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(R SR)
7 —< : Exploring the Bank Supervision and Prudentail Policy:
Historical Experiences in Sweden, Japan and Thailand

Yokohama National University Eiji Hotori
(Purpose of the panel session)

After the failure of Lehman Brothers in 2008, the reform of the financial
regulation & supervision becomes a hot issue in the research field of banking & finance.
So far, the fiscal policy has played the principal role as a short-term countermeasure.
The long-term countermeasures including the reform of the financial regulation &
supervision are still under discussion, though the strengthening of capital
requirements “Basel 3” is expected to be the first step towards better regulation &
supervision.

In the financial history research field, the history of financial regulation &
supervision is attracting more interests. The conference “Financial Market Regulation
in the Wake of Financial Crises: The Historical Experience,” held at Bank of Italy in
2009, traced the history of financial regulation & supervision in several
Euro-American countries and thereby tried to search the pattern of regulatory
response to financial crisis and contribute to the current argument of re-designing the
financial regulation & supervision. In the summary of Gigliobianco, the conclusions of
the conference are as follows: (1) After severe crises, strong regulations are introduced
in many cases; (2) By diagnostic errors, regulatory response is not always appropriate;
(8) Cycles do exist in regulation, reflecting the financial innovation and the changing
economic ideas.

The argument of the conference, however, left a space to be completed, for it’s
missing a viewpoint of the economic stage. Now the G20 is facing the conflict of
interest among nations containing various economic stages. In association with such a
situation, we select three countries with different economic stages — Sweden, Japan
and Thailand — which weren’t featured in the conference. Sweden is a developed
country and has already had the formal organization of bank supervision at the
Ministry of Finance since 1868. Prewar Japan was a mid-developed country and had a
unique experience in making the prudential supervision, which was the mixture of
various KEuro-American countries’ systems. Thailand is one of the influential
developing countries, and was the source of the Asian financial crisis in spite of some
strict reforms of prudential policy in 1985. Tracing these countries’ historical
experiences, we will clarify the role and feature of the bank supervision and prudential

policy in each country and hopefully contribute to the current argument.
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Drivers of Organizational Change:

Banking Supervision in Sweden between 1868 — 1991

Linkoéping University Mikael Wendschlag

Formal supervision of banks has a relatively long history in Sweden. Although
the King had a representative in the board of the very first bank in Sweden, the so
called Palmstruch Bank of 1657-64, the formalization of state level supervision can be
said to have begun in 1868 when a civil servant of the Ministry of Finance was
formally assigned the objective of handling bank matters such as charter applications,
data collection etc. Over time the organisation around this new profession developed
and this article concerns itself with the organisational changes of bank supervision
that occurred after 1868.

A key purpose of this article is to introduce empirical data on organisational
features of the Swedish banking supervision between 1868 and 1991, covering size of
budget and staff as well as organisational charts and of the formal changes in
jurisdiction over time. The organisational information will then be related to existing
research on potential “drivers” of organisational change such as Swedish financial
crises, shifts in financial/regulatory regimes and of financial market development in
terms of scale and scope. The article thus intends to contribute with the Swedish case
to a growing international research field concerned with the history of financial
supervision and regulation and the pursuit of explanations to their changes.

The preliminary findings are that, as in many other countries, major changes
in Swedish financial regulation have occurred in connection with financial crises.
Changes in the financial supervision however have occurred in a more piecemeal
fashion and less directly (or exclusively) related to crises, and somewhat more related
to market changes. Shifts in financial regimes may explain something about the rate of
organisational change, and the shift from sector- to function based supervision in the
1990s may be attributed to an international theoretical debate about the most suitable

organisation of financial supervision as an additional “driver” of change.
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The Origin of Prudential Supervision in Japanese Banking, 1857-1936

Yokohama National University Eiji Hotori

As is well known, pre-war Japan had undergone rapid economic development.
For creating modernization funds, the banking system was introduced from abroad
with special reference to Euro-American system. Eventually, the Japanese banking
came to be characterized as interlocking directorate system. In these circumstances,
how the Japanese prudential supervision system had been formed? By tracing the
birth process of prudential supervision in prewar Japan, we will contribute to clarify
the characteristics of bank supervision in mid-developed countries. Specifically, the
agenda is the following three points.

First, the institutional origins of Japanese prudential supervision. As the
institutional model of Japanese modern banking was the U.S. National Banking
system, the institutional model of Japanese bank examination system was the bank
examination system by the U.S. Office of the Comptroller of the Currency (OCC).
However, previous studies were hard to paint a precise picture of the bank
examination by the OCC in the mid-19th century. We clarify this point by analyzing
the historical materials of the bank examination in 1868 for the eighth national bank
of New York.

Second, we focus on Alexander A. Shand — the Scottish coach for
modernization of Japanese banking hired by Meiji government. Britain was famous as
the principle of the commercial banking, but nonetheless, the contents of his teaching
were quite different from the principle. Searching for the model of Shand’s banking
principle, we analyze the archival document of 1859 owned by University of Glasgow's
Special Collections Department.

Third, the shaping process of prudential supervision in prewar Japan.
Reflecting the immaturity of the bank management, the main role of the bank
examination by the Ministry of Finance in the 1870s was guidance and coaching:
distinction between deposit and capital, enhancement of corporate governance,
compliance of rules, etc. The banking supervision at that time was still staying in the
primitive stage. We trace the evolving process from the banking supervision into the
prudential supervision, by especially focusing on the epoch-making reforms in 1915,

1927 and 1935.



Why did the prudential policy in Thailand during 1985-1997

lead to the financial destabilization?

Tokai University Koji Fuda

A landmark reform of the prudential policy in Thailand started in 1985.
However, the new policy led to the financial destabilization in 1997. This paper aims to
reveal the mechanism of how the policy resulted in unexpected outcomes and thereby to
demonstrate the role and features of the prudential policy in Thailand.

According to this paper, the prudential policy in Thailand is considered
characteristic in the following respects. Firstly, the Bank of Thailand (BOT) is the major
enforcing agency of prudential policy in Thailand. After three laws (Bank of Thailand
Act, Commercial Banking Act, Act on the Undertaking of Finance Business, Securities
Business and Credit Foncier Business) were revised in 1985, BOT became the
supervisor and de facto regulator for private financial institutions. Secondly, while
pursuing prudential policy, BOT had to take commercial banks into consideration in
order to obtain their cooperation in implementing monetary policy for national economic
growth. This is one of the reasons why BOT did not enforce strict rules against the
financial companies related to commercial banks. Thirdly, the prudential policy had
been pursued to maintain the credibility of the domestic financial market, especially in
the eyes of foreign investors. Prior to the economic bubble bursting in 1996, the purpose
was to attract international funds to underpin national economic growth. After 1996
BOT attempted to stop the outflow of international short-term funds. For instance, BOT
did not order capital reductions for insolvent banks.

The first feature of the prudential policy is peculiar to Thailand. The second
and third ones are unique to developing countries where financial authorities tend to
pursue economic growth rather than financial stability. These features prevented BOT
from enforcing strict rules against financial institutions, and thereby led to the severe

destabilization of the financial system in Thailand in 1997.
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Market Share and Exchange Rate Pass-through:
Competition among Exporters of the Same Nationality

Kyushu Sangyo University Yushi Yoshida"

Using a sample from January 1988 to December 2005 for exports of five Japanese major
ports to six destination countries, we examine the effect of market share (with respect to
competitors from the same country) on exchange rate pass-through (henceforth, ERPT). Our
dataset is unique, allowing us to control for market shares among competing exporters with the
same nationality. We provide empirical evidence that the effect of market shares on exchange
rate pass-through is consistent with the findings of Feenstra et al. (1996), who show a non-linear
relationship between market share and exchange rate pass-through. However, our evidence also
indicates that the relationship between market share and exchange rate sensitively relies on
market characteristics. With regard to recent studies on declining ERPT, our evidence shows
that the ERPTs of Japanese exports are relatively stable over the last two decades and any
observed changes are of small magnitude. Especially for the U.S., our evidence indicates that
Japanese exports do not account for the recent decline in ERPT of U.S. imports.

Keywords: Exchange rate pass-through; Local ports; Market share.

JEL Classtfication codes: F12; F14.
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Revisiting the J-Curve for Japan
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Could Prefectural Banks Modelled on the Bank of North Dakota Aid
Regional Economic Growth in Japan?

Azabu University  Patrick Collins

North Dakota is the only state in the USA which has a State Bank, the Bank of North
Dakota (BND), established in 1919. North Dakota is also the only state in which the economy
1s growing, unemployment is low, and the state government has a large financial surplus.
Since most other U.S. states are in economic crisis, there is a growing movement to establish
State Banks modeled on the BND in other states, in which state governments have record
fiscal deficits, and are cutting public services.

Among the rules governing the BND, important ones include that the state government
keeps all of its funds in the State Bank; it invests only within the state; and most of its loans
are made in partnership with private banks. This latter rule greatly reduces the risk of its
loans becoming non-performing.

It is proposed that establishing Prefectural Banks in Japan, modeled closely on the BND,
could help to revive regional economic growth, which is very weak due to decades of declining
local populations. In recent years the central government in Tokyo has been reducing its direct
Intervention in regional economies and giving prefectural governments more autonomy. It is
hoped that those with detailed local knowledge and connections will be more effective in
stimulating local investment and innovation than officials based in Tokyo. Establishing
Prefectural Banks which use fractional-reserve banking to expand local economic activities, like
the BND, would seem to match this policy well.

The counter-example of the recently established New Tokyo Bank is discussed, including
the reasons for its lack of success to date. It seems possible that following the successful
practices of the BND could help the New Tokyo Bank, and so Tokyo businesses and private
banks, to prosper. It is suggested that, at a time when central government finances are under
severe pressure due to its heavy debt load, establishing State Banks in the USA and
Prefectural Banks in Japan could be a politically feasible step towards improving the current
over-centralised financial system. They could also be a step away from the present situation in
which the banking system receives the benefits of seignorage, which in the past was recognised
as the privilege of the government (and earlier, the sovereign).
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Bank-Dependence and Financial Constraints on Investment:

Evidence from the Corporate Bond Market Paralysis in Japan
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Breakdown of Interbank Market:
The Japanese Banking Crisis of 1997-98
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Lending Technologies and Soft Information Management:

Evidence from Japanese Regional Banks
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Financial Institution, Asset Bubbles and Economic Performance

The University of Tokyo = Tomohiro Hirano
The University of Tokyo  Noriyuki Yanagawa

The purpose of this paper is to present a macroeconomic model with asset bubbles
to analyze how the emergence of asset bubbles and their bursting affect
macroeconomic performance. First, we present a model with deterministic bubbles.
Then, we present a model with stochastic bubbles. Welfare implications of asset

bubbles and government policy implications after bubbles bursting are also discussed.



Economic Boom and Bust Originating from Expectation Errors
in the Credit Market

Meiji University Tamegawa, Kenichi

Meiji University Fukuda, Shin

We clarify how expectation errors in the credit market bring about economic
fluctuations. To achieve this, we employ simulation analysis based on a dynamic
stochastic general equilibrium model that explicitly incorporates the banking sector.
Moreover, since unemployment can exist in our model by assuming a matching friction.
Therefore, we can investigate the effects of expectation errors on unemployment. The
conclusions are outlined as follows: If firms fallaciously expect a rise in future asset
prices, such optimistic expectations will cause the economy to overheat, resulting in an

economic recession through a credit crunch.

Keywords: Expectation errors; News shock; Business cycle; Bank capital
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The Expectation of Monetary Policy and

Long Term Interest Rates in Australia

Niigata University Takayasu Ito

The purpose of this paper is to investigate the impact of monetary policy
expectation on long term interest rates in Australia. Three month OIS (Overnight
Indexed Swap) rate is used as market expectation of monetary policy by the RBA. As
for long term interest rates, AGB (Australian Government Bond) yields of two years,
five years and ten years and NTCB (NSW Treasury Corporation Bond) yields of three
years, five years and ten years are used.

AGB yields of two years, three years, five years and ten years and NTCB yields of
three years, five years and ten years are in a relationship of long term equilibrium
with OIS rate of three months. In other words, expectation of monetary policy by the
RBA within a range of three months is incorporated in AGB yields of two years, three
years, five years and ten years and NTCB yields of three years, five years and ten
years. But expectation of monetary policy is not in a relationship of one to one with
these long term interest rates.

The results of this paper have following policy implication. The RBA can partially
influence AGB yields of two years, three years, five years and ten years and NTCB
yields of three years, five years and ten years through monetary policy expectation
formed in financial market. The RBA can give more impact on shorter maturities of
AGB and NTCB yields. In other words, the impact gets smaller as the maturities of
AGB and NTCB yields get longer.

Keywords: Monetary Policy Expectation, Long Term Interest Rate
JEL Classification: E44, E52, G10



EESEE P 51558 & BURRIE

)= AT T R BT E
FA LR 74 R

1970 AU HEA N ZEBHIGITEAT L BB O RVER R O R4 Kk LT KM LR
MR T L, £ O T RAMGOELE Td LIZUIZAE LTS, 7 A U BIZERRINGZ
(2~ 7 mBOR & AT D 03, ZBBORO A X A6 £z RS L THAR
ZCZENTH D, bbb T, EEEE RS 2E8 L > TEESERE Ko
BERBITIK AR L L THEFRF STV D, 2D X 5 RBIFEZFNC L TEEREBE RV ORIRZIER

ICEET DimE LT D — ﬁfF%W$ﬂ%ﬂ%”$ﬂ%&bfﬁkbfw<§ﬁ
FHGHIBAT AR, %7- O KIEZ KA 0 TR Tz, Tl X - T RVOEEE
ERERBICE LWHRENRAETTED . WA RIZH-720 L2 Z ST, » -« 2%
FHEZ DB DIX RAVAENLHI OISR R AE LTI Th ol - - - U TAEL
— MREIX, RS EEEE & U CHEET 5 ECORENSMFITR SN X 9 IcBbns )
WD R TRTERE AT Do MFIIERKORMEEZ TR L TWDHH, EE@EE RLo
HeFFdD D WVITHAEZ B 2 D ECEERITT O RAMSGOEE A B = X KT 5 B & B

A SR ER A ET D LW ) WTHIBE L TV 5,

A O B BB R & 2 ORCHIA RAR A LR L 223 6 | [HE®E o4 R
FIMEICT 7o —F 35 ECRERBCRRAIRTT 22 EI0H D,



GCCaE#ME & xEEERE R
B E2RE KBRS E AT L

WA, HUBGRER G 2 &M T 5B & 235 EEICIER L TWD, ZOHRTHRICHNL > T
HERERLTWLOIY YT 787, UAE, 7 Ux— K, AX—L N—L—r F~v—V
D6 NETHERSNDE R 15# (GCC) ThbH, GCC DOHIRFEKAITH MBS H
e, BABLREE, MoK E THA TR, BERGEZETOH LS TND, BKIN
DIBERE & L7 E I, 60 AL D RVARZEIT X0 N O 28 035 3 AR %2
ERLTZ & THDH, TIH.GCC Nl eZ BIRETRENERRII S ZIZH D725 9 D,
GCCiﬁﬁZﬁﬁﬁé%/ﬁW??*ﬁﬁT%é_&ﬁ%nﬁﬁ%%%ﬁﬁl*ﬁﬁ@ﬁ
T TN A TIEFIRNAR D F 72 SN O BB IAE O E e R~y ZHlIc LY
WD CTZERTH D, ZD7d, GCCEEMEGDEEIT—aE 0 X 5 ITHIHE TITR W,
LMo T, ZOREZHLNITH-0121E, RiEE&EERICIDT7T 7o —F N0l 7
5o
WEHE G O FEBUMECVERS 2 R A 2 DG DB, REmEEmRE ZOfIEEL LT
MWD ZEN R TH D, ZO—FH T, ZOXHREkORKEBEERZ BB IE- b
® & LT, Frankel & Rose 1% i@ EBONAMNE] Z2FELTWD, ZHUE, G
BHEIIAKR, WERZRLOTHY | BERS ORICHEERIIRKIES %E@%@#ﬁtém
HEWHIZBZTHD, Thbhb, BEREICE > TRNEGIR, SRIEER O
bbb E LTS,

BUE DB R O EE2EIEL. OAMKREREN S ORA, @A I X 5 HEEr
RREA~OXNIETH D, ZOHIEIT 70 FROFA VT — AT X VBRI A DR8I
TWD, ZOLOEFEDORERN EH LT T Y, REGEOFRSCEBEHRS oM E
IMEERORE L oo T D, M@ EEONAEN] 1TZ0 X5 2L GCC BmEHa &
DORERFRE ERHATS, BERAICL > TRNOES M ERT D E 0D Z i, 1§
W@F%ﬁﬁﬁéhé’&%%%ﬁéw6?%5 PESE MR IR T2 DN TR S+ 5
W72 GCC T, WERA TN A B 2 AE5 [ E O B B PRAEMEC T AL O R RIS

DWWWH@&%#%%M@@? WNFEROBRK - BMNE S OIRICHEET D, Z0
RIZGCCEBEMREDAY v FTHY, B TH D, GCCBER G ITBUN BRI T R D
DA77 E LTHIEMIZEAT 2 ST HEEENOBERAS I ThoEE 2L,

Lo, @B oA X, BHBROTRIMIC K 55RO RIFEIC DV TR
LTW2H00, L0 EHEETH 2N REEIZ OV TH L TR WA RETH
Do LIEMR-T, GCCMEMAITBWTIL, TR MEEONAEM] %8I R BRI
ZHRETEHRL, WMNAHEEZINH ST Z ENEMMICEERREE 257259,

(1



(FRlEER 1)

& : The Implementaiton of Monetary Policy:
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Domestic Financial Market Development in Asia
and the Role of Sterilization

Invesco Asset Management Limited John Greenwood

Most non-Japan Asian economies have maintained variants of managed exchange
rates. The background and reasons for these policy choices are reviewed, and a brief
assessment of the different currencies for overvaluation or undervaluation is conducted.
The author finds that many Asian economies appear to prefer to operate with significantly
undervalued exchange rates. This clearly helps to maintain competitiveness in the traded
goods and services sectors of these export-dependent economies, but at the same time it
also undermines both the development of domestic financial markets and the growth of
the domestic non-traded goods sectors. The mechanism adopted for maintaining exchange
rate competitiveness is typically intervention in the foreign exchange market, and the
subsequent sterilization of the domestic funds created by means of (1) active use of reserve
requirement ratios and/or (2) the issue of additional central bank liabilities that do not
form part of the monetary base. These strategies are designed to short-circuit the
traditional economic adjustment mechanism (under the Law of One Price). The paper

documents the extent of sterilization by Asian central banks.

The main thesis of the paper is that sterilization policies hamper the development of
domestic financial markets in two ways: first — quantitatively -- by depriving the domestic
financial markets of loanable funds which are locked up on the books of the central bank,
and second — on the price axis — by preventing appropriate interest rate adjustments (a
form of financial repression). Essentially Asian policy-makers are engaging in a trade-off
of the real sector versus the financial sector. They are encouraging the promotion of
export-led growth models at the expense of the development of domestic financial markets

as well as those domestic sectors that are deprived of funds.

Where sterilization has not been utilised, economic development of the export and
domestic sectors has been more balanced, and at the same time domestic financial

markets have been less repressed.
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