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ABSTRACT

The aim of this thesis is to elucidate the position of Japanese bank regulators in
the international harmonising process of the capital standards set by the Basle
Committee on Banking Supervision and in the domestic politics of banking
regulation. An attempt is made to test a two-level-game model that positions
Japanese regulators as the link between international and domestic politics. The
thesis systematically assesses the strengths and the weaknesses of the two-level
approach, and considers the validity of alternatives—systemic- and domestic-level
approaches. The selection of case studies is made on such a basis: the case of
negotiation processes and that of implementation. On the one hand, a close look at
Japanese regulators’ preference formation and behaviour through a filter of the
two-level-game framework allows us to better understand their behaviour at the
negotiation process. The thesis presents a counterexample to mainstream
systemic-level explanations about the forces leading to the Japanese Ministry of
Finance’s negotiating pbsition. The MoF was tactically motivated to use the
internationally agreed rules and norms to legitimise its domestic policies and to shore
up its position in the domestic politics. On the other hand, the thesis points out limits
to the logic of two-level-game approach concerning implementation and compliance
issues. The hypotheses derived from the logic of two-level-game approach do not
sufficiently explain ineffectual Japanese compliance with the Basle Accord. Both
domestic institutional “capacity” and the “willingness” of regulators are important in
determining the degree of compliance. These institutional and intentional factors
underline the possibility that the Basle rules can be sabotaged by vested interests at
the implementation phase. With regard to implementation issues, therefore, more
persuasive explanations come from the domestic-based argument that dysfunctional
domestic institutions hampered Japanese credible commitments to the Basle Accord.
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Chapter 1

Introduction: Japan and International Banking Regulation

1.1 Japan and the Basle Banking Regulation
1.1.1 Theme

The aim of this thesis is to elucidate the position of J abanese bank regulators in the
international harmonising process of the capital standards set by the Basle Committee
on Banking Supervision (the Basle Committee, hereafter) and in the domestic politics
of banking regulation.! An attempt was made to test a two-level-game model that
positions Japanese regulators as the link between international and domestic politics.
The thesis systematically assessed the strengths and the weaknesses of the two-level
approach, and considered the validity of alternatives—systemic- and domestic-level
approaches. The selection of case studies was made on such a basis: the case of
negotiation processes and that of implementation.

The two-level-game approach is one of the most popular theoretical frameworks in



the discipline of International Relations.” It is based on assumptions that privilege
neither domestic nor international factors. One of its distinctive hypotheses is that the
interaction between domestic and international politics gives state actors a political
tool to strengthen their autonomy and improve their maneuverability over domestic
politics. To what extent does this hypothesis hold in the case of Japanese participation
in an international regime for banking regulations?

On the one hand, the negotiation phase brings the strengths of the two-level-game
approach into relief. In particular, the argument presents a counter-example to a
“redistributive logic” of the Basle Accord: The American and British policymakers,
whose banks were confronting a challenge from Japanese banks, exercised financial
power to push Japan into an unfavourable multilateral framework; thereby forcing
Japanese banks to raise their capital ratios.” The two-level-game approach also differs
from a bank-centred analysis emphasising market pressure as the driving force behind
emulation of the regulatory standards initiated by the U.S. and U .K.* Moreover, the
approach provides additional evidence for the notion of Japan being a “reactive state”,
while also refining and revising that concept.’ Even in the area of banking regulation,
where bureaucracy has been often deemed to enjoy a high degree of autonomy, the
Japanese Ministry of Finance (MoF) was exposed to societal interests and had

incentives to use external pressure, or gaiatsu, to attain its domestic goals.



On the other hand, the implementation phase highlights the weaknesses of the
two-level-game approach. Although the international and domestic interplay gave
Japanese bank regulators some degree of leverage at the beginning of the international
regulatory harmonisation process, domestic reforms became almost irrelevant once
capital adequacy got enmeshed in domestic bureaucratic and political processes during
implementation stage. The latter point challenges the logic of two-level games, and
requires us to consider possible alternative hypotheses about institutional inertia or the
“stickiness” of domestic institutions.® This domestic institutional stickiness again
throws doubt on the existing analyses that emphasise systemic-factors such as market
pressure.” The way in which the Basle Accord was implemented in Japan came short
of the spirit of the international regulatory standards throughout the 1990s in the face
of international market pressures. The two-level-game approach and the
systemic-level approach must then be strongly qualified at the implementation phase.

The argument based upon the two-level games is a modified version of Kapstein’s
account of the Basle Accord, viewed through the eyes of a country that negotiated its
way into an international regulatory agreement launched by the U.S. and the UK.?
Kapstein explains how a regulatofy dilemma between keeping domestic banks
competitive and the financial system stable led to the Basle Accord. The thesis

considers how Japanese regulatory officials dealt with a similar dilemma by



participating in international negotiations. In addition, it addresses the issue of
implementation and compliance, which Kapstein does not sufficiently examine. In
developing the argument, the thesis examined Japanese regulators’ preferences,
negotiations, and implementation of international agreements. Preferences are defined
as specific policy choices that actors believe will serve and satisfy their fundamental
objectives or interests. As Chapter 3 elaborates, such interests for regulators include
economic, domestic political, and international relational objectives. Regulators
choose a particular set of policies, which is supposed to be good enough to meet the
objectives, within the confines of the present perceptions and evaluations. In this
regard, the thesis assumes that individuals operate with bounded rationality,” and
differs from the two-level-game framework developed by Helen Milner, within which
state negotiators are assumed to be rational actors maximising their goals by choosing
the best or optimal course of action from all possible alternatives.'” The notion of
bounded rationality is suggestive, especially when we examine the preference
formation and behaviour of Japanese regulators in the dramatically changing
environments of the late 1980s and the 1990s.

The terms negotiation and bargaining are used interchangeably, and refer to “a
sequence of actions in which two or more parties address demands and proposals to

each other for the ostensible purposes of reaching an agreement and changing the



behaviour of at least one actor”.!!

Under the two-level-game framework, Japanese
regulators are assumed to be involved in both international and domestic negotiations.
Implementation refers to a sequence of actions by regulators to carry out the terms of
an agreement with their foreign counterparts. It includes the effect that such an official
agreement may have later on the behaviour of regulators and that of banks. It is one
thing to negotiate rules, some of which are of a fairly general nature, and even to adopt
them as national standards; it is another for countries to implement them effectively. In
order to comprehend the process of development of banking regulations, it is

important to examine how Japanese regulators actually behave, rather than how they

change banking regulations.

1.1.2 Financial Globalisation and Capital Regulation

The re-emergence of global finance has posed substantial political and economic
challenges to states. One of them is how to regulate financial institutions and markets.
The expansion of cross-national financial transactions has created more closely
integrated national financial systems, which made it extremely difficult, if not
impossible, both technically and politically for individual states to effectively regulate
financial activities on a unilateral basis. The high degree of integration means that an

incident in one country, in effect, has an impact on other countries; therefore, a bank’s



failure in a country may have negative consequences on national banking systems of
the others. Domestic regulatory efforts to make banks less likely to fail, by themselves,
cannot adequately cope with this externality.

Cross-national regulatory disparities also generate competitive inequity that raises
political concerns over distributive issues. Banks in less restrictive national regulatory
systems can take advantage of the regulatory differentials. In other words, banks that
are subject to unilaterally strict regulations in their home country will find themselves
at a competitive disadvantage to international rivals. In the mid-1980s, for example,
seriously competitive pressures from Japanese banks’ low-capitalisation led American
bankers to turn to politicians and policy makers to nullify the unilateral effort to
reinforce American banks’ capitalisation. '

In the field of international banking, several factors increased pressure on national
regulators to establish common regulatory rules in order to respond to the challenges
facing them. The Basle Committee, consisting of bank regulators representing the
Group of Ten countries and Luxembourg, was a vehicle for advancing internationally
common banking regulations.'® One of the major developments in this realm is the
establishment of international bank capital adequacy standards. Capital adequacy
standards refer to a type of regulation that requires banks to hold sufficient capital

against the risks of potential and unexpected losses arising from their business



operations. This is normally measured as the ratio of capital to some quantum of on-

and/or off-balance sheet engagements as variously defined. In 1988, the Basle

Committee agreed on a common regulatory framework with minimum capital

requirements for credit risk—the risk that those whom banks lent to might go

bankrupt—undertaken by internationally active banks. This was known later as the

‘Basle Capital Accord’. In 1996, in response to the rapid involvement of banks in the

securities’ markets, whether directly or through affiliated firms, the Accord was

amended to incorporate market risk—the risk of losses in on- and off-balance sheet

positions arising from movements in market prices. This was called “the 1996

Amendment to the Basle Accord to Incorporate Market Risk”.

Participation in international regulatory harmonisation has inherent domestic

political implications; Japan is no exception. Each national regulator has developed its

own regulatory system in line with its financial structure, tax system, and accounting

practices. Banking regulation is not an isolated system, but rather it is deeply rooted in

a broader domestic institutional context. Specifically, since capital adequacy standards

were not tightly enforced in Japan prior to the 1988 Basle Accord, Japan’s

participation in the international agreement had significant domestic political and

economic consequences. Furthermore, the 1996 Amendment put emphasis on the

greater role of the market in regulation and on the self-responsibility of regulated



groups, which was fundamentally different from the traditional practice of Japanese
banking regulation. These regulatory developments at the international level had
implications for the domestic politics of rule change, adoption, and implementation in
Japan.

The Basle Capital Accord was a high-profile event in Japan. Not only financial
circles but also even ordinary people knew it. After the 1990 collapse of the financial
bubble in Japan, Japanese banks could no longer pursue market-share as they had in
the 1980s with little concern for profitability and due capitalisation, in order to
maintain the required capital-to-asset ratios. Outcries against the Basle Accord broke
out from the Japanese banking industry.'* An editorial of a léading Japanese financial
magazine, Kin-y[Zaisei Jijy] was concerned about the impact of the Basle Accord on
Japanese banks. Parodying the Manifesto of the Communist Party, it said, “A spectre is
haunting the world of intefnational finance—the spectre of the Basle Accord”."®
Furthermore, in the midst of the 1990s’ financial and banking disasters, the “second
defeat” or “money defeat” argument became popular.16 Japan’s post-war economic
prosperity sometimes conveyed the impression that Japan was an ultimate winner of
World War II, but, according to the argument, in reality Japan lost the post-war
competition over economic wealth at a fundamental level. Throughout the post-war

era, the international monetary and financial system had been structured as the one



through which Japanese wealth was transferred to support the U.S. hegemony. In this
argument, the Easle Accord was compared to the Battle of Midway, which was a
turning point on the Pacific front of World War II.

Despite the above eccentric arguments, Japanese banks are still operating with
weak capital structures, and the degree to which the Basle Accord affected Japan is
questionable. At the same time, under the sluggish economy, difficulties for Japanese
banks in meeting the Basle standards have been growing. In addition, the severity of
the domestic banking problems of the late 1990s politicised the issue of capital
adequacy requirements and activated politicians, who were less keen to strictly
comply with international regulatory standards. Since capital adequacy requirements
were frequently seen as a main source of a credit crunch, and in a country already
suffering financial distress, their strict implementation was expected to lead to the
deterioration of the existing credit crunch.!” Such factors explain the importance of
correctly understanding how the preferences and bargaining positions of Japanese
actors were formed and to what extent the Basle Accord was effectively carried out in
Japan. The thesis attempts to answer the above questions by testing the
two-level-game framework and several alternative systemic- and domestic-level
approaches, as well as providing a detailed case study.

The existing literature in International Political Economy on the Basle process is



relatively inadequate in terms of providing a comprehensive survey covering Japanese
domestic politics. '* Most of the literature highlighted the role of international
regulatory regimes in improving the international financial stability, the issue of
international distributional problems, or the role of market forces. In addition, while
the process through which American domestic politics triggered the U.S. initiative in
promoting international regulatory co-operation has been well examined, Japan is
usually treated as a unitary actor pursuing harmonised and monolithic preferences,
particularly with regard to the international competitiveness of Japanese banks. By
stressing tensions between the preferences of Japanese regulators and those of private

banks, however, this study marks a departure from the view of Japan as a unitary actor.

1.2 Potential and Limits of a Two-level-game Analogy
1.2.1 The MoF s Position in the Basle Negotiation Process

A two-level-game framework demonstrates how the interplay between
international and domestic politics affected the preference formation and bargaining
behaviour of the Japanese Ministry of Finance (MoF). The two-level-game approach
hypothesises that the MoF simultaneously pursues different international and domestic
goals. According to the hypothesis, on the one hand, the ministry can negotiate with its

foreign counterparts the specifics of the Basle standards in order to protect the

10



international competitiveness of Japanese banks. On the other hand, the MoF can use
foreign pressure to pursue its domestic goal of legislating for capital adequacy rules,
which the ministry is unable to put in place due to opposition from banks. The
two-level-game framework itself is not novel, but this perspective sheds light on the
behaviour of the MoF in the Basle negotiations; little attention was given to this
analysis in the existing literature.

The question of where Japanese regulators stood on the process of international
banking regulation was addressed by several systemic-level approaches. Most
researchers of International Political Economy who study the 1988 Basle Accord focus
on its distributional impact. Thomas Oatley and Robert Nabors provide the strongest
form of the distributional argument in their account of the “redistributive logic” of the
Basle Accord: a powerful state, driven by domestic concerns, disproportionately
shapes an international regime to serve its domestic groups’ interests at the expense of
those of other states.'® This logic “parsimoniously” illustrates the significant role of
U.S. domestic interests in generating the U.S. initiatives. It argues that the Accord was
intentionally designed by the U.S. policymakers to “transfer income from Japanese
commercial banks to compensate American commercial banks for the costs of
[otherwise unilateral] regulation”, and was successfully negotiated “only through U.S.

policymakers’ use of financial market power”.?’ Oatley and Nabors assert that the

11



Japanese were the “primary targets”.21

In a highly integrated international financial system, asymmetrical inter-
dependence among states is a source of power.? Typically, the ability to grant market
access to financial institutions, or, alternatively, to threaten market closure underlines
the power resources of the U.S., which possesses the largest and most dynamic
financial markets in the world. The importance of the U.S. financial markets causes
asymmetrical international interdependence from which “vulnerability” of other states
and potential power of the U.S. derive. This suggests that, despite Japan’s creditor
status and international expansion of Japanese financial firms, the systemic weakness
of Japan in the realm of international finance came from asymmetry of vulnerability of
Japanese banks vis-a-vis the American counterparts. This weakness pushed Japan into
an unfavourable multilateral framework; thereby forcing Japanese banks to raise their
capital ratios in the case of the 1988 Basle Accord, and forcing Japanese regulators to
adopt a set of new regulatory norms and methods based on the 1996 Amendment.
According to this account of the redistributive logic, the Japanese were as a whole the
losers of the Basle process.

Although the Basle Accord adversely affected Japanese banks after the 1990
collapse of the financial bubble, the Basle negotiation process did not completely

correspond to the redistributive logic in the way Oatley and Nabors assert. The

12



importance of the U.S. power does not necessarily mean that the U.S. foisted its
preferences on an unwilling Japan. Nor does it mean that the U.S. preferences
overwhelmingly determined the actual content of the multilateral accord. When we
decide who exercised power over whom, we need to know something about the ex ante
preferences of the actors. While Oatley and Nabors treat Japan as a unified front
seeking competitive advantage, Japanese regulators and private banks did not have
identical preferences toward the Basle process and the regulators had domestic reasons
for strengthening their capital adequacy rules. The treatment of Japan as a monolithic
actor by Oatley and Nabors cannot adequately explain the MoF’s behaviour.

While the redistributive logic highlights the most powerful states’ motivation to
establish international banking regulations, another variant of systemic-level
approaches focuses on market pressure as a driving force behind emulation of
developments in international regulatory standards. With regard to Japanese bvanks’
rapid increase in their capital ratios in the late 1980s, Beth Simmons posits the
influence of “market pressure logic”.23 She argues that the 1987 U.S.-U.K. bilateral
proposals for common capital adequacy requirements promoted the regulatory
innovation as a focal point for other countries’ regulators to emulate. Specifically,
regulatory changes in the dominant financial centre gave the rest of the world not only

competitive incentives to catch up with the regulatory change in order to maintain or

13



attract business, but also market pressures for conforming to the regulatory
environment of the dominant centre. This implies that Japanese participation in the
Basle rules is market-driven, rather than politically- or institutionally-driven. Japanese
banks themselves were aware of the costs, in terms of credit ratings and international
business reputation, of adopting lax capital adequacy rules. This argument from
market pressure logic, however, clouds the dynamics of the domestic politics in which
the MoF attempted to solve the regulatory dilemma. A focus on the MoF better
illuminates the true dynamics at play than the theory of market pressure logic can.

A third type of systemic-level explanation highlights the existence of an
international regime—set of norms and rules on which states’ expectations converge in
certain issue-areas—in banking regulation.”* Some argue that the international regime
helps states to mitigate collective action problems among them and enables
participating states to enjoy collective gains, such as a more stable international
financial system. Others suggest that the regime promotes the trans-national diffusion
of regulatory norms, which are eventually embodied in domestic regulatory systems. It
is argued that through this process of ideational diffusion, the regime constrains and
shapes domestic rules, practice, and behaviour. Surely, the role of the regime in
affecting the behaviour of states should be considered, but, like other systemic-level

explanations, the regime explanation does not sufficiently focus on domestic factors,
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such as the interests of domestic banks and domestic political structure. In short, the
regime explanation should be supplemented by analysis of domestic and international

factors.?’

1.2.2 Implementation Issues

The above section shows the potential of the two-level-game approach to
contribute to the understanding of how international and domestic political forces
interact to produce policy outcomes, and to offer an explanation different from
systemic-level explanations about forces leading to the Japanese MoF’s negotiation
position. However, the state of the weak capital structures of Japanese banks in the
1990s (i.e., implementation issues) challenges or qualifies the validity of the
two-level-game approach.

In October 2002, Takenaka Heizo, the newly appointed Joint Minister for
Economy and Financial Services, officially admitted that Japanese banks were in a
much worse shape than the repetitive claims of Hakuo Yanagisawa, his predecessor,
and in need of drastic reform.?® His initial ideas for reform, which have been
subsequently emasculated by political pressure, included a wide array of stringent
measures, ranging from a stricter assessment of loan classification and better

provisioning against bad loans to a cap on deferred tax assets, which amounted to

15



about half of big banks’ core capital.”’ It is widely believed that the banks need more
than two or three times their current loan-loss reserves to be adequately provisioned.28
Reclassifying non-performing loans certainly reveals that the banks are
under-provisioned and under-capitalised. In essence, subtracting them would send
many banks’ capital adequacy ratios below the 8 percent level that the Basle Accord
requires.

Such state of Japanese banks means that a country that adopts international
standards for prudential regulation as national standards does not necessarily follow
the spirit of such international standards. Although proposed changes to the Basle
Accord have been made to come into effect in 2006 or 2007, the Basel Capital Accord
has been a keystone of a global regime for financial regulatory standards. It has now
been adopted by over 100 countries. Apparently, as Figure 1.1 shows, major Japanese
banks managed to meet the 8 percent minimum capital requirements in the 1990s.
However, this numerical compliance with the Basle rules in itself does not ensure that
the international standards of capital adequacy were strictly carried out in Japan nor
that Japanese regulatory policies were geared up to deliver on internationally accepted
supervisory practices. One of crucial problems of international regimes is the capacity

to enforce or deliver on decisions.
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Figure 1.1 Shift in Japanese Major Banks' Basle Capital Ratios

% (Simple Average)
13 -

12
11
10

1 L 1 1 1 1 1 1 L i 1 | I L 1 L }

A 3 oo O
T

12

P L9 9 9 % 9 B9 PO YO DO DO
q’ Dy* Dy e - 6) g’. b. b. t\ /\. G- QD q q. N Q- N N
PP IIIITITIIIT IS

Notes: The simple average of the risk asset ratios of the major banks (city banks, long-term credit
banks, and trust banks), of which the number of those adopting the Basle rules is 21 (1992.3
-1996.3), 20 (1996.9-1997.3), 19 (1997.9), 18 (1998.3), 17 (1998.9), 16 (1999.3), 14 (1999.9),
12 (2000.3), 11 (2000.9-2001.3), and 10 (2001.9).

Source: various issues of Analysis of Financial Statements of All Banks, Japanese Bankers

Association.

A source for this considerable slippage between actual and putative capital
originates in the nature of the Basle Capital Accord as a set of international regulatory
standards for capital adequacy requirements: “Standards relevant for sound financial
systems set out what are widely accepted as core principles, good practices, or
guidelines in a given segment of the financial system and cover specific functional
aspects of the system”.?’ For standards to be accepted widely, they are often
formulated in a fairly general form of broad guidelines. Under the framework of the

Basle Accord, several important elements are placed at national discretion. Reaching
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an agreement on international standards and even adopting them as domestic standards,
therefore, are different from effectively implementing them. Furthermore, for the
Basle minimum capital adequacy requirements, numerical compliance with that
minimum ratio (i.e., 8 percent) does not mean effective implementation. Various
factors, including the accounting principles, affect the risk-weighted capital ratios, and
therefore national regulators can help their banks to achieve the minimum ratio by
adopting lenient policies. Assessments of implementation need to be interpreted using
various policy areas related to the capital bases and assets of banks.

Implementation and compliance issues serve as a test for the logic of two-level
games, because, as seen above, the state of Japanese capital adequacy requirements
fell short of the spirit of the Basle Accord throughout the 1990s. Although the
two-level-game approach hypothesises that developments in international standards
towards prudential regulation give bank regulators external leverage to cope with
domestic status quo interests and to deliver on what they agree with foreign
counterparts, a shift in the Japanese banking regulatory system towards prudential
regulation has not sufficiently occurred yet. It is true that by emphasising a potential
tension between state negotiators and their domestic actors, the two-level-game
framework points out the possibility that the credibility of an official commitment to

an international agreement is low. However, it is important to know why and under
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what conditions defection from international regimes can happen. Systemic-level
approaches provide poor explanation for the Japanese compliance issues either.

In Japan, where banking regulation based upon informal but institutionalised
networks among regulators, banks and politicians (as opposed to arm’s length
regulation) had prevailed and a severe credit crunch was observed in the latter half of
the 1990s, strict implementation of capital adequacy ratios was on a collision course
with the status quo interests. If the international and domestic interactions did not give
Japanese regulators incentives and/or political leverage to carry out prudential capital
adequacy requirements, it is necessary to offer alternative possible hypotheses
addressing the problem of bureaucratic politics and implementation. A network state
hypothesis, which argues that various actors concerned were embedded in an informal
regulatory network in Japan apd policy behaviour began to be constrained by the
embedment in the 1990s, provides alternative explanations for the issue of

implementation.*

1.3 The Plan of the Thesis
The thesis is divided into two parts. Part I, consisting of Chapters 2 and 3, considers
theoretical background of international banking regulation. Following an argument on

the economic rationale for banking regulation, Chapter 2 explores a political and
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economic view of capital adequacy requirements. A focus is on the roles that bank
capital plays in both prudential regulation and banks’ competitiveness. The chapter
also provides a brief history of the Basle Committee, and presents a concise
explanation of capital adequacy requirements of the 1988 Basle Accord and the 1996
Amendment.

Chapter 3 offers hypotheses on bank regulators’ behaviour in the process of
international regulatory harmonisation. To this end, the chapter first outlines a set of
policy behaviours and economic outcomes against which to test the hypotheses. The
chapter then develops three sets of hypotheses: a model based upon the logic of
two-level games; a model emphasising the centrality of domestic institutions in
defining the probable course of regulatory policy; and systemic-level models
assigning greater emphasis to either inter-state power relations or market forces.

Having established an analytical basis for exploring Japanese commitment to the
Basle process, the thesis turns in Part II to an empirical consideration of the 1988 Basle
Accord, the 1996 Amendment, and the implementation of the Basle capital
requirements. Chapter 4 provides a historical overview of the development of capital
adequacy requirements in Japan, and the Basle Committee’s efforts to deal with issues
of bank capital adequacy in the early and mid-1980s. The chapter sheds light on the

learning process at the Basle Committee that facilitated a relatively synchronous and
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coherent response to the proliferation of off-balance sheet activities (a consensus on a
system of risk-weighted capital requirements) and developed a new method of the
tiered framework of capital. Such developments affected Japanese regulators’
perception of capital adequacy requirements, but the Chapter points out their abortive
attempts to introduce effective domestic capital rules in the Japanese institutional and
political context.

Having developed an in-depth understanding of the historical context, Chapter S-
examines Japanese regulators’ preference formation, international and domestic
bargaining positions in the negotiations leading up to the 1988 Basle Accord.
Analytical concerns are over Japanese regulators’ pursuit of different objectives at the
international and domestic levels: internationally, they tried to mitigate negative
impacts of the new rules on the international competitiveness of Japanese banks, and
domestically, they attempted to introduce statutory capital adequacy requirements that
private banks had fended off.

Revealing the political process that led up to the 1996 Amendment, Chapter 6
considers a new configuration of the Basle regulation-making process. Such a new
configuration reflected two developments. First, financial regulation became esoteric,
thereby increasing the importance of knowledge as a source of power. Second, a

domestic banking turmoil affected Japanese regulators’ preference formation and
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bargaining positions. Simultaneously, the chaptgr considers how new Basle-inspired
regulatory norms were used as a domestic political tool by the MoF in the midst of
banking disasters.

Chapter 7 examines the implementation aspects of the Basle capital adequacy
requirements in Japan, and critically challenges the logic of two-level games as well as
that of systemic-level approaches. The chapter argues that inadequate institutional
capacity to deal with non-performing loans held by banks renders the Japanese
compliance weak since the Basle rules came into effect in March 1993. In addition, the
banking crisis in November 1997, in general, and the onset of a credit crunch which
severely hit the LDP’s constituencies, in particular, politicised the issue of capital
adequacy rules and led to further deviation from the international regulatory standards.

Chapter 8 concludes the thesis by summarising the main arguments and findings.
The thesis brings the strengths and the weaknesses of the two-level-game approach
into light. On the one hand, the two-level-game approach has the potential to
contribute to a better understanding of how international and domestic political forces
interact to produce policy outcomes at the negotiation stage. The thesis finds that the
two-level-game model can present a counterexample to the existing analyses that
emphasise systemic-factors such as inter-state power relations ‘a.nd market forces. On

the other hand, there is room for qualifying the validity of the two-level-game
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approach, es;_;gcially during implementation. The approach fails to adequgtely explain
domestic stumbling blocks to implementation of and compliance with the Basle
Accord. An approach assigning more weights to domestic politics and institutions can
provide more explanatory power. After discussing various findings, the concluding

chapter presents their broader implications for international regulatory standards.

! The town of Basle, in which the Basle Committee is located, is officially spelled Basel (in
German), Bile (in French) and Basilea (in Italian), being the three main languages of Switzerland.
To avoid confusion the anglicised Basle is used throughout this thesis.
2 Putnam (1988).
3 Oatley and Nabors (1998).
4 Simmons (2001).
5 Calder (1988).
6 See, for example, Aymx (2001).
7 See Simmons (2001).
8 Kapsetin (1994).
® On the concept of bounded rationality, see Simon (1997).
19 Milner (1997).
1 Odell (2000).
12 Kapsetin (1994) and Reinicke (1995). .
13 In 1961, to exercise more control over their IMF contributions the Group of Ten was originally
established by ten countries: Belgium, Canada, France, Germany, Italy, Japan, the Netherlands,

_ Sweden, the United Kingdom and the United States. It retained its name even after the participation
of Switzerland increased its membership to eleven. See Strange (1976: 113).
1 See, for example, Kin-yiz Zaisei Jijyo, 18 December 1991, 26-31; Tokyo Business Today, October
1992, 34-35.
3 Kin-yii Zaisei Jijyo, 18 December 1991.
16 Kikkawa (1999). See also Leyshon (1994) for a geo-political interpretation of the post-war
development of international monetary and financial system.
17 Santos (2000) presents a wide literature review on capital adequacy requirements and credit
crunches.
'8 Many works examine the political process leading up to the Basle minimum capital standards.
See, for example, Kapstein (1989; 1991; 1992; 1994), Cooke (1990), Vernon, Spar and Tobin
(1991), Underhill (1991; 1997b), Porter (1993), Reinicke (1995; 1998), and Oatley and Nabors
(1998). With regard to compliance with the Basle rules, see Rosenbluth and Schaap (2000) and
Simmons (2001). Granirer (1994) is exceptional in investigating the Japanese domestic politics
with regard to the Basle Accord. For a serious journalistic reading, Shiota (1999) covers the story
from a Japanese perspective.
19 Oatley and Nabors (1998).
% Oatley and Robert Nabors (1998: 36, emphasis added).
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21 Deferred tax assets represent the estimated amount of future tax reduction and are currently
booked as core equity capital.
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Chapter 2

Politics of International Banking Regulation

2.1 Introduction

Until the mid-1970s, there was no significant international mechanism for exchanging
information Hamong national bank regulators, let alone co-ordinating national
regulatory arrangements. ' Peter Cooke of the Bank of England once noted,
“Supervisors were still very much domestically orientated within the framework of
different national banking systems”.? Regulatory and supervisory practices of banks
functioned purely on a national basis. However, changes occurring in the structure of
the international financial market operations in general, and the magnitude of bank
failures of which impacts effectively went beyond national boundaries in particular,
called into question the domestically-orientated premises on which banking regulation

had been based. The rapid growth of cross-border financial transactions increased
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pressures upon major countries to agree to some form of common rules to regulate and
supervise the international financial market.

Since the late 1950s when the offshore Eurocurrency market gathered momentum,
international finance has witnessed the accelerating process through which a greater
degree of freedom was allowed to banks and, accordingly, international capital
mobility has increased. By the mid-1980s, Peter Drucker observed “the emergence of
the ‘symbol’ economy—in capital movements, exchange rates and credit flows—as
the flywheel of the world economy, in place of the ‘real’ economy—the flow of goods
and services”.> However, this evolution of freer financial markets did not consist only
of an overwhelming force in reducing and removing regulatory rules. In fact, the
introduction of more competition within a market requires increasing the strength of
regulation and supervision for more competitive markets to mitigate market failures.*
In 1974, in response to the increasing cross-border financial transactions and
successive failures of internationally active banks, the Basle Committee on Banking
Supervision was set up as an international body bearing responsibility for exchanging
information and co-ordinating national banking regulations. Although the framework
for international banking regulation had been developed on an ad hoc basis and
consequently a patchy international regulatory scheme was established so far, the

Basle Committee over the next three decades drew the line of responsibility for
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supervising internationally active banks, set up the specified qualitative principles of
effective banking supervision, and established international standards for capital
adequacy requirements.

This chapter aims at discussing basic ideas about capital adequacy requirements
and the Basle Committee. The first section will review economic rationale for banking
regulation and examine politico-economic views on banking regulation with special
reference to capital adequacy requirements. The second section will briefly sketch the
process of establishing the Basle Committee. The gist of the 1988 Basle Accord and

the 1996 Amendment to Incorporate Market Risk will be presented.

2.2 Theory and Practice in Banking Regulation

2.2.1 Economic Rationale for Banking Regulation: Protecting Public Interests

As per a textbook, the two main reasons for bank regulation are to provide consumer
protection and to ensure the systemic stability of the credit order.” The fundamental
characteristics of financial intermediation under conditions of imperfect and
asymmetric information underpin these two theoretical rationales. Consumer
protection is necessary: first, because the financial institution in which depositors hold
their funds may fail; and, second, because of the possible unsatisfactory conduct of

business of a financial institution with its clients. Individual customers, especially in
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the retail sector where the costs of acquiring information are particularly high and the

ability and opportunity to do so is also limited, are not in a perfect position to assess

the safety and soundness of financial institutions. In addition, when principals and

agents are not equally well informed, more informed agents are able to take

opportunities and not to carry out appropriate business practices in dealing with less

informed principals. Bank regulation, including certain guidelines of information

disclosure, is designed to mitigate these market failures under imperfect information.

The other rationale for bank regulation derives from the necessity to safeguard the

payments system from possible systemic shocks. Systemic regulation is regarded as

necessary because the social costs of the failure of an individual bank might possibly

exceed the private costs for the bank’s shareholders. The possibility that a run on a

bank gives rise to a destructive impact on the whole of a nation’s economy stems from

the unique features of banks’ operations: the pivotal position of banks in the economy;

the dense interconnectedness of banks in their gross positions in clearing systems and

in inter-bank deposits; the nature of bank contracts (contracts for liquid deposits that

finance the acquisition of non-liquid assets of uncertain value); and adverse selection

under asymmetric information. As a result of these characteristics of the banking

industry, bank regulators give careful consideration to problems of a possible chain

reaction triggered by a single bank’s failure. The probability that the failure of a single
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bank will cause a systemic problem may be low, but, if systemic failure were to occur,
the social and political costs could be enormous. From this standpoint, the public
provision of a “safety net”, such as deposit insurance and lender of last resort facilities,
is justified in order to prevent runs on banks. Regulatory capital is also required for
banks in order to cushion the probability of insolvency and to restrict banks’ imprudent
risk taking.

As far as they go, the economic rationales take account of the destructive blow of
potential bank runs on the economy, as well as asymmetric information and
principal-agent problems concomitant with financial services. These rationales can be
naturally applied to international banking. “Financial globalisation” implies that a
collapse of an international bank may possibly trigger negative externalities through
the international interdependence of the payments system and the inter-bank market.
This is one of the challenges that financial globalisation has posed to regulators, since
regulatory systems have traditionally functioned on a domestic basis.

The economic rationales for banking regulation suppose that regulatory authorities
are providing public goods, i.e., the maintenance of the systemic stability of the credit
order and the protection of consumers. However, in reality, there is a large array of
interests which influence the regulation-making process. Such interests may well be

pulling in different directions since regulation not only provides public goods, such as
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safety nets, but also constructs institutional arrangements of markets that can
potentially confer asymmetric advantages upon some and costs upon others.® Thus, the
regulation-making process in itself is inherently the subject of political conflict among
various interests. Tracing such a political process helps us to understand and explain

the question of why a certain form of international regulation has emerged.

2.2.2 Political Perspectives of International Banking Regulation

This section considers the various motives that drive regulators and private banks to
take part in the international regulation-making process. First of all, a bank regulatory
authority is a bureaucratic organisation. As most studies of bureaucracies show, on the
one hand, regulators act to increase their organisational powers. Morton Halperin and
Amold Kanter identify five goals of bureaucratic organisations: first, to defend the
bureaucracy’s essential mission or purpose; second, to defend/expand the bureaucratic
“turf”; third, to maintain the organisation’s autonomy; fourth, to maintain morals
within the organisation (which serves to make sure the organisation functions well);
and fifth, to make sure that the organisation’s budget grows.” As for bank regulators,
stressing their duty of maintaining the sound and stable credit order serves as the first
bureaucratic goal, and the pursuit of effective regulatory measures is associated with

the second and third goals.
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On the other hand, the “regulatory capture” approach of economics demonstrates
that the bureaucracy, the economic regulatory authority in particular, is likely to be
held “captive” by well-organised specific private interests.® According to this
perspective, the ability of the regulator to maintain autonomy in formulating and
implementing policies vis-a-vis the regulated group is open to question, and the
regulation-making process is subject to the economic interests of the regulated group.
The key insight of these different approaches to the bureaucracy’s role is that bank
regulators have to deal with various elements that are pushing and pulling the
regulatory policy in different directions. These multiple objectives pursued by
regulators are put into several hypotheses in Chapter 3.

International co-ordination of national regulatory systems possibly resolves
problems of balancing national regulators’ multiple objectives in highly integrated
financial markets. Firstly, as Richard Cooper argued, policy co-ordination among
nations is an increasingly important means for state policy-makers to pursue their
domestic goals in an interdependent world.’ The system of nationally-regulated
financial systems leads to a situation where different banks are subject to different
regulations. Regulatory imbalance makes it difficult to pursue the soundness and
stability of a national banking system in a highly integrated and competitive

international banking market. This is because disparities in national regulations will
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induce banks to engage in regulatory arbitrage and cause several harmful
consequences to national banking supervision. International co-ordination to eliminate
such regulatory imbalance, ceteris paribus, could contribute to an improvement in
financial systemic stability.

Secondly, in terms of inter-state distributive implications, a multilateral approach
to regulatory harmonisation seems the best means of resolving a policy dilemma with
which the increasing necessity of imposing prudential regulation presents national
regulators.'” On the one hand, the increase in banks’ risk-taking as a result of
international operations propounds the necessity of reinforcing regulatory means of
curbing imprudent risk-taking by banks. The failure to contain banks’ reckless
risk-taking would lead unavoidably to an explosion in the costs of keeping the public
safety nets for the banking industry in place, since the authority would be forced to bail
out a growing number of troubled banks. This concern prevents bank regulators from
pursuing a simple policy of “competition in laxity” or a “race to the bottom”, and
motivates them to adopt countervailing regulatory measures.

On the other hand, given a regulatory authority’s interest in protecting and
promoting the international competitiveness of the national banking industry, it would
be undesirable for such regulatory authorities to impose unilateral regulatory

restrictions. Thus, regulators confront a dilemma: more regulated financial systems

33



may be safer, but their banks under stricter domestic regulations also operate at a

competitive disadvantage. In addition, cross-national differences in government-bank

relations make it more complex. In the case of banks’ capital adequacy, in the 1980s

market agents recognised lax capital rules in Japan and France, but credit rating

agencies saw the strong protection of banks by national governments in these countries

as a source of high ratings. In this situation, international regulatory co-ordination

could ensure some sort of a competitive “level playing field” for international banks,

while permitting national regulators to keep the costs of the public safety nets under

control."!

From the viewpoint of private banks, the issue of a level playing field sparks off the

self-interested behaviour of banks. Without globally homogeneous regulation, there

will be competitive imbalance in the system, with different banks subject to a different

national structure of banking regulation. Certain groups of banks subject to lax

regulations can take advantage of this imbalance. This raises the question of

competitive inequality. When banks find themselves at a competitive disadvantage

against international competitors that allegedly enjoy regulation-induced advantage at

home, they tend to tumn to their home governments in pursuit of what they call a “fair”

or level playing field. Creating this level playing field could eliminate some sources of

regulation-induced advantage, by imposing extra regulatory costs on the banks that
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enjoy such an advantage.

A mismatch between markets and political frameworks in terms of market
governance, which has been produced by the globalisation of banking activity, has also
motivated internationally active banks to engage in building common rules and
standards for self—govemance.12 Until recently, compared with the securities industry
in which self-regulation practices have traditionally been established, the banking
industry did not develop international self-regulatory bodies.'* However, the rapid
development of private banking operations, which outpaced the ability of regulators to
grasp it, has recently induced such private organisations as the Group of Thirty and the
Institute of International Finance (IIF) to call for self-governance for the banking
industry. They committed themselves to lobbying vis-a-vis the inter-state regulatory
body, the Basle Committee.

The Group of Thirty, established in 1978, which includes senior representatives
from regulatory authorities, the private sector and academia, cover a wide range of
international financial problems and it is not a narrowly focused banking association.'*
Yet, as seen below, it has recently become eager to establish private-sector-led
regulatory schemes in international finance. The IIF (founded in 1983 in Washington
by major commercial banks from North America, Europe and Japan) is a private

initiative acting to exchange information between borrowing countries and member

35



banks, and it has been active in the developing and transition economies’ debt deals in
the 1980s and 1990s."® It was not until the early 1990s that the IIF started to play a
significant lobbying role in mediating between leading international banks and the
Basle Committee on behalf of the former.

Private interests have the motivation to complement or replace inadequate
inter-state regulatory co-operation. Given the differences in national structures, history,
culture, interests and viewpoints, any international harmonisation of banking
regulation turns out to be a political compromise. From the private banks’ point of
view, it is both unsatisfactory from the outset and simultaneously not flexible enough
to amend in the light of changing financial environmenfs. This image of inter-state
regulatory co-operation as counterproductive was recently expressed in a report by the

Group of Thirty:

Even with full understanding of these new challenges and the best of intentions
to address them [changing financial environments], supervisors find themselves
hemmed in by national legislative mandates and agency practices, often based on
a sectoral approach. They face political constraints arising from the issues of the
moment when legislation is drafted. Such legislation may compel supervisors to
act in a fashion which is unnecessarily at odds with the market unless they
receive specific legislative authority to change the way they do business.

So cooperation among national and functional supervisory agencies alone is
unlikely to produce adequate oversight of global institutions on the time scale
that the problem demands. As new issues arise, each supervisor will adopt its
own reporting requirements to deal with them. Not only will reporting vary from
country to country as it has in the past, but it may be inconsistent with the

practices of private managements and markets.'®
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The report explicitly suggests that the formulation and application of standards be
better assigned to private sector initiatives.'” The point of this argument is that by
improving market efficacy, private sector regimes with better expertise and more
flexibility can more efficiently provide an international public good than national
regulators. '® Even in the name of the improvement of market efficiency or the
provision of international public goods, however, less altruistic considerations are
clearly underlying motivations for private banks in constructing a self-governance
regime. After all, it will be in an initiator’s interest to establish a regulatory standard in
its own favour. Several leading banks’ appeal for the regulatory use of their internal
risk models to set capital adequacy limits in the 1990s thus largely stemmed from this
motivation. As banking regulation has become more knowledge-demanding, private
banks with expertise obtained the ability to present regulators with “problem-solving
guides” of how to achieve their regulatory goals, thereby becoming more influential in
determining the direction of regulation.

The distributional bias of regulation underpins one aspect of the politics of banking
regulation. Recognition of its importance leads private banks, albng with regulatory
authorities, to actively participate in the regulation-making process, thereby highly
politicising it. A formation of, or a change in, international regulation has inherently

distributive consequences for the domestic polity and within the international system
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once we understand that our attention is drawn to a political process in which
competing interests interact with one another in pursuit of favourable distributional
outcomes. The regulatory structure is constructed through political processes, and

inevitably reflects the configurations of power relations among relevant social groups.

2.2.3 Role of Bank Capital: A Politico-Economic View
The concept of capital adequacy requirements (i.e., the regulation requiring banks to
hold the minimum amount of capital in relation to their assets) is not an entirely novel
idea. However, given financial liberalisation and the widely recognised deterioration
of banks’ capital bases, the renewed interest in bank capital requirements has been
observed since the late 1970s. Although the technical approach to capital adequacy
requirements has changed according to innovation in international finance, the
importance of capital adequacy as a linchpin of prudential regulation still remains.'’
If the establishment of banking regulation in general is the subject of political
conflicts, how does the regulation of bank capital adequacy in particular matter in the
politico-economic context? Among other regulatory measures, why did the
harmonised standards for capital adequacy become a major policy issue? Answers to
these questions are found in regulatory and competitive implications that bank capital

has.?
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From the viewpoint of regulators attempting to curb the potential of the systemic
risk of the banking system, the importance of bank capital derives from the roles it
plays in depositors’ confidence, banks’ soundness and banks’ risk-taking incentives.
First, the proportion of capital to deposits is seen as an indication of the extent to which
depositors are underpinned by shareholders. It sustains the confidence of depositors by
demonstrating the existence of a basic fund for absorbing loss. Second, the relation of
capital to certain categories of assets is an important indicator of a bank’s ability to
withstand adversity. Technically, capital resources are deemed to play a “buffer” role
against unidentified losses, so that capital must be freely available to meet future,
unexpected losses.?! Thus, by requiring banks to hold a minimum capital level, there is
less likelihood of bank failure, ceteris paribus.

Finally, a risk containment aspect of capital adequacy requirements is assigned to
its role by relating capital adequacy to risk-weighted assets (risk asset ratios). The
mere addition of capital to the bank’s balance sheet without due sensitivity to the risk
exposure of individual banks may cause a reshuffling of the bank’s portfolio from less
risky to riskier assets and/or off-balance sheet assets.”> However, by relating capital to
the varying degrees of risk involved in the spectrum of bank assets and in the
contingent liabilities off the balance sheet, the risk asset ratios affect the structure of

the balance sheet, the maturity pattern of assets and liabilities, and the quality of the
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asset portfolio. These aspects of capital adequacy have been regarded as increasingly
important in an era of financial liberalisation.

The strict framework of banking regulation, of which the origins were traced back
to the 1930s in many countries, has begun to erode.” As a result of deregulation in
many countries, banks gained a greater degree of freedom to engage in various
financial services. In addition, several parallel developments in monetary issues added
greater volatility to interest rates and asset prices, and led to greater uncertainty.*
Countervailing supervision appeared necessary in order to deal with this apparent
increase of risks and risk-taking associated with the greater freedom of banks and a
turbulent financial environment. It was against this background that revamping or
re-introducing capital adequacy requirements emerged as a regulatory policy response
to liberalised banking in many countries.? Particularly, the importance of bank capital
as both a buffer against unexpected losses and as risk containment increased since
liberalisation advanced.

Attempts to strengthen capital adequacy rules, however, tend to provoke political
reactions from the banking industry. As seen above, the process of changing the
regulatory framework involves a shift away from a particular balance of costs and
benefits for the actors involved towards another pattern. In particular, a change from

competition-restricting regulations such as interest rate ceilings and the segmentation
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of financial systems towards stricter capital adequacy requirements meant that some of

the costs of regulatory protection are transferred to the banks themselves. In the case of

Japan in the early and mid-1980s, regulators tried to revamp the existing capital

adequacy requirements as a countervailing measure against financial liberalisation,

but this ended in failure due to strong political opposition from the banking industry.

Private banks had vested interests in lax capital adequacy requirements. They did not

want to bear the costs that the new stricter capital ratio regulation would have

generated. Such political conflict over regulation-induced costs and benefits

represented the problem of who would bear the costs of financial liberalisation.

Political conflicts over capital adequacy requirements are fuelled by intensive

international competition—a significant feature of the modern banking industry. The

role that capital plays in affecting banks’ international competitiveness sheds light on

the “level playing field” argument. Since the regulation requires banks to put aside

certain amounts of capital in relation to assets, the level of capital affects the return

required by shareholders. A bank with a lower capital requirement would be able to

price its products more competitively, as its threshold return would be lower. Thus, lax

national capital requirements would generate a source of competitive advantage

vis-a-vis those banks subjected to more rigid national capital rules. By the same token,

cross-sectoral disparities in capital requirements, for instance, between securities
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houses and banks also have become a matter of concern as the dividing line between
the two industries has increasingly blurred. In short, the influence of capital on the
competitiveness of banks highlights a political aspect of capital adequacy
requirements. In other words, the international harmonisation of capital adequacy
rules inherently causes a new pattern of gains and losses within the international
financial system. This distributional implication pushes regulators and private banks
into negotiations and bargaining in the regulatory harmonisation process.

It should be noted, however, that low capital ratios are not the only source of
regulation-induced cost advantage for banks. Banks can benefit from other domestic
regulation-related factors, such as market entry restrictions and ceilings on interest
rates for deposits. Therefore, the importance of capital in affecting banks’
competitiveness cannot alone explain why capital adequacy requirements emerged on
the international agenda in the 1980s. It is necessary to consider the regulators’
perspective of bank capital as a vital regulatory tool under the advancement of
financial liberalisation. Thus, the politics of capital requirements should be examined

in a dynamic context encompassing economic interests and regulatory norms.
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2.3 Creation of the Basle Committee: Economic and Political Conditions

2.3.1 International Financial Turmoil in the Early 1970s

The Basle Committee on Banking Supervision, until 1990 called the Committee on
Banking Regulations and Supervisory Practices, was founded by the Group of Ten
countries at the end of 1974 in response to the Bankhaus Herstatt Crisis. The Basle
Committee comprises representatives of the central banks and supervisory authorities
of the G-10 countries and Luxembourg—arguably because of its importance as a
banking “safe haven”. The Committee provided a forum to improve information
exchange among bank regulators and to develop general principles for bank
supervision.

Until the establishment of the Basle Committee, there was little communication
among bank supervisory authorities of the major financial powers, let alone
co-ordination or co-operation. Even the mutual understanding of one another’s
regulatory and supervisory systems was usually limited and of academic rather than
practical value.?® Given the basic premise that banking was a “domestic” industry, not
surprisingly, banking regulation had been a purely domestic function. Banks took most
deposits by, and made most loans to, residents denominated in the domestic currency.
While there were banks with branches and subsidiaries overseas, those branches and

subsidiaries engaged in local markets in which they were located, and their assets were
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mainly financed by local deposits.”” Overseas operations of this type had relatively
limited impact that those branches and subsidiaries negatively affected their parent
banks in home countries, and so limited impact that would pose concerns with the
regulatory authority responsibility for that parent bank.

Growing offshore pools of U.S. dollar deposits and the rapid growth of the
multinational companies, however, gave rise to fundamental changes in the structure
of the banking industry in the early 1960s.”® Domestic regulatory constraints pushed
British and American banks to engage in offshore dollar business for their corporate
clients in the late 1950s and during the 1960s, respectively. Since then, the
Eurocurrency market gathered momentum and the growing interdependence of banks
through the interbank market transcended national boundaries. The interbank market
is a feature of the contemporary financial system: banks takes funds from, and lends
them to, not only their customers, but also each other through various money markets.
Thanks to the development of interbank market, banks could engage in loan business
and foreign exchange trading with not only funds at their disposal but also those
borrowed from other banks or financial institutions. In the early 1980s, interbank
funds amounted to around 70 percent of the international banking market—much
larger than the comparable ratio for the U.S. domestic banking market.?

Though the volume of foreign exchange trading was large enough to put severe

44



pressure on the Bretton Woods system of fixed exchange rates, it was not until major
countries’ foreign exchange rates had been left to float that its volume truly grew. The
quantitative hike in foreign exchange trading was associated with high volatility of
foreign exchange rates. When government intervention and capital controls
constrained an exchange rate at a fixed level despite market pressures, as under the
Bretton Woods system, the market was normally unanimous on both the destination
and timing of fund movements. Funds tended to flow in one direction and to stay in the
strong currency until devaluation occurred. In contrast, when rates became free to float,
market expectations diverged substantially and capital movements became highly
sensitive to shifts in expectations. New information tended to induce rapid reversals of
positions. The rate fluctuated continuously and sometimes destructively as news was
interpreted and reinterpreted. Each time this happened, large quantities of funds could
be switched into or out of a particular currency. The result was a much greater volume
of trading and volatility of exchange rates.*

While sharp currency movements provided banks with the new possibility of
enormous profits, foreign exchange business introduced new risk profiles. 3
Speculation on the direction of a currency movement offered high risk/high return
opportunities, and foreign exchange dealing became a major source of revenue.

Excessive foreign exchange speculation in theory could be curbed by relevant
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managerial measures and internal controls: clear limits on a bank’s position in various
foreign currencies; internal controls to ensure the obeisance of such limits; and a
system of credit analysis to ensure borrowers could repay their foreign loans.

In the early 1970s, these measures, in reality, faced several difficulties. Intense
competition among banks tended to lead managers to set lax foreign exchange limits in
order to meet the demand of clients. There were also technological difficulties at that
time. In the earlier stages of the floating exchange rates system, most banks had not yet
developed internal accounting and operating systems giving managers “real-time”
data on the banks’ foreign exchange positions. Given the lack of experience, the
volatility of asset prices, and the difficulty of cross-border credit checks, credit
judgements for international business was far more difficult than that used in purely
domestic lending. Furthermore, there remained difficulties of shielding themselves
from fraudulent or imprudent behaviour by some account officers and traders.*

In fact, losses caused by unauthorised foreign exchange dealing were particularly
heavy in the early 1970s. Union Bank of Switzerland lost approximately 150 million
dollars in this way, Lloyds Bank International lost 77 million dollars, and Banque de
Bruxelles something less than 40 million dollars.”® These instances of huge losses
international banks incurred indicated the difficulty of foreign exchange business and

the importance of relevant banks’ internal control procedures and adept experience.
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Only a year after exchange rates began to float did the combination of the growing
interbank transactions through the euromaket with the expanding foreign exchange
dealing in an imprudent manner propound a serious challenge to bank regulators. The
Bankhaus Herstatt, a German bank, incurred 450 million dollars of foreign exchange
losses, and West German authorities closed it on 26 June 1974. The abrupt manner in
which the bank was shut down made matters worse by bringing foreign exchange
transactions conducted between Herstatt and foreign banks (i.e., part of the transaction
involving Herstatt’s payment to the foreign banks) to a sudden halt. The foreign banks
were not able to receive payments for currency that they had forwarded to the German
bank immediately prior to its close. This brought about a temporary crisis of
confidence in both international foreign exchange markets and interbank markets. All
but the most well known and respected financial institutions, were excluded from

foreign exchange transactions and interbank loans.**

2.3.2 The Basle Committee: Its Political Origin and Development

The failure of Herstatt revealed not only the vulnerability of international banks and
potential cross-border repercussions of bank failures, but also the cross-national
asymmetrical distribution of the costs generated by such bank failures. While the

former served as a catalyst for much rethinking of traditional, domestic-oriented
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attitudes within bank regulatory authorities, the latter had political implications,
particularly for the dominant international financial centres. States with international
financial centres were more exposed to the powerful international contingent effects of
banking crises than others. In particular, the United Kingdom, where the City of
London hosted more than two hundred branches and subsidiaries of foreign banks by
the early 1970s was concerned with the clarification of regulatory responsibility for
international banks.>> Against this political background, the Basle Committee was
established by the Governors of the G-10 countries under the strong initiative by the
Bank of England.

The Committee consisted of representatives from central banks and from some
other banking regulatory authorities. Table 2.1 shows the composition of the Basle
Committee membership in 1988. Regulator meetings of the Basle Committee are
usually held three to four times a year at the Bank for International Settlements (BIS)
headquarters, which also provides a secretariat and administrative support. A detail
often overlooked or confused is that the Committee is not actually part of the BIS.
There is also a chairperson who does not act as one of the representatives of his own
country, but who is responsible to the Governors as a body and who reports to them on

the committee’s activities.
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Table 2.1 Membership of the Basle Committee on Banking Supervision

(1988)
Member States Representative Institutions
Belgium Banking Commission
National Bank of Belgium
Canada Office of the Superintendent of Financial Institutions
Bank of Canada
France Banking Control Commission
Bank of France
Germany Federal Banking Supervisory Office
Deutsche Bundesbank
Italy Bank of Italy
Japan Bank of Japan
Ministry of Finance
Luxembourg The Luxembourg Monetary Institute
Netherlands The Netherlands Bank
Sweden Sveriges Riksbank
Royal Swedish Banking Inspectorate
Switzerland Swiss National Bank
Swiss Federal Banking Commission
United Kingdom Bank of England
United States Federal Reserve Board

Federal Reserve Bank of New York
Office of the Comptroller of the Currency
Federal Deposit Insurance Corporation

Secretariat Bank for International Settlements

Source: Porter (1993) Table 3.1 p. 57.

The Basle Committee was founded as a permanent standing committee to exchange
information among bank regulators on international banking activities. The
Committee operates without any extensive formal mandate or any constitution or
bylaws, and serves as an informal forum for ongoing co-operation on banking

regulatory matters. Its decision-making is based upon consensus among its members.
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This decision-making mechanism carries weight with the importance of mutual
understandings and learning at the Committee.

Initially, the Basle Committee did not attempt to harmonise the existing national
regulatory systems, because of a heterogeneous membership and the diversified
regulatory practices among them. In order to mitigate flaws in the existing system,
most of which derived ’from a lack of information exchange among national regulators,
instead, the committee set forth three principles. First, the Committee attempted to
identify gaps in the supervisory coverage of international banking. Second, it provided
an opportunity for banking supervisors to learn from one another and thereby
contribute to the stability of the international banking system. Third, it provided a
forum in which potential dangers within national banking system could be addressed
before they led to a crisis.*

The first fruit of the Basle Committee’s work was to agree upon a framework for
allocating regulatory responsibility, particularly in respect of solvency, liquidity, and
foreign exchange operations and positions, for the large networks of internationally
active banks (i.e., subsidiaries, branches and joint ventures).?’ The 1975 Basle
Concordat placed primary responsibility for the supervision of international banks’

solvency on the regulatory body of the home country where the parent bank was

headquartered; while it assigned primary responsibility for the supervision of liquidity
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to the authorities of the host country. In the case of subsidiaries, the host authorities
should bear primary responsibility for the supervision of solvency.38

While the Concordat was seen as a first step towards establishing an internationally
accepted approach to banking regulation, there were many important problems
unsolved. The problems included, for example, which central banks should act as a
lender of the last resort, how to sort out a troubled bank committing a serious fraud,
and how to iron out cross-national differences in the effectiveness to carry out
regulation and supervision. Being faced with these practical difficulties, the 1975
Concordat was revised in 1983 and 1992, in the wake of the 1982 scandal of the Banco
Ambrosiano and the 1992 scandal of the Bank for Credit and Commerce International,
respectively. Through these revisions, the Concordat re-emphasised home country
control, but simultaneously strengthened the position of a host country authority,
especially regarding the right to gather information on branches and subsidiaries from
home country authorities and to impose restrictive measures necessary to satisfy its
prudential regulatory concerns. This essentially reflected American preferences.*® The
focus was on reducing the costs of financial failures to states with the major
international financial centres, notably the U.S.

From the 1974 establishment of the Basle Committee until the early 1980s,

Japanese regulators played a subordinate role. The rapid post-war economic growth
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facilitated Japan to participate in international financial institutions since the early
1960s. When the Group of Ten, the club of industrial countries that discussed the
creation of additional IMF reserves, was established in 1961, Japan was one of its
members and took part in the creation of the General Arrangements to Borrow. In 1964,
Japan restored convertibility on current account, and became a member of the
Organisation for Economic Co-operation and Development. However, during the 1974
crisis of confidence in both international foreign exchange markets and interbank, the
so-called “Japan premium” loomed. It reflected the fact that Japanese banks did not yet
build the basis of international operations. Japanese regulators also did not play an
important role in coping with the international financial instability during this period.*’

In parallel with the development of the Basle Concordat, the Basle Committee
began to be concerned about the erosion of bank capital levels since the early 1980s,
and played an important role in harmonising national capital adequacy standards over
time. The proliferation of a certain type of capital adequacy requirements, i.e., risk
asset ratios, among the member states by the mid-1980s was attributed to the learning
process at the Committee. Japan and the U.S., of which domestic capital rules were
relatively underdeveloped, began to adopt this particular type of capital adequacy
requirements. As Chapter 4 examines in more detail, the Japanese effort to update

domestic capital adequacy rules failed due to the domestic opposition, but it indicates
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that regular study and discussion of the regulatory systems used in each of the member
states enabled Japanese regulators to learn about new developments in regulatory
techniques.

To say that the Basle Committee has provided an institutional framework for the
learning process, however, is not to suggest that the regulatory development in the
Basle Committee was politically neutral. To the contrary, the development of the
international harmonisation of capital adequacy requirements reflected the interests of
the powerful states with the major international financial centres. As mentioned above,
international standards for capital adequacy requirements have the asymmetrical
distribution of costs and benefits within and across countries. This distributional
consequence should be taken into account.

The idea of “fairness” is central to understanding the domestic politics of
international banking in the American context.* As Kapstein points out, on the one
hand, the American initiative in the Basle Accord can be seen as a long-term
stabilisation strategy of strengthening international banks in the wake of the serious
debt crisis in the early 1980s.*? For American banks, on the other hand, the goal of
creating a level playing field is to establish a fair competitive environment in which
foreign banks cannot explore the advantage of their lax domestic regulations. This

logic underlined American banks’ intense lobbying against unilaterally strict capital
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rules in the U.S. and for harmonising cross-national differences. Given this political
background, American regulators decided to take the initiative in pursing collective
action at the Basle Committee.*’

It should be noted, however, that European integration had significant effects on
the Basle process prior to the American initiative. Following the ﬁrsf EEC Banking
Co-ordination Directive of 1977, the EEC Advisory Banking Committee defined a
number of observation ratios in 1980, and ‘risk asset ratios’ was one of them. European
regulators developed the idea of the risk-weighted capital adequacy on which the
Basle Committee drew when initiating its own work on capital adequacy requirements
in the early 1980s.** Furthermore, in order to level a playing filed between the banking
and securities industries, the Capital Adequacy Directive (CAD) was established in
1993. The CAD became a base for the 1993 Basle proposals for market risk regulation.
In order to reduce the costs of adjustment, European members of the Basle Committee
had a strong incentive to make Basle capital rules compatible with European rules.

As regards Japanese participation in the international regulatory harmonisation
process, several principals and pressures for participation are deemed to work. At the
international level, they include regulators’ concerns over financial stability, pressure
exerted by the United States, and market pressure. At the domestic level, political,

economic and institutional factors affected the course through which regulators
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participate in the international harmonisation process. In Japan, domestic capital rules
were not institutionally developed and private banks took the advantage of such lax
regulations before the Basle Accord, and the economy plunged into severe recession in
the 1990s. Such domestic factors were crucial in determining regulators’ preference
formation, negotiation positions, and implementation. Several hypotheses on
consequences of international and domestic factors and their interactions will be
examined in Chapter 3. The following sections will provide rough sketches of the 1988

and 1996 capital adequacy regulations.

2.3.2 The 1988 Capital Adequacy Accord

While these initial works of the Committee focused primarily on the delineation and
co-ordination of regulatory responsibilities, the Committee’s attention turned to the
substance of prudential regulatory norms. This led up to the establishment of a set of
common capital adequacy requirements, the Basle Capital Accord. As in the case of
the initial Committee’s works, the focus on the importance of solvency in the
supervisory processes was observed in the following discussion of ways of measuring
and setting standards of capital adequacy.*’ As the domestic politics of capital rules
prior to the Basle Accord and Japanese participation in the Basle negotiations will be

considered in detail in Chapters 4 and 5 respectively, only the gist of the minimum
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capital standards is given here.

As Figure 2.1 shpws, internationally active banks were required to keep the ratio of
capital to risk-weighted assets (a risk asset ratio) more than 8 percent. Under the Basle
rules, regulatory capital, which was the numerator, consisted of two parts: core capital
(Tier I) and supplementary capital (Tier II). Tier I was defined as shareholders’ equity
and disclosed reserves, and had to account for at least half of the bank’s total capital.
Tier II comprised less “pure” capital, i.e., undisclosed reserves, general provisions,
asset revaluation reserves, hybrid capital instruments and long-term subordinated debt.
Meanwhile, the bank’s assets, or its credit exposure in more general terms, were the
denominator. Bank’s assets on the balance sheet and its off-balance sheet exposure
were divided into broad categories, and each of the categories was weighted according
to risk. For example, while the multiplier 1 (100 percent) was placed as a risk-weight
on corporate loans, the multiplier 0 (0 percent) was placed on cash and OECD

countries’ national bonds. These asset categories were then simply added together.
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Figure 2.1 The 1988 Basle Capital Accord

Capital (Tier I+ Tier II)
Risk-weighted Assets: (cash, OECD bonds x 0%) + (mortgage loans x 50% ) + (loans x 100%) etc.

> 8 %

Notes: Tier I capital consists of capital stock, capital reserve, retained earnings, and etc.
Tier II capital consists of 45% of unrealised capital gains, general provisions,
subordinated debt and etc.

Tier I capital must account for at least half the numerator.

The Basle Accord was not an international treaty but rather a “statement” or a set
of “recommendations”, therefore it was not legally binding. The Basle Committee also
did not state any sanction about the banks’ failure to meet the required ratio of 8
percent. The implementation of the minimum standard was left to the national
government’s discretion. Although the Basle Accord was directed to the committee
member countries, the Committee made every effort to have the Accord recognised by
as many non-member countries as possible. In 1988, the International Conference of
Banking Supervisors, consisting of bank regulators representing about 100 countries,

was held in Tokyo and discussed the world-wide promotion of the Accord.*

2.3.3 The 1996 Amendment to Incorporate Market Risk
The rapid involvement of banks in the securities markets, whether directly or through

affiliated firms, propounded serious regulatory concerns and led bank regulators to
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develop prudential mechanisms for the control of the additional risk incurred by the
banks in this manner. In 1996, the Basle Committee agreed on the amendment of the
Basle Capital Accord in order to address the problem of banks’ involvement in the
securities markets. While the 1988 Basle Capital Accord required banks to set aside a
minimum amount of capital to guard against the risk that those they lent to might go
bankrupt (so-called credit risk), the 1996 Amendment applied capital charges to the
risk of losses in on- and off-balance-sheet positions arising from movements in market
prices (so-called market risk). Chapter 6 addresses the negotiation process of the
Amendment and Japanese participation.

As Figure 2.2 shows, while under the 1988 Basle Accord the ratio of capital was
related to risk-weighted assets that were measured by the single method, bank assets
were divided into trading and banking books under the rules of the Amendment. Risk
exposure in each book, and in turn required capital, were separately measured. The
trading book consisted of short-term transferable securities; the banking book
comprised the rest of financial business. The banking book was still subject to the
existing 1988 rules. New measurement methods, either the standardised method or
banks’ internal model, were used for the trading book. With regard to capital, a new
category of capital, Tier III, was added only to cover market risk (see Figure 2.3). Tier

IIl was short-term subordinated debt. Under the 1988 rules, only long-term
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subordinated debt was allowed to be counted as part of Tier II. Yet, as securities
regulators widely allowed securities houses to regard short-term subordinated debt as
part of capital, the Basle Committee permitted banks to count it as capital that only

covers market risk.

Figure 2.2 Conceptual Pictures of the 1996 Amendment

Trading
Assets book
(loans,
securities
holdings, i
rading | Banking
portfolios) book
etc. R +
Capie!
the 1988 Basle Accord the 1996 Amendment

Figure 2.3 The 1996 Amendment

Capital (Tier I+ Tier II) n Capital (Tier [+ TierII + Tier III) x12.5>8 %

X (asset categories in banking book x risk weights) market risk in trading book

Notes: Tier I capital consists of capital stock, capital reserve, retained earnings, and etc.
Tier II capital consists of 45% of unrealised capital gains, general provisions,
long-term subordinated debt and etc.

Tier III consists of short-term subordinated debt, and is allowed to be counted as
part of capital only to cover market risk.

Mark risk in trading book is measued by either standardised methods or

banks’ internal models.

12.5 is the reciprocal of 8 %.
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The 1996 Amendment represented a milestone in the development of
international banking regulations in terms of regulatory methods: for the first time,
banks were allowed to use their own risk models for estimating capital requirements
for market risks that they were taking. Such regulatory facilitation of banks’ internal
risk models was the first contribution to the on-going overhaul of the 1988 Basle
Capital Accord, which will come into effect in 2006 or 2007. The proposed new Basle
Accord will use the banks’ own internal ratings where these are judged robust, and
effectively allow banks with sophisticated risk management systems to hold less
capital.*’ Among regulators, bankers, and economists, it is frequently claimed that
given the growing complexity of financial transactions and the development of private
sector risk management, one-rule-fits-all type capital adequacy requirements are no
longer efficient for regulating leading banks possessing sophisticated risk
management skills and, therefore, there is no alternative but to delegate part of the
regulatory functions to the banks. Thus, the 1996 Amendment stood at the crossroads
in the development of international banking regulation. It signalled a shift towards a
new division of labour between the regulators and the regulated, and a more
sophisticated approach to regulation which would be compatible with both banks’

in-house control models and their internal risk management systems.
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2.4 Conclusion

This chapter argued economic rationales for and political implications of international

banking regulation, with special reference to capital adequacy requirements. Banking

regulation never emerges in a political vacuum. Given a general trend towards

financial liberalisation and external economic shocks such as the debt crisis,

regulatory importance of capital brought capital requirements into the spotlight.

Namely, while banks gained a greater freedom of operations throughout the 1980s,

they continued to reduce their capital-to-asset ratios that were deemed as buffers

against unexpected losses and risk containment. It sparked off regulatory concerns by

regulators. At the same time, competitive conditions of banks are uniquely sensitive to

the level of capital requirements. This nature of capital has provoked political

concerns among interested actors including the regulators and the regulated.

Regulators and banks interpreted their interests under changing economic and

political conditions and interacted with one another in pursuit of their own interests. In

particular, political conflicts were over regulatory scope (Which assets and which

banks should be regulated?), the definition of regulatory capital (Of which

components should capital be made?), and the measurement framework (How should

risk be estimated?). The thread of argument about these political questions is running

throughout this research.
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The creation and development of the Basle minimum capital standards is a
dynamic political process in which domestic and international political forces interact
to produce outcomes. The next chapter will develop several hypotheses drawing on the

logic of two-level games and consider possible alternative hypotheses based upon

domestic institutional explanations.
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Chapter 3

Two-level Game Model and its Alternatives

3.1 Introduction

The aim of this chapter is to offer hypotheses on bank regulators’ behaviours in the
process of international regulatory harmonisation. To this end, the first section
outlines a set of policy behaviours and economic outcomes against which to test the
hypotheses. The second section presents three sets of hypotheses:'a model based
upon Putnam’s two-level games; a model emphasising the centrality of domestic
institutions in defining the probable course of policy; and, systemic-level models
assigning greater emphasis fo either inter-state power relations or market forces.

The two-level game model sees state negotiators as actors in pursuit of their
preferences, and hypothesises several strategies with which negotiators can improve
the opportunity to take advantage of the international and domestic interaction. Some
might argue that, under the logic of two-level games, a negotiating officer is an agent

on behalf of his/her domestic constituents and thus cannot have endogenous
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preferences. As Putnam mentions, however, relaxing this assumption of state
negotiators as agents sheds light on the motives and strategies of the negotiator to
cope with his/her competing priorities." The domestic institution model hypothesises
that the informal nature of regulatory network in Japan is a major source of
“institutional stickiness” or institutional inertia, which hampers a smooth shift
towards rule-based, arm’s-length prudential regulation. The image of systemic-level
models hypothesising that structural factors determine the course of policy stands in
sharp contrast to the image of state negotiators are enmeshed in domestic Japanese

bureaucratic and political processes, which the other hypotheses assume.

3.2 Indicators of Credible Commitment

How can we know a given country’s adherence to the Basle Capital Accord? The
Basle Capital Accord is a set of international standards for capital adequacy
requirements. For international regulatory standards to be promulgated widely, they
must be general enough to accommodate variations in national traditions and
economic cultures as well as different national financial system structures. Precisely
because of this nature of international standards, the Basle Accord gave national
regulators wide discretionary powers to determine the exact way in which it was
operationalised within their jurisdiction. This makes it difficult to evaluate a given

country’s commitment to the Basle Accord. For example, merely meeting the
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minimum requirements alone is questionable when accounting standards are
inadequate and/or when definitions of impaired loans and required provisions are
loose, since there can be considerable slippage between actual and putative capital.
Japan has been accused of both.”

Just looking at the numerical achievements of Japanese banks, therefore, is not
enough to evaluate implementation—a sequence of actions by regulators to carry out
the terms of an international agreement. It inherently requires considerable
judgement about compliance—the degree to which national regulators, and
ultimately private banks themselves, adhere to the spirit of an international
regulatory accord. In terms of regulatory prudence, the object of capital adequacy
requirements is to make individual banks more resilient to unforeseen losses, thereby
increasing the safety and stability of the banking system as a whole. For individual
banks to be more resilient, both the quality and the quantity of capital are of
importance. For national regulators to strictly comply with prudential regulatory goal
of monitoring bank solvency, therefore, they must ensure that related policies support
the goal of prudential regulation. In other words, discretionary policies working
against this regulatory goal are deemed to move away from meeting the principles
for the prudential practices in capital adequacy requirements. Reaching an agreement

[3

on international standards and even adopting them as domestic standards—“‘formal

compliance”—should be distinguished from effectively implementing them—*real
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compliance”.
To analytically examine the indicators of credible commitment to or real
compliance with the Basle Accord, capital adequacy requirements are cast as a set of

norms:

1) Capitél adequacy is a tool of monitoring bank solvency, and thereby a
linchpin of prudential regulation.

(2) Bank regulators should make efforts to make regulatory capital-to-assets
ratios more closely attuned to the reality of banks’ financial states.

(3) Bank regulators should promptly act to cope with insolvent or

undercapitalised banks.

All three norms are related. The monitoring of bank solvency by regulators is the
core of prudential regulation. A capital-to-assets ratio is an index of bank’s solvency.
For monitoring function to be effective, banks’ capital ratios must precisely mirror
their financial strengths. It is true that, in reality, it is technically challenging to have
the balance sheet of a bank exactly reflect its true economic value because not only
mark-to-market accounting in general but also market-based estimates of the bank’s
franchise value or goodwill need to be fully considered. What the second norm

requires, however, is to devise the measurement of capital ratios in a less distorted
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way, thereby having capital adequacy ratios more accurately reflect a bank’s

financial status. The monitoring of accurate capital ratios is a necessary condition for

bank regulators to swiftly take corrective actions against weakly-capitalised banks.

These norms and measures are the baseline against which this study analyses policy

choices regarding a given country’s commitment to international capital adequacy

requirements.

The following help define indicators of credible commitment to the Basle Capital

Accord or lack thereof:

(1) Numerical compliance with required capital adequacy ratios—banks are at
the very least required to meet the capital adequacy ratios. Falling short of
this criterion clearly signals non-compliance.

(2) Statutory capital adequacy rules—statutory rules are necessary, if not
sufficient, for rules-based, arm’s-length prudential regulation, which helps
reduce the tendency of “regulatory capture” and the scope of regulatory
forbearance. A lack of statutory rules weakens credible commitment to the
Basle Capital Accord.

(3) Accounting  principles, and loan classification and provisioning
rules—accounting and provisioning rules are crucial for reducing uncertainty

about banks’ financial states and the quality of capital and assets. Opacity in
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these rules is likely to result in a considerable gap between real and putative
capital and therefore means a weaker commitment to the Basle Capital
Accord.

(4) Regulators’ prompt corrective action—to the end of prudential regulation,
bank regulators are required to swiftly take corrective actions against ailing
banks (e.g., closing down of undercapitalised banks or re-capitalising weak
banks in exchange for rigid restructuring plans). While a failure to promptly
act undermines the credibility of Basle adherence, the institutionalisation of
regulators’ prompt corrective action will reduce the scope of regulatory

forbearance and thereby increase credible commitment.

Rigid adherence to the norms of capital adequacy requirements requires bank
regulators to place these above-mentioned policy behaviours ahead of other concerns.
Even if these policy behaviours may contribute to the long-term and general gains in
terms of promoting financial stability, however, they may unevenly impose
short-terms costs on various segments of society. For example, when banks make
efforts to increase their capital ratios by shrinking their loans, a so-called credit
crunch is likely to hit small- and medium-sized businesses lacking alternative sources
of financing through the capital markets.> A radical shift towards prudential

regulation under a banking crisis may require the unpopular policy of using public
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money to bail out ailing banks. Especially when the sloppy management and fraud of
the banks concerned are revealed, the use of taxpayers’ money is especially
unpopular. Politicians may take the blame. To curb such public criticism, the use of
public money to recapitalise banks will be offered with strings attached, and
inherently invites political interference in bank’s management and lending decisions.
Therefore, bankers are often reluctant to ask for the infusion of public funds.

In short, there are various forces pulling and pushing in various directions as to
compliance with the Basle Accord. In order for countries to comply with the spirit of
the Basle Accord, national bank regulators must have enough domestic support to
pay for the short-term costs. For countries to effectively defect from the Accord, they
must have enough political forces to press for leniency in prudential regulation and to
break their commitments.

The next section will provide several hypotheses on political forces affecting the
course of banking regulation. The four indicators of numerical compliance, statutory
rules, accounting principles, and regulators’ prompt action are policy behaviours and
economic outcomes against which to test the hypotheses in the empirical part of this

thesis.
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3.3 Hypotheses on Japanese Commitments to the Basle Accord
3.3.1 Two-Level Game Hypothesis

3.3.1.1 Two-level Game in International Banking Regulation

The two-level game framework is one of the most popular and influential conceptual
building-blocks in the subject of diplomacy and international cooperation, and
international relations in general.* Although it has been the subject of modification
since its elaboration in the late 1980s, it has remained central to research in the
discipline.’ The basic proposition is that state negotiators are typically playing in
two political “games”; that is, they are engaged in domestic and international politics
simultaneously. The international and domestic interplay not only constrains policy
makers, but also creates new possibilities for creative statecraft. One of the most
distinctive features of the two-level-game logic is that “domestic policies can be used
to affect the outcomes of international bargaining, and that international moves may
be solely aimed at achieving domestic goals”.® The two-level-game approach
assumes that each state negotiator is constrained by his/her domestic win-sets,
defined as the set of potential agreements that would be accepted by the most
powerful domestic groups. The approach propounds a wide range of bargaining
strategies with which state negotiators manipulate the configuration of domestic and
foreign win-sets in order to achieve their preferences.’

The politics of international financial regulatory co-operation can be understood
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in terms of a two-level-game analogy. ® Bank regulators attending the Basle
negotiations are supposed to engage in negotiations with foreign counterparts at the
international level, and each of them simultaneously is concerned with the domestic
implications of the international negotiations. This perspective helps us to
hypothesise regulators’ behaviours in the process of international regulatory
harmonisation.

Since the late 1950s, when the offshore Eurocurrency market gathered
momentum, international finance saw states giving banks an ever-increasing degree
of freedom; leading to a concomitant increase in cross-border financial transactions.’
A deepening of financial interdependence among countries posed substantial political
and economic challenges to bank regulators. One of them is that bank regulators are
faced with a potential dilemma between the maintenance of a sound domestic
banking system and the economié interests (or international competitiveness) of
domestic banks under the condition of highly integrated financial markets."°

On the one hand, the increase in risk-taking approach of banks accompanying the
expansion of their international operations necessitates regulatory means of curbing
their imprudent risk-taking. The unique importance of banks in the payment system
underpins the maintenance of the sound banking system as a public good.ll In
addition, failure to contain banks’ reckless risk-taking would lead unavoidably to an

explosion in the costs of maintaining public safety nets for the banking industry,
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since the authorities would be forced to bail out a growing number of troubled banks.
Thus, the inept handling of a banking disaster by regulators puts political pressure bn
the regulators themselves. To put it another way, the pursuit of prudential regulatory
measures serves the regulators’ goals of defending their essential mission and
bureaucratic “turf”, and maintaining the organisation’s autonomy."?

On the other hand, bank regulators need to be concerned with the economic
interests of private banks. As the “regulatory capture” literature clearly shows,
regulated groups with high stakes in the regulation-making process can prevail in
struggles with other interests.”> Since capital adequacy requirements transfer some
of the costs of regulatory protection from consumers to banks themselves, banks
have incentives to mobilise politicians and to block the introduction of such
regulations. According to this line of argument, for bank regulators to minimise
politicians’ intrusion into the making of regulations, it is necessary to keep the banks
satisfied that they are getting a fair deal.'* In addition, given the growing
internationalisation of banking operations, bank regulators have an interest in
protecting and promoting the international competitiveness of their national banking
industry. It would be undesirable for such regulators to impose unilateral regulatory
restrictions that put their domestic banks at a competitive disadvantage against
international competitors. The adoption of stricter requirements for banks enjoying

lax domestic capital adequacy requirements means not only imposing extra
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regulatory costs on the banks, but also eliminating some sources of
regulation-induced advantage.

Bank regulators thus confront a dilemma: more regulated financial systems might
be safer, but banks placed under stricter domestic regulations would also operate at a
competitive disadvantage. A multilateral approach to regulatory harmonisation seems
the best means of resolving the policy dilemma with which the increasing necessity
of imposing prudential regulation presents national regulators.'> International
regulatory co-ordination could ensure some sort of a competitive “level playing
field” for international banks, while curbing domestic opposition and permitting
national regulators to pursue prudential regulation.

Furthermore, international banking regulations, which were laid down by the
Basle Committee, can be seen as an international regime—a set of “implicit or
explicit principles, norms, rules, and decision-making procedures around which
actors’ expectations converge in a given area of international relations”.'® The Basle
Committee has constructed an institutional platform in which its member regulators
regularly gather, pool their expertise, and develop international standards for banking
regulation. This suggests that developments in regulatory norms and methods at the
Basle Committee can be translated into a national level."”

The autonomy of national regulators, however, is not self-evident at the domestic

level, and therefore transnational proliferation of certain regulatory methods is

74



subject to domestic politics. There is disagreement over the degree of state autonomy
in the literature of Japanese banking regulation. While some argue that Japanese
bank regulators enjoy a high degree of autonomy, others argue that they are subject
to regulatory capture.'® As far as the issue of domestic capital adequacy rules in
Japan is concerned, it is difficult to say that bank regulators enjoyed a high degree of
autonomy. In contrast, the capital adequacy rules were effectively watered down in
Japan. As seen below, the logic of two-level game shows several strategies that bank

regulators can use to shore up their policy autonomy.

3.3.1.2 Insights from a Two-level-game Framework: Regulators’ Strategies

Informed by the two-level-game approach, this section considers various strategies
with which the Japanese MoF sorts out the regulatory dilemma between keeping the
domestic banking system sound and Japanese banks internationally competitive. The
two-level-game approach assumes that each state negotiator at the international
negotiating table is constrained by his/her domestic win-sets, defined as the set of
potential agreements that would be accepted by the most powerful domestic groups.
The two-level-game approach helps us comprehend how domestic policies can be
used to affect the outcomes of international bargaining, and how international moves
may be utilised to attain domestic objectives. The typology of strategies for

simultaneously exploiting both domestic and international politics in a bargaining
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situation is examined here.

One strategy drawn from the two-level-game approach is what Putnam labels
“reverberation”, i.e., international pressures change the domestic power balance or
the preferences of domestic groups.'® This implies that international actions can be
employed to change outcomes in the domestic arcﬁa. By joining international
regimes or linking issues in international negotiations, negotiating officers can use an
internationally agreed issue as external leverage to withstand domestic opposition, to
legitimise unpopular policy goals, and thereby to shore up their autonomy vis-a-vis
domestic interest groups.

The MoF is assumed to have multiple, potentially conflicting objectives (i.e.,
keeping the domestic banking system sound and domestic banks competitive) and to
have partial autonomy. That is to say, although the ministry has its own objectives, its
capacities to achieve them are not necessarily ensured. State cai)acity to achieve
policy preferences is not determined independently of societal pressures. Nor is state
autonomy automatically derived from the domestic institutional setting. Instead, state
autonomy depends upon policymakers’ statecraft, using which they strive to achieve
policy goals.?’ The extent to which policymakers attain their own preferences is
contingent upon their skill in conducting negotiations with societal actors and is
determined exogenously.

It can also be interpreted in terms of the issue of regulatory independence.
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Regulatory and. supervisory independence of the financial sector is seen as a key
element in maintaining financial stability, but in reality many national authorities
lack such independence.”’ The regulation-making process is likely to be exposed to
pressure from both the banking industry and politicians. Joining an international
regulatory agreement can be seen as a supplementary policy for resolving a lack of
regulatory independence. Thus, one of incentives for joining international
agreements is a regulator’s perception that resources available domestically are
inadequate to sort out a politically controversial issue, and that “reverberation” might
provide additional leverage with the regulator.”*

The two-level interplay also gives regulators strategies to reshape the
configuration of the win-set of domestic constituents with the aim of reaching an
international agreement and/or increasing their international bargaining position. One
of those strategies is what Putnam terms “synergistic issue linkage™: by linking a
tough policy issue with more popular policy measures, negotiators can enlarge the
size of domestic win-sets.”> A larger domestic win-set gives negotiating officers
more leeway to reach a compromise with their foreign counterparts. Another strategy
is the manipulation of asymmetric information between negotiating officers and
domestic constituents.”* During international negotiations, regulators may be able to
take advantage of their exclusive power to negotiate with their foreign counterparts

and the uncertainty of the domestic constituents about the content of the negotiations.
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These strategies tell us where to look to understand how the two-level interaction
created room for the MoF to manipulate domestic politics in pursuit of its desired
international outcomes.

Behind this hypothesis, there is an assumption that bank regulators are the sole,

> and simultaneously

formal interface between domestic and international domains,2
they are enmeshed in domestic and international institutions. At the domestic level
the focus is on relationships between regulators and banks which are most affected
by the regulatory change associated with international co-operation. At the
international level, only regulators attain formal access to the negotiation table.
Private actors and politicians normally do not have direct channels to international
negotiations in Basle, and therefore turn to regulators in order to inject their
preferences into the negotiation outcomes. Although this highlights the distributive
nature of international regulation, an international institutional setting provided by
the Basle Commiittee has also enabled the collective work among its members to play
a significant role in diffusing certain regulatory norms. By locating regulators at the
link between international and domestic institutions, this assumption allows
regulators to play a pivotal role in balancing domestic and international concerns.
The above argument implies that the MoF was playing domestic and international

games simultaneously. At the international level, the MoF negotiated with its foreign

counterparts with the aim of maintaining the international competitiveness of
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Japanese banks. At the domestic level, the ministry used the international
negotiations to manipulate domestic politics and to strengthen the domestic capital

regulation which private banks had blocked.

3.3.2 Domestic-level Explanation: A Network State and Institutional Inertia

An alternative explanation for Japanese participation in the Basle process accords a
central role to domestic institutions. While the logic of two-level game approach
emphasises regulators’ statecraft to pursue their preferences, an institutional approach
explores the reason why institutions centred on informal models of interaction may

turn out to be particularly “sticky”.%°

3.3.2.1 Japan as a Network State

Looking at the institutionalised relations among state bureaucracy, politicians of the
ruling Liberal Democratic Party (LDP), and interest groups, Daniel Okimoto
provides a breakthrough in the issue-based classification of Japan’s policy-making
processes.27 He sees Japan as a “network state”. A network state is defined as “one
able to exercise power only in terms of its network of ties with the private sector”.®
On the one hand, various institutional arrangements in the Japanese political

economy may give state bureaucracy policy measures with which to intervene in the

marketplace. On the other hand, bureaucratic power is institutional-driven; that is, it
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emerges from specific institutional structures of LDP-bureaucracy-interest group
alignments and the political exchanges that take place among them. This means that
the autonomy and power of bureaucracy varies noticeably between and within the
different sectors. Thus, autonomy is a matter of degree and the degree varies across
bureaucratic jurisdiction.

In order to examine the basis for outstanding variations across sectors in the
degree of which Japanese industrial policy is politicised, Okimoto divides
policy-making processes into four categories according to modes of state-society
relations: “clientelistic linkages”, “reciprocal patronage”, “generalised support”, and
“public policy feedback”.?’ In each category, the bureaucracy, the LDP and interest
groups form a distinct mode of their connections and political exchanges.

Firstly, the type of “clientelistic linkages” covers sectors of solid, traditional
support groups for the LDP (agriculture, the medical professionals, small- and
medium-scale businesses, and so on), and LDP members continuously intervene in
policy-making in pursuit of votes in exchange for favourable legislation, subsidies,
generous tax treatment and other promotional policies. Ministries having jurisdiction
over these sectors are exposed to LDP’s interventions. In such political exchanges,
the interrelations among the LDP members, the interest groups and the ministries

concerned have been rigidly routinised over decades, and the policy-making process

has been highly politicised. Secondly, “reciprocal patronage” type is based on the
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recycling of political patronage and has the similar configuration of political
exchanges to that of “clientelistic linkages”, but the relations among bureaucrats, the
LDP politicians and interest groups are less routinised than those of clientelistic
linkages. The industries that can mobilise local votes, such as construction, housing,
and real estates, fall into this category.

Thirdly, big business and financial firms fall into the category of “generalised
support”. In contrast to the former two types of political exchanges characterised as
LDP’s massive intervention, according to Okimoto, this third category is typified by
LDP’s slight intervention and strong bureaucracy-industry relationships. Political
contributions from these sectors to the LDP are enormous, but not tied to specific
issues and policies; rather their aims are to secure a general favourable business
climate under the rule of the conservative government. Thus, there is rarely an
intrusion by the LDP politicians into the policy-making processes regarding these
sectors and thereby the bureaucracies having jurisdiction over these sectors (i.e., the
Ministry of International Trade and Industry - MITI [currently the Ministry of
Economy, Trade and Industry] and the MoF) can enjoy a high degree of autonomy.
The bureaucracy-industry relationships are the central linkages for this type of
political exchanges.

Finally, “public policy feedback” type revolves around such issues as

environmental preservation and social welfare in which “floating voters” or
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independent, non-clientelistic voters are interested. Any particular interest groups and
bureaucracies that would be involved in this type cannot be specified.

Okimoto concludes “the secret of the power of the Japanese state [i.e.,
outstanding variations across sectors in the degree of which Japanese industrial
policy is politicised] thus embedded in the structure of its relationship to the rest of
society”.30 His study has, at least, two implications. One is the shift from a focus on
the state’s role in the idea of “Japan, Inc.”, which regards Japan as a unified front,
towards the broader interest in the relationships between the state and society.’’ This
shift mirrors the emergence of “new institutionalism” in comparative politics.*?
Although in his study of the Japanese industrial policies in high-technology sectors,
Okimoto claims an autonomous role for MITI in implementing industrial policies, he
also pays close attention to mutual communication and consent between the MITI
and the industry prior to the formation of industrial policies.33

The other implication that Okimoto’s study generates is the shift from the
aggregate-level perspective of policy-making towards the sectoral perspective. This
shift took place along with the growing literature on sectoral policy network or
sectoral governance.”* The literature suggests that the aggregate-level perspectives
of policy-making patterns cannot be simply applied to examine state-society

relationships in a specific issue area.®®> Although it might be possible to characterise

the Japanese style of state-society relations as a whole in terms of certain singular
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ideas and institutions, this overall characterisation does not preclude considerable
variation across sectors. Namely, it is necessary to devise a more relevant framework
with which to narrow our focus to more specified policy issues and circumstances.
According to Okimoto, financial issues are categorised as “generalised support”,
where there is little intervention of the LDP, and for which the relationships between
the MoF and private financial firms are the crucial linkage.’* However, the mode of
relationships among bank regulators, LDP politicians and banks is still open to
question. As seen below, contrary to Okimoto’s classification, banking regulation is
likely to be subject to societal interests, and bank regulators enjoy less policy

autonomy than usually expected.

3.3.2.2 Informal Network in Banking Regulation: Network State Hypothesis

Developing the perspective of Japan as a network state, Jennifer Amyx argues that in
the realm of banking regulation, various actors concerned were embedded in an
informal relational network, and policy behaviours began to be constrained by the
embedded nature in the 1990s.’’ This leads to a network state hypothesis:
dysfunctional domestic institutions hamper Japanese credible commitments to the
Basle Accord. The informal relational network functioned very well during the rapid
growth period of Japan. Once several favourable conditions that used to underlie the

informal networks eroded, the same network generated inertial tendencies and
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constrained more than empowered the government in its policy options and decisions.
For this study, three pillars of the informal network of the Japanese banking
regulation are examined here. They are the Japanese Diet’s oversight of bank
regulators; the MoF’s relational ties with banks; and bank governance structure (main
bank system).

Firstly, institutional arrangements for the Japanese Diet’s oversight of bank
regulators had a principal—agentv problem between regulators and politicians. When
principals (politicians) and agents (regulators) are not equally well informed, more
informed agents are able to take opportunities and not to carry out appropriate
practices in dealing with less informed principals. Diet members were not in a
perfect position to monitor and assess the behaviour of the MoF due to institutional
deficiency of the oversight of regulators, and therefore they employed “fire alarm”
rather than “police patrol” oversight of the MoF.>® Under this sort of oversight, as
long as the financial system was perceived as stable, politicians neither closely
watched over the regulators nor intervened in the regulatory policy-making process.

Secondly, informal, exclusive connection between the MoF and individual banks
were carried out through several channels: daily face-to-face contacts between bank
employees called MoF-tan (MoF-handlers or liaisons) and Banking Bureau officials
of the MoF; the assumption of posts in private banks by retired MoF officials

(so-called amakudari or “descent from heaven”); and the temporary assignment of
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private sector employees to positions within the MoF (so-called ama-agari or “ascent
to heaven”). These informal liaison channels enabled MoF officials to convey advice
to banks as well as to detect problems at the early stage and, if necessary, to arrange
an assisted merger between an ailing bank and a stronger one behind closed dobrs to
preclude formal failure. Banks were cooperative in sharing information with the MoF
in the expectation that the MoF would come to rescue when they were in trouble, and
banks cooperated in arranging the rescue operations because the MoF awarded the
licence of extra branch offices to cooperative banks.*

Accounting rules were also set through exclusive networks revolving around the
MoF. The Business Accounting Council, an advisory panel to the MoF, played a
pivotal role in determining accounting rules. The council consisted of academics,
journalists and industrialists. MoF officials, however, played key roles in screening
potential members, setting agendas, and conducting meetings.*® There was no
independent, private accounting rule-setting organisation in Japan®*'. The MoF had
discretionary powers over the accounting rules setting process.

Thirdly, a so-called “main bank™ system, which was based on the implicit and
informal but long-standing relationships between banks, their client firms, apd
regulatory authorities, played a crucial role in monitoring loan portfolios.*> The
relationships between the firm and its main bank served five functions: (1) a main

bank provided loans and was a major creditor; (2) a main bank committed bond issue
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related services; (3) a main bank was a major stockholder; (4) a main bank carried
payment settlement accounts; and, (5) a main bank supplied management
information and resources and acted as a rescuer of financially depressed firms.*
These long-standing relationships of that system had served to reduce uncertainty
and transaction costs.

The network state hypothesis argues that these informal forms of banking
regulation turn out to be a stumbling block to credible commitment to the Basle
Accord when they are stressed. As regards the MoF-politician relations, the “fire
alarm” oversight of the MoF induces the regulators to exercise forbearance policy in
dealing with non-performing loans (NPLs). In moments of crisis, the MoF has
incentives to conceal the real picture of NPLs from politicians, since the disclosure
of regulatory breakdown is likely to trigger political intervention and reduce
policy-making autonomy—one of the MoF’s main organisational interests. This is an
institutional source of regulatory forbearance and hidden defection.

Once it becomes obvious that financial instability hits those social groups with
which LDP politicians establish personal and clientelistic relationships, however, the
politicians will intervene in the regulatory policy-making process. For politicians
whose prime concern is their re-election, adherence to international regulatory
standards or the pursuit of prudential regulation is secondary. Compared with

regulatory authorities and banks, therefore, politicians are less worried about the
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costs of defection and sometimes prioritise policy objectives rather than the strict
implementation of prudential banking regulations. In particular, during an economic
downturn, politicians are often willing to sacrifice regulatory prudence in order to
pull the economy out of recession. This is in particular the case for capital adequacy
requirements, since they are frequently seen as a main source of a credit crunch, and
in a country already suffering financial distress, their strict implementation leads to
the deterioration of the existing credit crunch. Furthermore, the costs of credit
crunches are concentrated on politically sensitive sectors such as small- and
medium-sized businesses and the construction industry. These politically powerful
borrowers are highly dependent on bank credit, thereby being vulnerable to credit
crunches. Thus, the severity of the domestic economic problems politicises the issue
of capital adequacy requirements and activates politicians who are less keen to
strictly comply with international standards.

The relations between the MoF and banks changed significantly after the
ministry’s fiasco of the 1981 Banking Act.** MoF officials failed to calculate
acceptable compromises with the banks. It led the officials to rethink the way of
communication with the banks. Hereafter, ministry officials saw relations with
MoF-tan as a means for obtaining information from private banks. The MoF’s
capacity to arrange informal rescue operations also gradually eroded in parallel with

financial liberalisation. For example, branching authorisations no longer provided
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banks with incentives to cooperate with the MoF. As foreign financial institutions
tied up Japanese banks’ NPLs in derivative transactions, information on the real
magnitude of the NPL problem was leaked to the market in the late 1990s. These
changes hindered the MoF’s capacity to arrange mergers behind closed doors.*

The breakdown of the MoF-led rescue operations revealed the problem that the
main bank system per se did not devise proper corporate governance of banks
themselves. Main banks were reluctant to allow their borrowers to default, partly
because it would negatively affect their monitoring reputation in the loan markets
and partly because it was main banks that had to absorb some of the losses incurred
by other creditors. Most banks still continue to extend new loans to debt-burdened
companies, often in exchange for only modest restructuring plans. They also
restructured nonviable loans by reducing interest rates and extending their maturity.
In addition, weak corporate governance of banks puts little pressure on managements
to maximise profitability (low profitability meant that they had small amount of
retained earnings to deal with NPLs) and to take proactive action to address
mounting NPLs, resulting in an unnecessary protraction of the crisis.*

It should be noted that the informal nature of banking regulation functioned
under historically specific conditions. A set of protective, competition-preventing

regulatory measures, consisting of ceilings on interest rates, segmentation of the

whole financial system, regulations on newly opening branches, and insulation from

88



foreign competition underpinned the informal regulatory systems. In addition,
generally favourable economic conditions worked on the informal system. In the
period of overall growth in the economy, troubled banks were the exception rather
than the rule. None of these three conditions held in the 1990s after the collapse of
the financial bubble.*’ In short, once these favourable conditions had gone, the
once-effective modus operandi of informal regulatory networks became
dysfunctional and the closely embedded linkage among the actors concerned turned
out to be a source for institutional inertia blocking credible commitments to

international regulatory standards.*®

3.3.3 Systemic-level Explanations
Systemic-level approaches hypothesise that pressure for participation and
compliance arises through various mechanisms at the international level, and explain

. . . . . . 49
compliance mechanisms in terms of some international bonus or sanction costs.

3.3.3.1 Redistributive Logic

The structuralist tenet of Kenneth Waltz argues that as anarchy is the ordering
principle in the international system, units (states) seek, at a minimum, to survive,

and in such a self-help system the survival of states entails responding to relative
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power of others.>® This line of argument stresses the role that power distribution
among states plays in determining outcomes, and it assigns less importance to the
independent role of international institutions, especially in economic realms.
Although his emphasis on the anarchical nature of the international system and
on the importance of inter-state power distribution is highly influential, Waltz’
persistence in privileging military security is not necessarily echoed by scholars in
the field of international political economy. Challenging the Waltzian
conceptualisation of international politics, Keohane and Nye emphasise
“asymmetrical interdependence” as a source of power, and suggest the need to
specify the context, that is to say, the issue-areas.’! In each issue-area, asymmetrical
interdependence among states generates unique power relations, and therefore
military resources are not necessarily useful when employed, for example, in a
financial context. Even Robert Gilpin, a structural realist emphasising the inter-state
power distribution as the chief explanation for outcomes, argues that economic
interdependence creates “economic power which one actor can use against
ano.ther”.52 In the realm of the politics of international banking regulation, according
to this perspective, relative size and importance of a national financial market within
the international system determine the international power configuration. Abilities to

offer international lender-of-the-last-resort services, to grant market access to

financial institutions, or, alternatively, to threaten market closure, underline power
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resources of a state which possesses large and dynamic financial markets.

Oatley and Nabors specifically apply this line of argument to the Basle
international banking regulation, which is here labelled the “redistributive logic” of
the Basle Accord: a powerful state, driven by domestic concerns, disproportionately
shapes an international regime to serve its domestic groups’ interests at the expense
of those of other states.”®> Predictably, the crude application of the systemic-level
perspective is prone to pay insufficient attention to domestic factors. Oatley and
Nabors solve this problem by incorporating the positive theory of economic
regulation in order to explain preference formation in the powerful state. Their
approach somehow derives from an influential analysis by Jeffrey Freiden about
distributional impacts of international financial flows on domestic social groups.54
He suggests that the increase in capital mobility does not automatically determine a
set of policy options of states, but rather it causes various social groups to form
different policy preferences. Oatley and Nabors argue that for American
policymakers, the Basle Accord was a political tool for solving competing policy
preferences between banks and taxpayers in the U.S.

Oatley and Nabors claim the Japanese financial sector’s asymmetry of relative
“vulnerability” vis-a-vis the Anglo-American counterparts, or the high “opportunity
costs” of losing their markets, endowed the U.S. with financial power (threatening

market closure) against Japan.”> The American regulators, together with the British
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whose banks were also confronting the challenge from Japanese banks, exercised the
financial power to push Japan into an unfavourable multilateral framework; thereby
forcing Japanese banks to raise their capital ratios. This logic parsimoniously
illuminates the significant role of the U.S. domestic interests in generating the U.S.
initiatives. It argues that the Accord was intentionally designed by the U.S.
policymakers to “transfer income from Japanese commercial banks to compensate
American commercial banks for the costs of [otherwise unilateral] regulation”, and
was successfully negotiated “only through U.S. policymakers’ use of financial market
power”.% They assert that the Japanese were the “primary targets” and were as a

whole the losers of the Basle negotiations.”’

3.3.3.2 Market Pressure Logic

With regard to Japanese banks’ rapid increase in their capital ratios in the late 1980s,
Beth Simmons points out the influence of “market pressure logic”.”® International
banking has one distinctive feature: the great concentration of financial power in one
or two countries (i.e., the U.S. and the U.K.) by virtue of their market size, efficiency,
and internationalisation of markets, and the sophistication of regulatory structures.
For this reason, Simmons argues, there is considerable market pressure on
non-Anglo-American banks to follow a regulatory standard adopted in the dominant

financial centres. Banks are not competing for international business on price alone,
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but rather they are concerned about reputation and do not want to be perceived as
inferior institutions. By the same token, national regulators are also afraid of
developing a reputation of their banks as poorly regulated, thereby emulating the
regulatory structures adopted in the dominant financial centres.

Based upon this observation, Simmons argues that the 1987 U.S.-U.K. bilateral
proposals for common capital adequacy requirements promoted the regulatory
innovation as a focal point for other countries’ regulators to emulate.”® Specifically,
regulatory changes in the dominant financial centre gave the rest of the world not
only competitive incentives to catch up with the regulatory change in order to
maintain or attract business, but also market pressures for conforming to the
regulatory environment of the dominant centre. It implies that Japanese participation
in the Basle rules is market-driven, rather than politically or institutionally-driven.
Simmons sees the Basle Committee as a facilitative institution pooling and
exchanging technical expertise, and her emphasis is on strong market-based
incentives that encourage the rest of the world to converge on the U.S.-UK.
regulatory innovation. In short, Japanese banks themselves were aware of the costs,
in terms of credit ratings and international business reputation, of adopting lax capital

adequacy rules.®’
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3.4 Conclusion

This chapter has presented different types of hypotheses: a two-level-game model, a
network state model; and two systemic-level modes, redistributive logic and market
pressure logic. The two-level-game model emphasises the implications of the
international and domestic interaction for regulators’ strategies to pursue their
preferences. The network state model attributes the informal nature of banking
regulation to institutional obstacles for credible commitment to the Basle Accord.
The redistibutive logic assigns greater importance to inter-state power relations. The
market pressure logic sees financial markets as a sort of pmicipation and compliance
mechanisms.

This chapter has also outlined a set of indicators of policy behaviours and-
economic outcomes against which to test the hypotheses. Evaluation of national
commitment to the Basle Accord is particularly difficult due to its general contents
leaving a range of discretionary powers to national bank regulators. Four policy
behaviours and economic outcomes are deduced from three norms of capital
adequacy requirements. These indicators establish a vantage-point from which the
test of the above mentioned hypotheses are carried out in the empirical part of this

thesis.
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Chapter 4

A Pre-Basle Accord History of Capital Standards:

Japan and the Basle Committee

4.1 Introduction
As has been argued in previous chapters, the roles which bank capital plays in
prudential regulation and competitiveness politicise the regulation-making process at
the domestic and international levels. A given country’s commitments to prudential
regulation in general and capital adequacy requirements in particular are a highly
political matter. This chapter will consider a history of capital adequacy requirements
in Japan and the regulatory development at the Basle Committee prior to the 1988
Basle Accord. Only a historically sensitive examination can allow us to recognise the
political arena within which relevant actors are positioned.

How did Japanese regulatorsvtraditionally formulate and exercise capital adequacy

requirements? How did international institutions provided by the Basle Committee
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affect Japanese regulators’ perceptions of capital adequacy measures? To what extent
and how did domestic institutions and private interests matter in the regulation-making
and implementation processes? To answer these questions is not only interesting in
terms of theoretical concerns over international regulatory harmonisation, but also

provides a starting point for examining Japanese commitments to the Basle Accord.

4.2 A Brief History of the Politics of Japanese Capital Adequacy Requirements
4.2.1 The Structure of Japanese Banking Regulation

Both the Ministry of Finance (MoF) and the Bank of Japan (BoJ) were bank regulators
in Japan until the 1998 establishment of the Financial Supervisory Agency (renamed
the Financial Services Agency in 2001).! The MoF had wide-reaching powers over the
financial and monetary realm, ranging from fiscal and monetary policy, the tax
collection, the government budget arrangement, the government bond flotation, to the
regulation and supervision of financial institutions. The ministry had seven Bureaux.
Among them, the Banking Bureau, the Securities Bureau, and the International
Finance Bureau were responsible for financial regulation in private sectors. The
Banking Bureau and the Securities Bureau monopolised the supervisory responsibility
over the banking sector and the securities sector respectively. The International

Finance Bureau oversaw the overseas operations of Japanese financial firms and the
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operations of foreign financial firms in Japan. The Banking Bureau was central to the
regulation of private banks, or private depository institutions, and thus was a key actor
in “policy networks” revolving around the issue of capital ratio rules.” While the
Securities Bureau and the International Finance Bureau were not directly re<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>