisions (Rixtel
2002: 240).

25% The MFJ set out to devise the measures to help banks meet the BIS rules during the late
1980s (MFJ 1988: 37-38, 1989: 52), and accelerated the task as the banks’ capital bases
contracted due to the fall in unrealised gains (author’s interview with Nishimura Yoshimasa).
The issuance of subordinated convertible bonds with coerced conversion and foreign currency
denominated perpetual subordinated bonds in overseas markets was allowed in July 1992.
Banks were allowed to issue perpetual subordinated loans in September 1992. Euroyen
denominated perpetual subordinated bonds and perpetual subordinated bonds with a condition
of equity conversion were allowed in March 1993. A trust method was introduced for the
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average, dropped below 9 percent in fiscal year 1994 for the first time since fiscal year
1992. The financial condition of Japanese banks was even more aggravated during the
financial crisis of 1997 to 1998 and kept faltering throughout the remainder of the 1990s
and the early 2000s. Consequently, the costs of Japanese banks to comply with the BIS

standard have remained very high since the mid-1990s.%%’

.5.2 Compliance of Japanese banks

Despite high and increasing compliance costs for banks, Japan formally remained a BIS
standard country. However, Japan’s compliance with the BIS standard was a clear
example of cosmetic compliance; the Japanese regulatory authority implemented the
BIS standard in a way to reduce compliance costs at the expense of the actual capital
soundness of banks. External compliance pressures, along with domestic regulatory
penalties from the late 1990s, induced Japanese banks’ formal compliance with the BIS
standard. Yet, there was no substantial pressure on Japanese banks to comply with the

BIS standard comprehensively.
Cosmetic compliance record

At a glance, Japanese banks seemed to show a fair record on compliance with the BIS
standard. Most of banks that adopted the BIS standard complied with the required 8
percent minimum. There were only six compliance failures by the banks between fiscal
years 1992 and 2002 on an annual basis: one in fiscal year 1992, two in fiscal year 1994,
two in fiscal year 1996, and one in fiscal year 1998. In addition, CARs of BIS-standard
banks on average surpassed 10 percent by the end of March 1998 and stayed over 10
percent afterwards (see Figure 5.3). This compliance record of Japanese banks made a

remarkable contrast with their tattered compliance with the previous capital to deposits

securitisation of commercial loans in December 1992 and of loans to local public entities in
April 1994 (MFJ 1994: 26-27). Some city banks issued preferred stocks in domestic markets
~and Euroyen denominated step down exchangeable subordinated bonds in overseas markets in
March 1994. Others amended their corporate bylaws to ease issuing preferred stocks in June
1994, .
27 The value of the yen to the dollar was another important macroeconomic variable that
affected Japanese banks’ CARs. Banks held a huge volume of dollar-denominated assets during
the 1980s. The depreciation of the yen, therefore, expanded the value of the assets in yen terms
and, in turn, encroached on banks’ CARs. However, given that Japanese banks rapidly retreated
from international markets from the early 1990s, the effect of fluctuations in the exchange rate
on the banks’ CARs appeared to be limited during the 1990s and the early 2000s.
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ratio regulation.

Figure 5.3 The average CAR of Japanese BIS-standard banks, FY 1992-2002
(end of fiscal year; %)

1992 93 94 9s 96 97 98 99 2000 01 02

Source: Japanese Bankers Association, various issues of Zenkok Ginkou Zaimushyohyou Bunseki
(Analysis of Financial Statements of All Banks).

Note: Dai-Ichi Kangyo Bank and Fuji Trust & Banking are not included for the estimate for fiscal year
1999, and Mizuho Trust & Banking for fiscal years 2000 and 2001.

However, Japanese banks’compliance record should not be overvalued. The number
of Japanese banks that employed the BIS standard sharply declined through the 1990s
and early 2000s. Out ofa total of 150 banks, 90 banks adopted the BIS standard at the
end of March 1993, the deadline for the implementation ofthe BIS standard set by the
Basel Accord. Yet, the MFJ removed the condition that prevented banks that had
adopted the BIS standard from switching to the domestic capital standard one day
before the introduction ofa PCA system in April 1998.258 Half of the BIS-standard
banks switched to the domestic capital standard on that day, and only about one tenth of
Japanese banks— 17 out of a total of 134 banks— adhered to the BIS standard by the end
of March 2003 (see Figure 5.4). Although Japan officially remained as a BIS standard
country, in practice, a very limited proportion of Japanese banks were regulated by the

BIS standard from 1998.

258 Author’s interview with Hirokawa Hitoshi (Deputy Director of Supervisory Bureau, FSA),
Tokyo, 2 April 2004.
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Figure 5.4 The number of Japanese BIS-standard banks, FY 1992-2002
(end of fiscal year; number)
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|M BIS-standard banks MiTotal banks"]

Source: Japanese Bankers Association, various issues of Zenkok Ginkou Zaimushyohyou Bunseki
(Analysis of Financial Statements of All Banks).

In addition, BIS CARs of Japanese banks were inflated, failing to reflect the actual
capital condition ofthe banks, due to lenient accounting rules. During the period before
the PCA system was implemented, the inflation ofthe banks’ BIS CARs resulted mainly
from the MFJ’s avoidance of recognising the actual scale of NPLs in banks.259 RMLs,
the official definition of NPLs, included only loans to borrowers in legal bankruptcy and
loans in arrears by six months or more during the first halfofthe 1990s. The definition
of RML was extended in 1995 by including a part of restructured loans. However, the
definition ofrestructured loans was limited and loans less than six months in arrears
were not included in RMLs. The definition of RML was strengthened equivalent to the
U.S. Securities and Exchange Commission in 1997, by including a broad range of
restructured loans and loans in arrear by three months or more. Nevertheless, the
reliability ofthe volume of disclosed NPLs remained doubtful. According to estimates
by several U.S. and European investment banks, NPLs at major Japanese banks were
almost double the disclosed figures (Rixtel 2002: 181). The limited disclosure of NPLs
raised banks’ CARs by reducing the volume of otherwise direct or indirect write-offs.

Once the PCA system was introduced, the regulatory forbearance in regard to the
259 The handling of NPLs through the Cooperative Credit Purchasing Company (CCPC)
represented the MFJ’s policy to deal with NPLs during the period. The CCPC commenced
operations ofthe purchase and sale of NPLs with real estate as collateral in January 1993. The
MEF]J treated sales of NPLs by banks to the CCPC as if they were actual resolutions, excluding
the figures of NPLs from their balance sheets. However, banks had to lend money to the CCPC
for the purchase of NPLs without earning interest and any NPLs sold to the CCPC were not
repaid until the underlying collateral was sold. Thus, in practice, the NPLs still remained in the

banks’ account (Financial Regulation Report 1 February 1994). By 1997, the CCPC had sold
less than 5 percent ofits portfolio (Kanaya and Woo 2000: 11).
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capital adequacy regulation became more extensive. Along with the introduction of the
PCA system, the new Financial Inspection Manual was introduced in April 19982
According to the Manual, although the quality of loans to “needs attention borrowers
was problematic, provisions for the loans were categorised as general provisions,
inflating banks’ tier 2 capital.®' Tier 1 capital was also artificially increased because
NPLs in banks were highly under-provisioned due to a low level of provisioning
requirements, especially for general provisions.2®* If all NPLs in banks had been
provisioned, their tier 1 capital would have been exhausted by 20022

The regulatory authority also changed several accounting rules in order to help
banks maintain their BIS CARs beyond the minimum 8 pércent. As banks’ unrealised
gains on securities holdings were expected to be negative, the regulatory authority
permitted them not to record their unrealised losses from 1998. In the meantime, they

were allowed to count 45 percent of unrealised gains on land holdings as tier 2 capital,

260 Along with the introduction of the Manual, banks were instructed to “self-assess” their assets
and calculate the amount of write-offs and loan loss provisions based on their self-assessment
results. The self-assessment scheme classified assets into four categories—category 1
(unclassified), II, 11T and I'V—according to financial conditions of borrowers and collectibility
of loans. Borrowers were classified as “normal”, “needs attention”, “in danger of bankruptcy”,
“de facto bankrupt”, and “bankrupt” according to their ability to repay the obligation. “Needs
attention” borrowers were subdivided into “special attention™” borrowers and other “needs
attention” borrowers (FSA 2003).

%! A large proportion of borrowers were kept out of lower categories only because creditor
banks continued to promise support to borrowers that were not expected to recover. For instance,
the Japanese regulatory authority rated Aoki, a battered construction company, merely as a
“need attention” borrower at the end of March 2001, although creditor banks waived its debts
based on a 20-year restructuring plan that was too long to be convincing (The Economist 14 July
2001). Also, banks evaluated their borrowers based on their ability to repay interest, which
meant virtually nothing in the extremely low interest environment. The IMF (2003b: 19)
asserted that the provisions for “needs attention” borrowers should not be included in tier 2
capital, insisting that the accounting practice was not consistent with the Basel Accord, which
prohibited the inclusion of special provision in the regulatory capital.

“2 Japanese banks were required to build provisions for loans to “need attention” borrowers that
excluded “special attention” borrowers equal to prospective losses that they were expected to
incur only over the following one-year period in view of their average loan loss ratio for the past
three calculation periods. As a result, the ratio of loan loss provisions to RMLs for major
Japanese banks ranged only from 30 to 60 percent from fiscal years 1992 to 2002, reaching
about 40 percent at the end of the period. The ratio was significantly low compared with the
ratio of loan loss provisions to NPLs in U.S. banks, which was above 160 percent from 1994 to
1999 (Fukao 2003a: 12-15). Although general provisions could be counted as tier 2 capital, their
amount eligible for inclusion in tier 2 capital was limited to 1.25 percent of the risk-weighted
assets and also tier 2 capital could not surpass the volume of tier 1 capital. Therefore, given that
tier 2 capital in Japanese banks almost reached the level of tier 1 capital, most of an increase in
general provisions could not be counted as capital, while reducing tier 1 capital by being
recorded as loss. :

268 According to a market estimate, under-provisioned NPLs in the four largest Japanese banks
amounted to JPY 17,900 billion yen in 2002 (The Banker July 2002), while the amount of tier 1
capital in all major banks was JPY 3,713 billion at the end of the fiscal year.
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even though this practice was in conflict with the accounting standard for unrealised
losses on securities holdings.”** Banks were allowed to deduct the amount of time
deposits from the lending balance of their clients in calculating CARs if the time
deposits were to expire after the bank loans fell due (Jiji Press 26 March 1998). The risk
weight applied to loans guaranteed by the Credit Guarantee Corporation was also
reduced from 100 to 10 percent (Japan Economic Newswire 17 February 1998).2%
Deferred tax accounting in calculating CAR was another problem. Japanese banks
were allowed to include deferred tax assets (DTAs) in tier 1 capital from the end of
March 1999.2% However, DTAs were not a reliable bank capital base because they
lacked the availability to meet losses in the event of bank failure, which was one of the
prime characteristics of bank capital (IMF 2003b: 18).27 Moreover, there was no limit
to the amount of DTAs that Japanese banks could claim as capital as a percentage of tier
1 capital (The Asahi Shimbun 29 January 2003).2%® As a result, for major banks, DTAs
accounted for more than 20 percent of the tier 1 capital from fiscal year 1998, reaching
52 percent at the end of March 2003 (Cabinet Office 2003). However, DTAs depended
on banks’ ability to generate future income. Accordingly, the maximum amount of
DTAs a bank could post should have been based on its future taxable profits. Yet,
Japanese banks were too optimistic in calculating DTAs in spite of their weak future

earning power.2®®

264 Although the accounting change was initially planned as a temporary measure to last until
fiscal year 1998, the duration of the accounting change was extended so that banks could count
unrealised gains on land holdings as capital as of April 2004.

263 In addition, restrictions on the sale of property-backed securities and the issuance of
perpetual bonds were lifted (4Asia Pulse 6 August 1997; Financial Times 1 April 1997), and
banks were allowed to borrow subordinated loans from listed companies (Japan Economic
Newswire 4 August 1997).

2%¢ DTAs were credits against taxes on future taxable income. Japanese banks generated DTAs
mainly with the following two factors. Firstly, the Japanese tax rules allowed loss carry forward
for five years. As a result, when banks accumulated losses in taxable income, they could show
DTAs up to combined tax rates (about 40 percent) of estimated taxable income in the following
five years. Secondly, rules on the write-off of NPLs were stricter in tax accounting than in bank
accounting. As a result, banks sometimes could not recognise losses in their statements for tax
purposes, while they could in their financial statements. The over-paid tax on loan losses could
be carried as DTAs (Fukao 2003b: 17).

%7 DTAs had no liquidation value because the tax authority would not reimburse them in the
case of a bankruptcy of the bank.

268 The U.S. regulatory authority limited DTAs to less than 10 percent of tier 1 capital or one
year’s profit (IMF 2003b: 18). In Korea, DTAs were completely prohibited from being included
as capital.

% For instance, Resona Bank, which received public funds in May 2003, had more than JPY
400 billion of DTAs, which was larger than its shareholders’ equity of JPY 366 billion. However,
the bank reported losses in the three period ending in March 2003. To realise the recorded DTAs
in the coming five years, the bank had to earn JPY 200 billion every year and its after tax return
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In addition, a large part of Japanese banks’ capital was composed of public funds
injected into the banks from 1998 in order to boost their weak capital bases. The
government injected public funds of JPY 1.8 trillion into twenty-one banks, including
eighteen major banks, in March 1998 and JPY 7.5 trillion into fifteen banks, including
fourteen major banks, in March 1999 through the purchase of convertible preferred
shares and subordinated bonds/loans (DICJ 2003a). The public funds raised the major
banks’ CARs by 2 to 3 percentage points to 10 percent or more. However, in a strict
sense, the public funds were not a reliable capital base as they were debts that had to be
paid back to the government.

Figure 5.% provides an estimate of the actual capital condition of major Japanese
banks during fiscal years 1992 to 2002. Their disclosed tier 1 ratio was estimated by
dividing their aggregate tier 1 capital by their aggregate risk-weighted assets, and then
the disclosed tier 1 ratio was adjusted by deducting tax effects—including DTAs—and
public funds from the tier 1 capital. The banks’ disclosed tier 1 ratio was well beyond
the required minimum of 4 percent during the period. However, the quality of tier 1
capital rapidly deteriorated due to an increase in the weaker capital elements from the
late 1990s. The adjusted tier 1 ratio dropped to zero percent in March 2003. Given that
this estimation did not take into account other problems related to the banks’ regulatory
capital—such as under-provisioning—their actual capital condition was likely to be far

worse than the adjusted tier 1 ratio.’™

on equity had to be as high as 32 percent. This was clearly an unrealistic scenario (Fukao 2003b:
17-18).

20 I fact, Hokkaido-Takushoku Bank, which went bankrupt in October 1997, had a CAR of
9.3 percent at the end of March 1997. Long Term Credit Bank, which failed in October 1998,
maintained a CAR of 10.4 percent at the end of March 1998. The CAR of Nippon Credit Bank,
which went bankrupt in December 1998, was 8.2 percent at the end of September 1998.
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Figure 5.5 The adjusted tier 1 ratio of major Japanese banks, FY 1992-2002
(end of fiscal year; %)

= Disclosed Her I ratio 0 Adjusted tier 1

Source: The author’s own estimation based on the data obtained from Fitch Ratings.
Note: The number of major banks varies according to year.

Implications o fthe compliance record

The compliance record of Japanese banks, firstly, confirms that the operation of the
external compliance pressures, both from foreign regulatory authorities and from
markets, contributed to the formal compliance of Japanese banks with the BIS standard.
As mentioned earlier, the MFJ did not penalise banks for noncompliance with the
capital adequacy standards until the implementation of the PCA system in April 1998.
In other words, there was no domestic compliance mechanism in operation during the
pre-PCA period. Nevertheless, most banks that adopted the BIS standard complied with
the required 8 percent minimum. Banks with lower BIS CARs made more effort than
those with higher CARs in order to comply, by reducing loans or issuing more
subordinated debts (Ito and Sasaki 2002). The compliance record of BIS-standard banks
made a sharp contrast with the compliance record of domestic-standard banks,
especially during the pre-PCA period; the number of compliance failures of domestic-
standard banks reached about ten every year during the period (see Table 5.2). The
comparison of compliance of the two groups of banks clearly shows that compliance of
BIS-standard banks was induced by external compliance pressures, from foreign

regulatory authorities and from markets.
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Table 5.2 Compliance failures of Japanese banks, FY 1992-2002
(fiscal year; number)

1992 1993 1994 1995 1996 1997
BIS-standard banks 1 0 2 0 2 0
Domestic-standard banks 12 11 9 10 12 1

1998 1999 2000 2001 2002 2003
BIS-standard banks 1 0 0 0 0 N/A
Domestic-standard banks 4 7 0 0 1 N/A

Source: Japanese Bankers Association, various issues of Zenkok Ginkou Zaimushyohyou Bunseki
(Analysis of Financial Statements of All Banks). '

Secondly, the operation of external compliance pressures led some Japanese banks
to voluntarily employ the BIS standard, particularly during the pre-PCA period.
Approximately 40 percent of Japanese banks without overseas branches or
representative offices chose to adopt the BIS standard during the period (see Table 5.3).
‘Some of the banks employed the BIS standard because they had a plan to expand
business in foreign markets. For example, in 1989, nine banks without overseas
footholds announced adoption of the BIS standard in preparation for their future
advance into international business (Jiji Press 15 February 1989). The remaining banks
that had no overseas establishments, but opted to adopt the BIS standard, appeared to do
so in order to improve their market images. External compliance pressures both from
foreign countries and from markets induced banks’ voluntary compliance with the BIS

standard.

Table 5.3 Japanese banks’ adoption of the BIS standard by bank category, FY 1992-2002
(end of fiscal year; number)

BIS-standard - International Domestic (A)-(B)
banks (A) banks (B) banks
1992 90 54 97 37
1993 89 53 97 37
1994 89 52 98 36
1995 86 53 97 36
1996 82 50 9 39
1997 45 43 105 10
1998 35 35 109 9
1999 27 26 119 1
2000 26 26 115 5
2001 21 21 117 5
2002 17 16 118 1

Source: Japanese Bankers Association, various issues of Zenkok Ginkou Zaimushyohyou Bunseki
(Analysis of Financial Statements of All Banks).

Note: International banks herein refer to banks with overseas branches or representative offices; domestic
banks refer to banks with no overseas branches or representative offices.
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Thirdly, as Table 5.2 showed, Japanese banks’ compliance with the capital adequacy
regulations, both BIS and domestic, improved after the implementation of the PCA
system. This demonstrates that the threat of regulatory penalties from the domestic
regulatory authority was the key incentive for banks’ formal compliance with the capital
adequacy regulations.””' The PCA system required the regulatory authority to
automatically take punitive actions against banks with CARs below certain thresholds,
of which the highest was the required minimum CARs. Regulatory penalties ranged
from the formulation and implementation of management improvement plans to the
suspension of some or all business activities. Thus, banks had to meet the capital
adequacy regulations to preserve their independent managemént after the introduction
of thé PCA system.

Fourthly, in the meantime, a sharp decline in the number of Japanese banks that
adopted the BIS standard during the PCA period suggests that they attached a high
priority to immediate costs that could be caused by their choice. The implementation of
the PCA raised the risk that the banks could face regulatory penalties from the domestic
regulatory authority, as their CARs were deteriorating. In the circumstances, banks were
willing to bear potential market costs that could be generated by non-adoption of the
BIS standard in order to avoid potential regulatory actions from the domestic regulatory
authority, as the costs that would be caused by regulatory penalties were more concrete
and tangible than the potential market costs.”> Indeed, disclosed CARs of Japanese
banks increased after the implementation of the PCA system, despite their worsening
actual financial condition. In addition, it should be noted that banks with overseas
establishments had to adhere to the BIS standard even during the PCA period, because
otherwise their business in foreign countries could be limited. As of end-March 2003, of
a total of sixteen banks with overseas branches, all except for Shinsei Bank, whose
overseas branch was a paper company in the Cayman Islands, had adopted the BIS
rules.?” . :

Last, but not least, the cosmetic compliance record of Japan shows that the operation

! The PCA system was employed for domestic-standard banks from fiscal year 1999, one year
later than for BIS-standard banks.
22 In fact, a good number of banks that switched to domestic capital standard maintained their
CARs at over 8 percent.
3 Precisely speaking, the Japanese capital adequacy regulations required a bank that had
overseas branches or subsidiaries with a permanent executive director or permanent staff at its
locations to comply with the BIS rules. Therefore, Shinsei Bank was not required to comply
with the BIS standard under the Japanese regulations (author’s interview with Hirokawa Hitoshi,
by email, 12 April 2004).
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of external compliance pressures failed to induce comprehensive compliance. In fact,
whereas Japanese banks’ capital condition worsened from the late 1990s, market
participants paid less attention to the soundness of individual banks after the
government’s injection of public funds into the banks in the late 1990s: even though
CRAs themselves argued that public funds were a weak form of capital, the injection of
f)ublic funds had a positive effect on Japanese banks’ credit ratings.?™ Likewise, the
“Japan Premium,” which was a premium imposed on Japanese banks’ borrowing rates
by U.S. and European banks in the Eurodollar or Euroyen markets, virtually
disappeared after the injection of public funds (Ito and Harada 2003).>” Foreign
countries had difficulty forcing Japan to strengthen its capital adequacy regulations,
since the Japanese accounting standards that artificially inflated the disclosed BIS CARs
of the banks were not expressly addressed by the Basel Accord, and it was not clear
whether Japan’s application of such accounting standards was a noncompliance matter
for the Basel Accord. Rules on asset classification and provisioning were not covered by
the Accord; the accounting change to allow banks not to record their unrealised losses
on securities holdings was not in violation of the Accord, because the Accord did not
enforce the employment of mark-to-market accounting; the inclusion of unrealised gains
on land holdings in tier 2 capital was explicitly allowed in the Accord; and the Japanese
defended the inclusion of DTAs in the regulatory capital by arguing that the practice
was reasonable since Japanese tax rules were extremely strict.”®

There were more factors that may have reduced foreign countries’ incentive to force
Japan to implement the BIS standard more strictly. When the BIS standard was
established in 1988, the immediate negative externality for foreign countries of Japan’s
noncompliance with the BIS standard was the competitive advantage of Japanese |

banks.?”’ Yet, even though the number of the overseas footholds of the banks increased

2% The long-term ratings of Moody’s and S&P’s for major Japanese banks, on average, rose or
remained stable after the injection of a massive amount of public funds in April 1999 (see ICIF
2001: 9-10).

75 Meanwhile, credit ratings for Japanese banks were downgraded due to the introduction of a
PCA framework, which helped compliance with the BIS standard. The CRAs understood the
measure as a decrease in the safety net and in the availability of accounting flexibility or
forbearance (Japan Economic Newswire 27 January 1997, 26 November 1997; Jiji Press 3
December 1997).

276 Japanese tax authorities limited the ability banks to deduct the amount of would-be
uncollectible loans from their pretax income as an expense.

277 The S&P’s Long-Term Issuer Credit Ratings for most major Japanese banks were A, which
was assigned to an obligor with “STRONG capacity to meet its financial commitments,” or AA,
which was assigned to an obligator with “VERY STRONG capacity to meet its financial
commitments,” during the late 1980s and the early 1990s.
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until the mid-1990s, their international market share began to decline from the early
1990s due to their weakening financial situations. As a result, while Japanese banks
accounted for almost 40 pefcent of international assets of all banks in the world in 1988,
their share declined to about 20 percent by 1997, and fell below 10 percent by 2003 (see
Table 4.1). As the international presence of Japanese banks rapidly shrank, the
competitive threat from them also decreased. In addition, Japan’s comprehensive
compliance could have had an adverse effect on foreign economies. As Japan’s
economy did not show a sign of recovery through the 1990s, foreign countries were
putting heavy pressure on Japanese authorities to stimulate the economy (Cargill, et al.
2000: 163).>™ Japan’s economic recovery could have been adversely influenced by

stricter capital adequacy regulation in the short term.2”

5.3 Regulatory forbearance during the pre-PCA period

The analysis of compliance of Japanese banks with the BIS standard demonstrated that
the Japanese regulatory authority actively fostered banks’ cosmetic compliance by
exercising regulatory forbearance. During the pre-PCA period, the effectiveness of
compliance of the BIS standard was tarnished largely by the MFJ’s hiding of the actual
size of NPLs in banks. In fact, Japanese securities companies were under considerable
pressure from the MFJ and banks not to make an issue of bank accounting problems
(The Nikkei Weekly 14 October 1996). This section addresses factors that led the
regulatory authority to implement the BIS standard cosmetically during the pre-PCA

period.
The MFJ, the LDP, and banks

The Diet (the legislature) had to approve financial legislation, and the MFJ as a ministry

could not have formal independence from the government.?*® However, its regulatory

78 G7 countries, the IMF, and the World Bank requested Japan to recapitalise banks by using
public funds (Whitehead 2005: 35). ‘

1 In 1999, William McDonough, President of the Federal Reserve Bank of New York,
defended Japan’s application of the BIS standard to only international banks, despite the
weakening capital adequacy of Japanese banks (Jiji Press 3 June 1999). Charles K. Whitehead
(2005: 37) argues that foreign regulatory authorities showed considerable forbearance over
Japan’s cosmetic compliance with the BIS standard as they may have agreed that the country
needed time to deal with it under severe banking difficulties.

280 Normally, regulatory authorities that form part of the executive branches tend to have a low
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forbearance during the pre-PCA was not caused by problems of independence of
regulatory authority. Rather, the MFJ enjoyed a high degree of independence from the
ruling party, the Liberal Democratic Party (LDP), until the autumn of 1997, when the

281 As long as the financial system was perceived as

financial system turned into a crisis.
stable, politicians invested their political resources more in politically-sensitive niches
of the economy such as agriculture, SMEs, and construction. As a result, while the
Budget and Tax Bureaus of the MFJ were engaged in constant interaction with the LDP
leadership, MF]J officials in Banking Bureau—and also those in Securities Bureau—had
a good degree autonomy in policymaking from the LDP (Amyx 2003a: 4). In other
words, the formal institutional arrangement that the bank regulatory authority was a
government ministry did not lowered its policy autonomy.

In addition, the Japanese financial laws were written broadly and vaguely, and this
raised the policy autonomy of the MFJ by giving it discretion to fill the details. The
MF] heavily drew on ordinances, ministerial regulations, administrative notices or
administrative guidance in regulating the banking sector, avoiding the enactment of
legislation, which could have risked politicisation of banking regulation. In the
meantime, it was the MF]J that controlled the national budget, although the ministry
worked closely with politicians on budgetary issues (Amyx 2003a: 6-7). As a result, the
regulatory authority did not face the problem of budgetary independence.

More importantly, there were few incentives for politicians to hinder the MFJ in
implementing the BIS standard more strictly. The implementation of the BIS standard
did not cause a substantial adverse effect on the economy during the pre-PCA period,
contrary to the PCA period: Although there was a decline in bank lending during the
early 1990s, it was because of a decrease in firms’ demand for funds after the collapse
of the bubble (Cabinet Office 2001).** Accordingly, there was no strong opposition
from firms or from politicians against compliance with the BIS standard.

Rather, the reasonable demand from politicians would have been the call for stricter
prudential regulation, if they had been concerned over the stability of the country’s
financial system. However, the LDP was not aware of the true financial condition of
Japanese banks. The regulatory forbearance of the MFJ hindered politicians in

understanding the actual financial status of banks. Banks also did not disclose

degree of independence (Quintyn and Taylor 2002: 20).

8! Author’s interview with Nishimura Yoshimasa.

282 Indeed, the MFJ understood that a decrease in the demand for funds caused the decline of
bank lending during the period (author’s interview with Nishimura Yoshimasa).
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information on their finances to politicians, whereas they shared the information with
the MFJ. Information sharing with politicians could have caused the banks potentially
significant costs, given that LDP leaders were strong supporters of the government-
subsidised postal saving system, .which competed with banks for deposits, and that there
was a risk of information leaks, which are common in the political world (Amyx 2003a:
7).283

Meanwhile, there seemed to be a possibility that the cosy relations between the MFJ
and banks may have induced the ministry to exercise regulatory forbearance in order to
protect banks.”** A peculiar characteristic of Japanese financial regulation was the
reliance on close informal ties linking the regulatory authority and financial institutions
(Amyx‘ 2003a: 5). The prominent examples of the informal ties were mofutan, ama-
agari, and amakudari. Mofutan, literally “person in charge of Finance Ministry,”
referred to positions in private financial institutions in charge of handling the MFJ, and
they contacted MFJ officials face-to-face daily. Ama-agari, literally “ascent to heaven,’»’
was the practice that employees from private institutions worked in the MFJ on
temporary assignments. Amakudari, literally “descent from heaven,” referred to the re-
employment of former high-ranked MF]J officials in private institutions (Amyx 2003a:
6).

The disclosure of the actual volume of NPLs could have lowered CARs of banks
substantially. This would have damaged the banks’ overseas business and also tarnished
their reputations in markets. In a worse scenario, public funds could have been injected
into the banks in order to stabilise the banking sector, something that actually occurred
in the late 1990s. The injection of public funds could have required the restructuring of
banks, which could have limited managerial freedom, forced the resignation of senior
bankers, and diluted the value of existing shares held by investors (see Amyx 2003a: 9).
Therefore, banks had incentives to solicit lenient regulations from the MFJ through
informal relations with the ministry.”®®

However, although the MFJ’s regulatory forbearance during the pre-PCA period
corresponded on the surface with preferences of banks, it did not appear to result simply

from banks’ lobbying. A series of scandals engulfing financial industries occurred

28 Banks pretended their problems were not serious by continuing to pay regular dividends
until 1997, even though they reported losses from 1995 on (Patrick 2001: 23).
2% See Amyx (2001), Hanazaki and Horiuchi (1998), Horiuchi (2001), and Rixtel (2002).
285 A bank failure meant one less potential depository for retiring MFJ officials (Amyx 2003