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Table 11
Euro Area: Cumulative Effects Results

Avg
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2011-20
Real GDP (2010 = 100)
Base 100.0 101.1 102.0 104.4 106.0 106.3 106.9 108.8 109.7 111.4 112.7
Regulatory change 100.0 100.5 99.1 100.0 101.0 101.7 103.0 104.5 105.1 106.6 107.7
Difference (%) 0.0 -0.6 -2.8 -4.2 4.7 -4.3 -3.7 -39 -4.2 -4.3 -4.4
Real GDP (%y/y)
Base 1.0 11 1.0 2.3 1.6 0.2 0.7 17 0.8 16 1.2 1.2
Regulatory change 1.0 0.5 -1.3 0.9 1.0 0.6 13 15 0.5 15 1.0 0.7
GDP deflator (2010 = 100)
Base 100.0 101.4 102.9 105.0 107.4 109.6 111.7 114.0 116.3 118.7 121.2
Regulatory change 100.0 101.3 102.2 103.6 105.2 107.0 109.0 111.3 1135 115.9 118.3
GDP deflator (%y/y)
Base 1.2 14 15 2.0 2.3 21 19 21 2.0 21 21 1.9
Regulatory change 12 13 1.0 13 16 1.7 1.9 21 2.0 21 21 1.7
Nominal GDP (€ trillion)
Base 9.183 9.407 9.641 10.064 10456 10.695 10.975 11.389 11.708 12.140 12.546 3.2
Regulatory change 9.181 9.338 9.303 9.510 9.760 9.988 10.307 10.683 10.950 11.342 11.694 2.4
Difference (€ bn) -2 -69 -338 -554 -696 -708 -667 -706 -758 -798 -853
Employment (millions)
Base 141238 142.471 143.678 145721 147.808 148.766 149.511 151.109 152.542 154.163 155.835
Regulatory change 141225 142.070 141.615 141.934 143.100 144.084 145365 147.041 148.167 149.550 151.009
Difference ("000) -13 -401 -2064 -3787 -4708 -4682 -4146 -4069 -4375 -4613 -4825
Private sector credit (2010 = 100)
Base 100.0 103.0 105.6 111.4 116.7 119.2 122.4 128.0 131.8 137.7 143.1
Regulatory change 100.0 101.8 99.6 101.6 104.4 106.7 110.6 1154 1184 1234 127.8
Private sector credit growth (%y/y)
Base 31 3.0 25 5.6 48 21 2.7 46 3.0 4.4 3.9 3.7
Regulatory change 3.1 18 2.2 21 2.7 22 3.6 44 25 43 35 25
Bank assets (%y/y)
Base 13 14 11 3.0 25 0.9 13 25 15 25 2.2 1.9
Regulatory change 2.0 39 22 5.0 13 1.0 2.0 25 14 25 2.0 24
Risk-weighted assets (%y/y)
Base 1.8 2.7 18 4.2 3.6 13 18 35 21 34 29 2.7
Regulatory change 2.0 8.1 -1.1 21 1.6 12 2.6 3.2 17 31 25 25
Bank credit growth to the private sector (%y/y)
Base 2.8 2.6 2.0 5.4 45 17 2.2 43 2.6 4.2 35 33
Regulatory change 2.7 14 -3.1 16 23 17 33 4.1 2.0 4.0 31 2.0
Core equity shadow price (percent)
Base 17.7% 12.2% 11.4% 10.2% 7.8% 8.5% 9.8% 8.9% 8.6% 9.5% 8.4% 9.5%
Regulatory change 17.7% 12.2% 15.6% 17.2% 15.6% 15.1% 13.9% 13.2% 12.7% 12.5% 10.2% 13.8%
Real lending rate (percent)
Base 3.9% 3.8% 4.1% 3.5% 3.1% 3.5% 3.7% 3.4% 3.5% 3.2% 3.1% 3.5%
Regulatory change 3.9% 4.1% 5.5% 5.3% 4.9% 4.8% 4.5% 4.0% 4.1% 3.7% 3.5% 4.4%
Difference (bps) 0 28 135 183 185 137 80 65 60 50 47 97
Regulatory capital ratio (% of RWA)
Base 12.6% 12.5% 12.6% 12.4% 12.3% 12.4% 12.4% 12.1% 12.0% 11.8% 11.5% 12.2%
Regulatory change 12.6% 12.3% 13.1% 13.6% 14.2% 14.6% 14.7% 14.6% 14.7% 14.3% 14.2% 14.0%
Core Tier 1 Capital (€ billion)
Base 1272 1313 1362 1398 1432 1461 1484 1505 1525 1525 1525
Regulatory change 1274 1391 1435 1503 1578 1671 1786 1896 2003 2049 2093
Difference 2 78 73 105 146 210 303 391 479 524 568
Core Tier 1 capital ratio (% of RWA)
Base 8.2% 8.2% 8.4% 8.2% 8.1% 8.2% 8.2% 8.0% 8.0% 7.7% 7.5% 8.0%
Regulatory change 8.2% 8.2% 8.6% 8.8% 9.1% 9.5% 9.9% 10.2% 10.6% 10.5% 10.5% 9.6%
Return on bank equity (%)
Base 5.8% 6.8% 9.4% 11.4% 10.4% 8.9% 9.9% 9.4% 8.4% 8.7% 8.6% 9.2%
Regulatory change 6.1% 5.0% 3.8% 5.3% 5.4% 5.7% 6.7% 6.3% 5.9% 6.5% 6.2% 5.7%

Sources: |IF Estimates



Chart 25

Euro Area Employment Implications of Regulatory Reform
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The main mechanism through which the regulatory change measures outlined above
affect the economic outlook through our framework is via an increase in bank lending
rates to the private sector. In turn, this rate rise is driven by a combination of an
increase in the cost of funding to banks — explicitly as long-term funding rates rise, and
implicitly as the “shadow cost” of equity rises as banks are required to issue substantial
amounts of equity to meet new capital requirements and definitions (Chart 26). In our
regulatory change scenario, banks are required to raise about €150 billion (relative to
the base) by the end of 2014. Moreover, interest earnings are reduced by a requirement
to hold lower yielding government debt as a way of achieving new liquidity
requirements. The result is a rise in lending rates to the private sector, which peaks at
about 185 basis points in 2014 (Chart 27). Note that the ECB is not well-positioned to
provide any offset to this rising cost of bank intermediation over this time horizon, since
it starts with rates at just 1%.

Given the Euro Area’s bank dependency, the effect of such a rise in bank lending rates
could be quite severe. The path of bank lending to the private sector could be quite
weak through 2014 (Chart 28). Given the maturity structure of private sector lending,
this would imply very weak marginal lending decisions. In Germany, for example, 17% of
loans are short-term (one-year maturity of less), 14% are medium-term (one to five year
maturity) and 69% long-term (5 year or more)®.

% See Frenkel and Rudolf (2010).
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Chart 26

Shadow Cost of Bank Equity
percent (see Appendix for defintion)
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2012

2013

2014

2015

2016

Change in Real Lending Rate to Private Sector Borrowers
basis points

200 1
180 1
160 A
140 1
120 1
100 A
80 -
60
40
20

2011-20 average =

97 bps

Difference Between Bank Lending Rate

2017

2018

2019

2020

Paths in "Regulatory Reform" Scenario
versus "Base" Scenario

0

2010 2011

Source: IIF Estimates

2012

2013

2014

2015

2016

2017

2018

2019

2020

87



Chart 28

Euro Area: Bank Credit to the Private Sector
percent, y/y
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It is certainly possible that private sector bank lending conditions will not be as weak as
we project in a regulatory change scenario. It is also possible that the Euro Area
economy will be able to grow with less credit.

Unfortunately, however, it is also possible that the outcome of the regulatory reform
scenario for the economy could be bleaker. For one thing, our estimates show that the
Euro Area banking system will, in aggregate, fall significantly short of achieving both the
100% Liquidity Coverage Ratio and the 100% Net Stable Funding Ratio in our regulatory
change scenario even though that scenario embodies significant lending restraint
(Chart 29). If banks were left with no alternative but to achieve these ratios, then there
would be little option for them but to impose yet more severe restraint on bank lending
to the private sector.

Banking Restraint against a Backdrop of Fiscal Restraint

A second source of downside risk to the economic projections in Table 11 is that the
scenario for banking restraint is scheduled to play out at the same time as a significant
and widespread effort to lower Euro Area government budget deficits, in an effort to hit
the targets of the Stability and Convergence Pact—an effort that has been thrown into
heightened significance by the recent turmoil surrounding Greece (Table 12).
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Chart 29

Euro Area: Key Liquidity Ratios under Regulatory Reform Scenario
percent
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Table 12
Stability and Convergence Programs: Government Deficits
percent of GDP

2009 2010f 2011f 2012f 2013f 2014f
France 7.5 8.2 6.0 4.6 3.0 —
Germany 3.3 5.5 4.5 35 3.0 —
Greece 13.6 8.7 5.6 2.8 2.0 —
Ireland 14.3 11.6 10.0 7.2 4.9 2.9
Italy 53 5.0 3.9 2.7 — —
Portugal 9.4 8.3 6.6 4.6 2.8 —
Spain 11.2 9.8 7.5 5.3 3.0 —

Source: European Commission

To an extent, the mandate for banks to boost holdings of liquid assets and improve risk-
weighted capital ratios is favoring bank lending to governments and, thus, somewhat
reducing the pressure on governments to reduce deficits. In 2009, Euro Area banks’
holdings of government debt rose by €238 billion, and we project them to rise by an
average of €600 billion per year between 2009 and 2014 as banks strive to meet higher
liquidity requirements. Of course, this greater allocation of bank lending towards
governments crowds out lending to the private sector.

It should be noted that these substantially higher holdings of government debt—which
are likely to have a national bias—may add to the riskiness of the banking sector in two
important ways. First, it will increase the duration risk of banks, which are likely to want
to hold higher yielding government bonds, the value of which could sink as bond yields
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rise. Second, and more concerning, banks would be exposing themselves more squarely
to the liquidity and solvency risks of Euro Area governments. A year or two ago, that
might have seemed a trivial risk, but the recent turmoil in Greek and some other smaller
Euro Area government debt markets has served as a graphic reminder that the riskiness
of Euro Area government debt may be significantly higher than previously believed®”.

Indeed, the recent sharp ratings downgrade of Greece (and possible downgrades of
some other smaller Euro Area countries) raises interesting questions about how the new
liquidity framework will handle sovereign ratings migrations. If banks were forced sellers
of countries when they had been downgraded, then this could intensify sovereign credit
difficulties.

It is also possible that an environment of significant bank lending restraint will also
create a situation in which it is very difficult for governments to achieve budget deficit
reductions. The government budget deficit is the mirror image of the financial
imbalances of the private sector and external sector (Chart 30). Since 2007, the sharp
rise in the budget deficit has had its main counterpart in a rise in the saving-investment
surplus of the private sector—mainly as a result of the collapse in credit-driven
investment spending. The Euro Area could engineer a massive swing in its external
surplus, thus helping to reduce the budget deficit without a rise in domestic private
investment relative to private saving. This would seem to be an unlikely development,
however, absent a massive decline in the Euro. If this occurred, it could spark tensions
between the Euro Area and some of its trading partners.

It is more likely, therefore, that any meaningful budget deficit reduction will be difficult
without a reduction in the private sector financial surplus—i.e., a revival in private
investment and/or reduction in private saving. It is difficult to see this happening
without the Euro Area private sector feeling comfortable about increasing, rather than
reducing its leverage and, absent the sudden creation of significant non-bank means of
debt intermediation, this would require a revival in bank lending activity.

> This is, of course, an uncanny replay of the conditions which developed in the structured credit market
in 2006-07, when previously highly-rated (and low spread) product slumped in value as perceptions of the
creditworthiness of the underlying borrower shifted dramatically.
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Chart 30

Euro Area Sector Imbalances

percent of GDP
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Cross-Border Lending Issues

A final source of downside risk relates to the external environment. In 2007-08, Euro
Area growth was reduced by extreme weakness in Emerging Europe. Rapid growth in
Emerging Europe had been an important source of buoyancy for the Euro Area in 2004-
07, so the sudden reversal in fortunes for Emerging Europe was a blow to the West.

A contraction in credit flows from west to east was an important mechanism through
which the subprime crises rippled through Emerging Europe. According to IIF estimates,
net bank lending to eight large borrowing countries in Emerging Europe shifted from an
inflow of $172 billion in 2007 to an outflow of $47 billion in 2009,

Emerging European countries were able to stabilize themselves quite well in 2009,
however. In part, this reflected impressive policy adjustments in Emerging European
economies, often helped by support from official creditors (especially the IMF).
Emerging European stabilization was also helped by the commitment of many
commercial banks based in the Euro Area to maintain strong support for local affiliates
operating in Emerging European economies. Having fallen sharply between the middle

% See Suttle et al. (2010a). The 8 countries are Bulgaria, Czech Republic, Hungary, Poland, Romania,
Russia, Turkey and Ukraine. Excluding Russia, there were net inflows of $106 billion in 2007 and net
outflows of $26 billion in 2009.
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of 2008 and the early months of 2009, the consolidated claims of Euro Area banks on
Emerging Europe began to rise again early in 2009 (Chart 31).

Chart 31
Consolidated Foreign Claims on Emerging Europe
$ billion, end of period
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As is well known, Austrian banks have disproportionately large exposure to Emerging
Europe, mainly through the local lending activity of foreign affiliates (Chart 32). Other
Euro Area countries with large absolute exposures include France, Germany and Italy.
Greek banks also have relatively large exposures in Emerging Europe.

There must be some concern that the full imposition of the Basel Il proposals would
add a new negative twist to bank credit flows to Emerging Europe in the years ahead.
Restraint could operate through two channels:

e The increase in capital requirement would imply greater charges allocated to credit
extended to lower rated credits in Emerging Europe;

e Maintaining operations in Emerging Europe with minority interests from local
partners would become more expensive.

The main concern is how the new regulations will affect the parent banks in the Euro
Area and their ability to continue to provide funding to Emerging European affiliates.
There is general understanding that foreign funding from parent banks will be much

% Note that Chart 35 shows the consolidated foreign claims of Euro Area banks on an ultimate risk basis
(Table 9D, BIS (2010)). This measure includes both cross-border claims and local claims (in both foreign
and local currency) of foreign affiliates.



more restricted than in the past and that, as a result, affiliates will have to increase
reliance on local funding sources, mainly deposits.

Chart 32

Consolidated Foreign Claims on Emerging Europe, by Nationality of Bank
$ billion, December 2009 (numbers above bars reflect % GDP)
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Appendix: Euro Area Data Sources

Type of Data

Sources

Balance Sheet

Capital

P&L Model

Macroeconomic Data

European Central Bank - Aggregated balance sheet of Euro Area
monetary financial institutions, excluding the Eurosystem
http://www.ecb.int/stats/money/aggregates/bsheets/html/outst
anding_amounts 2010-03.en.html

Liabilities of Eurosystem to Euro Area credit institutions related to
monetary policy operations are used as a proxy for cash:
Consolidated financial statement of the Eurosystem
http://www.ecb.int/press/pr/wfs/2010/html/fs100302.en.html
BIS Quarterly Review, Table 9B Consolidated foreign claims by
nationality of reporting banks, immediate borrower basis
http://www.bis.org/statistics/consstats.htm

Estimated the composition of regulatory capital by using the
capital ratios for Euro Area large and complex banking groups
based on ECB Financial Stability Review 2004 — 2009
http://www.ecb.int/pub/fsr/html/index.en.html

OECD Bank Profitability Statistics
http://stats.oecd.org/Index.aspx?DataSetCode=BPF1

Eurostat
European Central Bank - Monthly Bulletins
OECD Economic Outlook 86 database
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Chapter 5

Impact on the Japanese Economy

Introduction and Summary

Japan’s relatively large and concentrated banking system stands out among the
major economies as having been one of the most resilient through the latest crisis.

There were no major banking failures in 2007-09: the number of banking
institutions remained relatively stable through the crisis. The provision of
emergency support to the domestic banking system through the crisis period was
minimal. The disorder in Japan’s money markets was nothing of the kind
experienced in either the United States or Euro Area.

There is, of course, a reason why Japan’s banks, in aggregate, were able to avoid
the troubles that many their US, Euro Area and UK counterparts encountered after
July 2007. The sector had experienced over ten years of trauma, following the
excessive lending boom in the 1980s.

After the lost decade of the 1990s, the Japanese regulatory authorities launched
various counter-measures to revive the financial sector. These measures could
serve as a good road map for others to follow, especially subsequent
developments showed that Japan’s banks avoided the mistakes of other banking
systems in the latest credit cycle—which was the first under this new regulatory
regime.

The Japanese economy will be adversely affected by changes projected under the
reforms to Basel II, although not dramatically so. For 2011-2020 as a whole,
average annual growth would be reduced by about two tenths, with the
cumulative impact amounting to about 1.5% points through 2020. As with other
jurisdictions, the dynamic of the hit from the regulatory change is quite adverse
through 2013-14, which is when the maximum impact of higher capital charges
(combined with negative redefinition effects) is felt.

Moreover, these negative developments growth are apt to worsen two basic
problems facing Japan: deflation and high budget deficits and public debt.

One key unknown is whether Japanese banks will find investors will to buy the
extra ¥15 trillion of Tier 1 (common) equity we project as necessary in the five
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years through 2015. In our framework, equity issuance is possible, but at a price,
which banks then pass on to their borrowing customers. If this is not possible,
however, then banks would be forced to be more aggressive in cutting their
balance sheets in the years ahead, adding yet further to downside deflation risks.

Resilient in the Latest Episode

Japan’s relatively large and concentrated banking system stands out among the major
economies as having been one of the most resilient through the latest crisis®. This can
be highlighted in a number of ways:

e There were no major banking failures in Japan in 2007-09: the number of banking
institutions remained relatively stable through the crisis (Table 13);

Table 13
The Japanese Banking System in Summary
Dec 06 Dec 07 Dec 08 Dec 09
Number of Banks (JBA measure)* 150 147 148 148
City Banks 6 6 6 6
Regional Banks 111 110 109 108
Other Banks 33 31 33 34
Total Assets (¥ trillion) 749 769 813 800
%oya 0.2 2.6 5.8 -1.6
%GDP 147.7 149.1 161.0 168.8
Risk-Weighted Assets (RWA, ¥ trillion) 550 561 592 556
%oya 2.1 2.1 55 -6.1
Capital Ratios (all expressed as % of RWA)
Regulatory Capital 7.3 7.6 7.7 9.6
Tier 1 Capital 5.4 5.6 5.6 6.8
Core Tier 1 Capital 3.3 3.3 3.3 4.1
Liquid Asset Ratio 12.9 115 125 16.0
Share of Banks in Credit Intermediation 41.3 50.1 52.6 52.6
*end March

Sources: Bank of Japan, Japanese Bankers Association (JBA), Individual bank reports, IIF Staff estimates

e The provision of emergency support to the Japanese banking system through the
crisis period was minimal (Charts 33 and 34). Some commitments of support were
made, but there were no outright disbursements whether in the form of capital
injections, asset purchases or guarantees. This is in stark contrast to most other G7
countries, especially the United States and United Kingdom.

o Credit losses reported by Japanese banks (and Asian bank more generally) have
been relatively modest since the beginning of 2007 (Chart 35). Overall Asian credit

8 \Within the G7, the systems in Canada and Japan experienced least stress.
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losses have been just 3.5 percent of those in the Americas, the overwhelming
amount of which was in the United States.

e The disorder in Japan’s money markets was significant, but nothing of the kind
experienced in either the United States or Euro Area (Chart 36). As a result, the Bank
of Japan was required to provide less in the way of liquidity support facilities and
thus expanded its overall balance by far less than other major central banks.

e Finally, it should be noted that Japan’s banking system became part of the solution
in 2008Q4. The capital injection by MUFG into Morgan Stanley at the end of
September is widely acknowledged to have been an important support, stopping the
domino-like collapse of US investment banks®".

Chart 33
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®1 See Paulson (2010), pp 271, 277 and 359-360.
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Chart 34
Bank Rescue Package Commitments 2007-09

as percent of bank assets
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Source: Panetta et al. (2009)

Chart 35 Chart 36
Reported Losses at Financial Institutions* G3: 3-Month Libor - Overnight Index Swaps
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Seen it, Done it

There is, of course, a reason why Japan’s banks, in aggregate, were able to avoid the
troubles that many their US, Euro Area and UK counterparts encountered after July
2007. The sector had experienced over ten years of trauma, following the excessive
lending boom in the 1980s. A number of years passed between the bursting of the
bubble (in 1989-90) and the first casualties in the banking system (1994). Once the
financial system began to contact, however, a very painful 7 years ensued, during which
time there was a major restructuring of the banking industry amid a phase of very poor
financial performance (Chart 37)%,

Chart 37

Rates of Return on Bank Equity: G3 Economies
net income relative to shareholders' capital
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Source: National sources and IIF estimates

After the lost decade of the 1990s, the Japanese regulatory authorities launched various
counter-measures to revive the financial sector. It could be argued that this combination
of measures would serve as a good road map for others to follow, especially subsequent
developments showed that Japan’s banks avoided the mistakes of other banking
systems in the latest credit cycle—which was the first under this new regulatory
regime®®. As illustrated above, the system has been quite resilient through the
downturn, although the same cannot be said for the economy — which is an important

%2 For more details, see Nakaso, H. (2001) and Ito, T. and Sasaki, Y.N. (1998).

% Another aspect of Japan’s experience from the 1990s that is important is the likelihood that the
tightening in regulation after 1994 contributed to Japanese banks’ withdrawal from international
lending which, in turn, contributed to the East Asia crisis. See Brana, S. and Lahet, D. (2009).
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reminder that macro stability does not follow on automatically from banking sector
stability. These measures included:

e The separation of non-performing loans from the balance sheet by imposing strict
risk assessment;

e The introduction of safety nets such as deposit insurance;
e The introduction of far more rigorous supervision;

e The introduction of a bankruptcy resolution framework that insulated against the
“too big too fail” problem.

Significantly, these measures were introduced ahead of subsequent measures to boost
capital. Caution was also taken with regard to the implementation of stricter capital
regulation (e.g. the improvement of the quality of capital) so that it would not
undermine banks’ ability to intermediate credit. Indeed, Japan’s banks went into the
latest crisis with both relatively low capital ratios (by global standards) and with a capital
structure that would be viewed as poor quality.

Alongside these regulatory reforms, there were a whole host of mergers: some forced;
others voluntary. The resulting banking system can be broken into two broad groups:
several large “City” banks (often known as “mega-banks”), and a set of smaller regional
banks (Table 13). Private banks account for about a half of the credit intermediation
process in the economy, which broadly lies about half way between the United States
and the Euro Area. These private banks can then be combined with co-operative-type
private financial institutions to form the universe of private depository institutions®.
These private institutions then combine with relatively large public sector financial
institutions (including, most prominently, Japan Post Bank) to make up the overall debt
intermediation system.

While its relative recent stability has been important, there are two other, less
encouraging aspects about the banking system that need bearing in mind when
considering proposals for regulatory reform:

e Japan’s banking system is relatively unprofitable, even after taking into account the
credit losses associated massive decade-long cleaning up operation following the
collapse of the 1908s bubble®. It should be noted that it is hard to blame poor cost
control for Japanese bank profitability. Rather, the main challenge is the

® For a detailed schema, see The Japanese Bankers’ Association
(http://www.zenginkyo.or.jp/en/banks/principal/index.html).
® See Horiuchi, C. et al. (2009a) and (2009b), Oyama and Shiratori (2001) and Loukoianova (2008).
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combination of the low interest rate environment (official short-term policy rates
have been close to zero throughout the past decade), and the weak demand for
credit resulting from the sustained massive financial surpluses in the private sector —
primarily in the corporate sector. There has been a significant decline in the
household saving ratio, but this has been accompanied by a reduction in (previously
very large) household financial assets, rather than an increase in consumer
borrowing. The outcome is very low net interest margins. Importantly, the weak
profitability of Japan’s banks, even in the good times, makes it both hard for Japan’s
banks to earn their way to higher capital through retained earnings, as well as raise
common equity in public markets, as the return on equity is structurally low (see
Chart 37).

The post-bubble environment has been one of low money and bank credit growth. It
has also been one where Japan’s potential growth rate has been much weaker
(Chart 38). The correlation of these two developments does not imply causality: low
potential growth may have led to weak money and credit demands; or both might
have been pushed lower by a common, third factor. It is hard to identify what
occurred in the early 1980s—aside from a dramatic change in the credit
environment—that could have led to such a dramatic change in Japanese growth
performance over the subsequent 20 years.

Chart 38

Japan: Money Supply and Potential GDP Growth
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Specifics of Regulatory Change Scenario

In our quantitative work to date, we have focused on modeling those measures which
have both a high level of clarity (albeit so far unquantified) and likelihood of occurrence
(see Chapter 2). For Japan, this means focusing on the Basel Il proposals (see Chapter
2). In assessing the cumulative effects on the Japanese economy, our specific
assumptions are:

1)

2)

3)

4)

An increase in trading book capital at the end of 2010. Our estimate is that the
Japanese banking system held about ¥88 trillion in trading book assets at the end
of 2009, the overwhelming proportion of which were interbank claims. Based on
industry estimates, we project the capital charge levied against these holdings to
rise by about three fold, which we capture by raising the average risk weighting
assigned to such trading book securities from 10% to 30% for securities of
financial firms held in the trading book), and from 25% to 75% for securities of
non-financial firms.

A two percentage point increase in the minimum Tier 1 and overall regulatory
capital ratios, to 6% and 10%, respectively, to take place at the end of 2012. In
our other country models, we have assumed that supervisors will enforce
broadly the same “fixed” buffers of actual capital over these regulatory minima
in 2012-2020, as were applied historically. In Japan, however, bank capital ratios
were generally too low in the 1990s through 2007, so we assume instead that it
is the 2009 buffers which are broadly maintained in 2012-20 in both scenarios.
These 2009 buffers are 1.6 percentage points over total regulatory capital and
2.8 percentage points over the Tier 1 minimum.

Redefinition effects. Japanese banks will be significantly affected by redefinition
effects which exclude a series of components that hitherto banks have been able
to count as capital. Historically, Japanese banks had relied on unrealized capital
gains on asset holdings, especially equities, but the sustained weakness in
Japanese equity prices after 1990 underlined how quickly such valuations could
disappear. In more recent years, however, other components of capital have
become more prominent, the most significant of which are minority interests in
consolidated subsidiaries. While there is considerable uncertainty about how
much these possible deductions amount to in the aggregate, we have estimated
them to total ¥12 trillion (which amounts to about 30% of Tier 1 equity as of
December 2009). We project that this amount is re-classified (as Tier 2 capital)
over a 3 year horizon from 2012 to 2014 (i.e. ¥4 trillion per year). This allows Tier
2 capital to be sustained at current levels, even though redefinition effects and
rule changes which will make Tier 2 instruments less attractive both to banks and
investors might otherwise reduce it.

No countercyclical buffer. In principle, we would expect regulators to introduce a
one percentage point counter-cyclical capital buffer in the midst of the next
cyclical upswing. As with the Euro Area, however, we judge Japanese growth
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5)

6)

prospects to be sufficiently muted over coming years in the regulatory change
scenario, that it is hard to project any enthusiasm among policy makers to
introduce such an additional buffer. Of course, policy makers will not know this
ex ante, so they might well go ahead and introduce such a restriction anyway.
But, for now, we have left this out of our regulatory change scenario.

Higher holdings of liquid assets as a result of the Liquidity Coverage Ratio (LCR).
The Liquidity Coverage Ratio will require that banks hold sufficient liquid assets
to ensure that they can survive a period of extreme stress. In the base scenario,
the LCR is not a binding constraint. But in our regulatory change scenario, we
adjust the overall liquid asset ratio (the ratio of cash and government bonds held
to total assets), in an effort to allow banks to meet the LCR through the
projection horizon in the regulatory change scenario. At the end of 2009,
Japanese banks held about 16% of total assets in the form of liquid assets (cash
plus government bonds). In our regulatory change scenario, we project banks to
lift this ratio to 18%, which allows banks to meet the 100% LCR minimum.

A greater reliance on longer-term over short-term wholesale funding, as a result
of the Net Stable Funding Ratio (NSFR). The new liquidity provisions will also
apply on the liabilities’ side of banks’ balance sheets. We assume that the NSFR
will be introduced in 2012, and that this will have the effect (in 2010-2012) of
shifting banks’ wholesale funding to longer-term debt. Japan’s banks shift their
wholesale issuance towards longer-term debt through the regulatory change
projection.

The Results in Outline

Based on our framework, the Japanese economy will be adversely affected by projected
changes, although not dramatically so. For 2011-2020 as a whole, average annual
growth would be reduced by about two tenths, with the cumulative impact amounting
to about 1.5% points through 2020 (Table 14).

As with other jurisdictions, the dynamic of the hit from the regulatory change is quite
adverse through 2013-14, which is when the maximum impact of higher capital charges
(combined with negative redefinition effects) is felt. In 2013, the difference between
nominal GDP in the regulatory reform and base scenarios amounts to about ¥15 trillion
(Chart 39).
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Table 14
Japan: Cumulative Effects Results

Avg
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2011-20
Real GDP (2010 = 100)
Base 100 102.0 103.6 105.0 105.7 107.2 108.7 110.1 111.6 113.0 1145
Regulatory change 100 101.9 102.6 102.4 104.3 105.2 106.6 109.1 110.3 111.5 112.8
Difference (%) 0.0 -0.1 -0.9 -2.5 -1.3 -1.9 -1.9 -1.0 -1.2 -1.4 -1.5
Real GDP (%y/y)
Base 3.4 2.0 1.6 14 0.6 15 14 13 13 13 13 14
Regulatory change 34 19 0.7 -0.2 1.9 0.8 1.4 2.3 11 11 12 12
GDP deflator (2010 = 100)
Base 100 99.5 99.1 98.9 98.5 98.2 97.8 97.4 97.1 96.8 96.4
Regulatory change 100 99.5 99.0 98.6 98.1 97.7 97.3 97.1 96.8 96.4 96.1
GDP deflator (%y/y)
Base -0.8 -0.5 -0.3 -0.2 -0.4 -0.4 -0.4 -0.4 -0.3 -0.4 -0.4 -0.4
Regulatory change -0.8 -0.5 -0.4 -0.5 -0.4 -0.5 -0.4 -0.3 -0.3 -0.3 -0.4 -0.4
Nominal GDP (¥ trillion)
Base 486 494 500 505 506 512 517 522 527 532 537
Regulatory change 486 493 494 491 498 500 505 515 519 523 527
Difference (¥ trillion) 0 -1 -5 -15 -8 -12 -13 -7 -8 -9 -10
Employment (millions)
Base 62.0 62.5 62.7 62.8 62.8 62.7 62.8 62.8 62.9 63.0 63.0
Regulatory change 62.0 62.5 62.5 62.3 62.1 62.2 62.2 62.4 62.6 62.6 62.6
Difference ("000) -4 -18 -134 -480 -608 -460 -578 -463 -319 -378 -427
Private sector credit (2010 = 100)
Base 100 102.1 103.7 105.2 104.7 106.0 107.2 108.4 109.6 110.6 111.8
Regulatory change 100 101.9 101.5 99.3 101.3 101.1 102.2 105.5 106.3 106.9 107.8
Private sector credit growth (%y/y)
Base 3.4 21 1.6 15 -0.5 13 11 11 11 1.0 1.0 11
Regulatory change 34 19 -0.3 -2.2 21 -0.2 11 3.2 0.8 0.6 0.8 0.8
Bank assets (%y/y)
Base 3.6 0.4 13 1.2 -0.6 0.4 0.9 0.2 0.9 0.1 0.8 0.6
Regulatory change 35 1.6 2.3 -2.3 18 -0.3 0.9 238 0.6 0.4 0.6 0.8
Risk-weighted assets (%y/y)
Base 3.7 1.8 14 13 -0.9 11 1.0 0.9 0.9 0.8 0.9 0.9
Regulatory change 37 49 -0.4 -2.8 1.9 -0.5 0.9 3.2 0.5 0.4 0.6 0.9
Bank credit growth to the private sector (%y/y)
Base 3.6 21 1.6 14 -0.7 13 11 1.0 1.0 0.9 0.9 11
Regulatory change 3.6 19 -0.6 -2.7 21 -0.4 1.0 33 0.7 0.5 0.7 0.7
Core equity shadow price (percent)
Base 9.8% 6.3% 6.8% 6.3% 6.4% 5.2% 4.8% 4.7% 4.6% 4.5% 4.4% 5.4%
Regulatory change 9.8% 6.4% 12.1% 22.2% 13.8% 14.8% 13.8% 7.5% 7.1% 7.7% 7.5% 11.3%
Real lending rate (percent)
Base 1.3% 1.0% 0.9% 0.7% 1.2% 1.1% 1.1% 1.0% 1.0% 1.0% 1.0% 1.0%
Regulatory change 1.4% 1.1% 1.4% 2.2% 1.8% 2.1% 2.0% 1.3% 1.3% 1.4% 1.4% 1.6%
Difference (bps) 2 6 56 151 67 99 89 24 29 37 38 60
Regulatory capital ratio (% of RWA)
Base 9.3% 9.3% 9.2% 9.2% 9.3% 9.2% 9.1% 9.1% 9.0% 9.0% 8.9% 9.1%
Regulatory change 9.3% 9.4% 10.2% 10.5% 10.6% 11.8% 11.9% 11.6% 11.6% 11.5% 11.5% 11.1%
Core Tier 1 Capital (¥ trillion)
Base 23 23 23 24 24 24 24 24 24 24 24
Regulatory change 23 25 30 30 32 38 40 40 40 40 40
Difference 0 3 7 6 8 15 16 16 16 16 16
Core Tier 1 capital ratio (% of RWA)
Base 4.0% 3.9% 3.9% 3.9% 3.9% 3.9% 3.9% 3.8% 3.8% 3.8% 3.7% 3.9%
Regulatory change 4.0% 4.2% 5.0% 5.1% 5.4% 6.5% 6.6% 6.4% 6.4% 6.4% 6.3% 5.8%
Return on bank equity (%)
Base -1.7% -1.4% 0.6% 1.8% 3.0% 2.9% 3.3% 3.6% 3.8% 4.0% 4.2% 2.6%
Regulatory change -1.8% -1.3% 3.7% -0.7% 6.2% 7.3% 6.9% 4.3% 4.5% 4.9% 5.0% 4.1%

Sources: |IF Estimates

114



Chart 39

Estimated "Cost" of Regulatory Reform on Japanese Economy
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The employment implications of regulatory reform are also modestly negative,
especially through 2014 (Chart 40). In the regulatory reform scenario, the level of
employment is about 610k lower in 2014 than in the base scenario, which amounts to
about 1 percent of 2010 employment levels.

Chart 40
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The significance of these negative developments is not so much that they are large in an
absolute sense, but they seem to be quite a significant price to pay for an economy
where the banking system did not perform poorly through the recent crisis, or reveal
itself to be a source of global systemic risk, relatively low levels of capital
notwithstanding®.

This is particularly the case, since these negative developments are apt to worsen two
basic problems facing Japan:

e Weaker growth in credit and nominal income will further intensify deflation risks in
Japan. The path for prices is a relatively weak one in both our base and regulatory
change scenarios, with prices falling throughout the next 10 years in both scenarios.
The regulatory change environment is modestly weaker, however, which goes
against the grain of everything that the Bank of Japan is otherwise trying to achieve.
From a perspective of both national and global financial stability, it is far from clear
that a policy change that adds to the downside risks to deflation is a particularly
appropriate one.

e Lower growth in nominal income will weaken tax revenue growth and compound
the Japanese government’s budget deficit and debt difficulties. The path of
regulatory reform implies a nominal income loss which averages about ¥12 trillion in
2013-16, which would translate to loss in tax revenue of about ¥3 trillion, or about
0.6% of GDP.

The Key Unknown: How Much of a Market in Japanese Bank Equity?

In tracing both the effects of regulatory change on the economy, as well as calibrating
their likely scale, a key variable in our Japan framework (as in our other models) is the
“shadow price” of equity — effectively the charge that the capital allocation part of the
banking system makes to the lending departments which, in turn, is passed on to
borrowers in the form of a higher lending rate spread. In our Japan model, this lending
spread averages about 60 basis points higher through the next decade in a regulatory
reform scenario, although it peaks a high as 150bp in the period of maximum stress for
banks—in 2013—when their capital raising activities are at their highest (Chart 41).

In order to meet higher regulatory norms, banks are projected to issue an extra ¥15
trillion of Tier 1 (common) equity in the five years through 2015. This may not sound like
a large amount (it is about 3% of current GDP), but it will be quite a challenge for two
simple reasons. First, the low profitability of Japanese banks makes such instruments
relatively unattractive to investors, especially global equity investors. Japanese equity

66 Japan’s 6 “mega banks” would also seem to have many of the “too big to fail” characteristics which
have seemingly become anathema. As noted, however, they were more of a source of global stability
than systemic risk in the recent episode.
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investors are assumed to have different expectations than their global peers in our
framework. In our shadow price of equity equation for Japan, we assume that the core
rate of return on bank equity that investors aspire to is 5%, in contrast to the United
States (12.5%) and Euro Area (10%). Second, Japanese investors have a bias to debt
instruments (bonds and bank deposits) relative to equity. This is one important reason
why Japanese banks have their specific capital structure (relatively low common equity
component and more significant component made up of subordinated debt).

The overall capitalization of the Japanese equity market is about ¥307 trillion, or $3
trillion, which is about 15% of the size of US equity market.

Chart 41
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In order to meet these new challenges, it seems likely that bank behavior will change in
three ways:

e There will be a focus on boosting profitability. Banks will cut costs (including
employment) and will attempt to widen loan spreads. They will also look to boost
fee incomes (e.g. higher guarantee fees) and require additional charges to cover
costs for financial operations, including depositary services.

e Banks will most likely take more risks, choosing to expose themselves to businesses
and financial transactions that can draw higher returns compared to traditional
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banking activities, but with greater risks. It is plausible that Japan would be left with
amore, not less risky banking system®”.

e Perhaps most likely, banks could choose to reduce the size of their balance sheets
more aggressively than our current projections assume, with banks reducing repos,
trading assets, loans, securities, and off-balance sheet items (such as commitments,
acceptances, and letters of credit). With this new behavior by the banks in place,
pricing in several key markets might be negatively affected.

Taking all this into consideration, banks seem quite likely to reduce risk assets — possibly
by more than either of our scenarios suggest. Any consequent negative effects on
economy are harder to assess, however. The non-bank private sector in Japan has been
running a substantial net financial surplus for a number of years, and thus has had
limited net borrowing needs. Reflecting this, latest BoJ lending surveys show that weak
bank lending has been mainly the result of weak demand, rather than constrained

supply.

%71t should be noted that Japanese officials have made the same point about the leverage ratio: see Sato
(2009).
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Appendix: Japan Data Sources

Type of Data

Sources

Balance Sheet

Capital

P&L Model

Macroeconomic Data

Bank of Japan — Financial Institutions Accounts (FA)

Bank of Japan — Financial Institutions Accounts (FA)

Financial statements of individual banks

IMF Global Financial Stability Report April 2010
http://www.imf.org/external/pubs/ft/gfsr/2010/01/index.htm

Japanese Bankers’ Association, Financial Statements of all Banks
http://www.zenginkyo.or.jp/en/stats/year2 01/index.html

IMF Global Financial Stability Report April 2010
http://www.imf.org/external/pubs/ft/gfsr/2010/01/index.htm

Bank of Japan
Japan Cabinet Office
OECD Economic Outlook 86 database
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Chapter 6

Impact on Emerging Economies

Introduction and Summary

. Large emerging economies should be an important part of discussions on global
banking sector reform. After decades of turbulence, emerging market banking
sectors were relatively stable in the latest episode. They may have lessons to
teach.

=  The total banking sector assets of a sample of large emerging economies was
about $20.6 trillion at the end of 2009, which is more than 174% of the size of the
US banking system, and about 145% of the combined GDP of these economies.
This aggregate is dominated by China, where rapid growth in the banking system
over the past couple of years has made it the single largest national banking
system in the world.

" In assessing the direct impact of the unfolding regulatory reforms on emerging
economies, we do not have the same quantitative framework used to assess the
impact in large mature banking systems. Our assessment is thus more qualitative.

" Based on this assessment, it seems as though it is economic conditions in Emerging
Europe that are most likely to be adversely affected by the current regulatory
reform agenda. This broadly matches the message from the mature economies,
where the largest impact falls on the European banking system.

" Most emerging market banking systems are relatively well capitalized and
maintain ratios of regulatory capital to risk-weighted assets well above the current
8% minimum of the Basel Il requirements.

=  Thisis not to say that the new BIS rules will not affect most emerging market
banking systems, however. One concern about the new capital regime is the
possibility that they do not fully incorporate the features of emerging capital
markets and that, as a result, significant amounts of what might now be countable
as Tier 1 capital might not be treatable as such in the future. Another is how local
supervisors will choose to react to an increase in the internationally agreed
minima in setting the appropriate local buffers for actual capital ratios.
Maintaining existing buffers and thus directly passing through the increase in the
minima would probably be unduly harsh.
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" Excluding minority interests from capital would also raise operating costs for many
mature market banks with businesses in emerging economies. The minority
interest issue is a particularly important one in the emerging economies, as many
have benefitted from infusion of foreign equity from mature economies into local
banking systems, which has brought with it new practices to improve local banking
efficiency and competition. Current Basel Ill proposals would significantly increase
the cost of maintaining, let alone increasing, such local emerging market presence
for banks based in mature countries.

" Most emerging market banking systems will be challenged by the liquidity
proposals. For one thing, most domestic long-term bank funding markets are
relatively thin. In some cases (especially East Asia), the supply of eligible liquid
assets is also limited.

. The direct negative economic effects on emerging economies from regulatory
reform will be compounded by indirect effects, which will operate mainly through
the transmission mechanism of cross-border capital flows. Unused trade finance
facilities would become far more expensive under the leverage ratio proposals.
These indirect effects could be most adverse for Emerging Europe, but economies
in Latin America and Emerging Asia would probably also be adversely affected.

= Asurvey of our largest emerging market member banks broadly confirms these
results. Bankers generally see the implications of reform as negative, with local
lending conditions likely to tighten modestly, but international banking markets
expected to tighten significantly, in the aftermath of regulatory reform.

Emerging Market Banking Systems should be a Focus

Banking systems in emerging economies should be an important part of the current
discussions on global banking sector reform. The reforms of Basel | and Basel Il were
negotiated among, and largely shaped for, banks operating in mature economies. With
the current round of reforms being designed to deliver a more stable global banking
system for the next credit cycle, there are many reasons for emphasizing emerging
markets.

The first is their existing scale. The total banking sector assets of a sample of 16 leading
emerging economies was about $20.6 trillion at the end of 2009, which is more than
174% of the size of the US banking system, and about 145% of the combined GDP of
these economies (Table 15). This aggregate is dominated by China, where rapid growth
in banking system over past couple of years has made it the single largest national
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banking system in the world® . While China dominates the EM aggregate (in banking as
in most other areas), the absolute scale of assets in a number of other economies is
notable, both absolutely and relative to GDP. For example, Brazilian bank assets have
climbed to about $1.5 trillion, while Korea’s and India’s are about $1.4 trillion®.

Table 15
Emerging Market Banking Sector Assets
% of 2009 GDP $ billion
Total EM (16) 145.1 20640.1
Emerging Asia
China 251.7 12354.3
India 99.9 1354.7
Indonesia 44.8 266.1
Korea 170.6 1419.9
Emerging Europe
Czech Republic 118.3 225.8
Hungary 139.4 197.5
Poland 92.6 428.9
Russia 74.4 963.0
Turkey 83.6 534.8
Africa/Middle East
South Africa 139.8 401.4
Saudi Arabia 99.0 365.9
Latin America
Argentina 33.3 103.6
Brazil 98.6 1551.4
Chile 119.6 193.5
Colombia 22.0 50.3
Mexico 26.1 229.0

Sources: IIF Estimates from various National sources

Second, 11 emerging markets are now formally part of the G20 process, and are thus
members of the Basel Committee on Banking Supervision and the Financial Stability
Board®. As such, they have active seats at the table and are able to influence directly
negotiations on reform proposals, unlike Basel | and Basel Il.

Third, while banking systems in some emerging economies had been subject to multiple,
and often violent, periods of crisis and turbulence over recent decades, there was a
much reduced incidence of EM banking sector turmoil in the latest episode. Bankers,

% Note that this does not include the “offshore” assets of banks based in Hong Kong.

% For some context, that puts Brazil slightly behind both Belgium and Luxembourg, which vie to be the
sixth largest banking system (by assets) in the Euro Area (see Table 10, page 81).

" The G20 consists of 19 countries and the European Union (which, in turn, is a grouping including many
economies from Emerging Europe). The 11 emerging market G20 members are: Argentina, Brazil,
Mexico, China, India, Indonesia, Korea, Russia, Turkey, Saudi Arabia and South Africa.
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