
This annex provides an update on
progress in restructuring and revitaliz-
ing Japan’s financial and corporate sec-
tors and related policy initiatives. The

framework for addressing the banking system’s
sizable bad loans and the corporate sector’s ex-
cess capital has been strengthened, but incen-
tives for banks and corporations to employ the
framework remain weak. Accordingly, not much
measurable progress has recently been made in
resolving these problems so far.

Japan’s Financial Sector: Limited
Progress in Addressing Structural
Weaknesses

After a period of relative calm following the
last round of public capital injections in 1999, a
deteriorating macroeconomic environment has
again exposed underlying structural problems
in Japan’s banking sector. Notwithstanding
some progress in restructuring banking opera-
tions and raising profitability, including in the
context of large mergers, reported bad loans
have been broadly unchanged and concerns
about asset quality remain. In early 2001, a
sharp drop in the stock market reinforced con-
cerns over bank capitalization, prompting the
government to announce an emergency pack-
age aimed at disposing of major banks’ bad
loans and reducing their exposure to equity
market risk. The package received a lukewarm
reception from many market analysts, however,
because important policy details were still being
worked out and because it was not seen as rep-
resenting a major shift in the authorities’ ap-
proach to restoring the banks to health.
Looking ahead, the introduction of mark-to-
market accounting in FY2001 and the shift from

blanket to partial deposit insurance in April
2002 could present formidable challenges for
weaker banks, including some regional institu-
tions and credit cooperatives.1

The life insurance sector has also been ad-
versely affected by the economic slowdown, which
brought deteriorating revenues, asset quality, and
yield spreads during the past year. The major in-
surance companies have held up reasonably well
so far, but a string of failures among mid-sized in-
surance companies highlighted the increasing
vulnerability of the sector. Entry by banks and the
opening of some parts of the industry to cross-
sectoral competition—concluding the Big Bang
reforms—will raise competitive pressures over
time and has already led to greater cooperation
through mergers and alliances. Going forward,
further consolidation is likely to occur.

Bank Vulnerabilities: Bad Loans, Weak Capital,
and High Market Risk

Three years after Japan’s banking crisis, initial
hopes that bank restructuring supported by pub-
lic capital injections would restore banks to finan-
cial health have given way to disappointment.
Major banks, regional banks, and credit coopera-
tives continue to be burdened by sizable problem
loans. In the view of the Financial Services
Agency (FSA), Japan’s financial supervisory
agency, banks have adequately provisioned
against nonperforming loans (NPLs), but private
analysts estimate that banks’ uncovered loan-loss
exposure remains excessively large—equivalent
in the aggregate to half of Tier 1 capital for ma-
jor banks and more than 100 percent of Tier 1
capital for regional banks. The quality of regula-
tory capital remains weak and bank profitability
remains low. Banks also remain highly exposed
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to market volatility owing to their large equity
and government bond holdings, and market fluc-
tuations will directly affect bank capital with the
introduction of mark-to-market accounting.

The Bad Loan Problem

Despite banks’ continued efforts to write off
NPLs in FY2000, outstanding bad loans declined
only slightly as new NPLs emerged faster than
expected. Banks recognized an estimated ¥5–6
trillion in fresh bad loans amid high-profile cor-
porate failures and a sharp increase in bankrupt-
cies among smaller companies. Banks also par-
ticipated in several large-scale debt forgiveness
packages and had to cover falling collateral val-
ues as land prices continued to decline.
Moreover, as the authorities have noted,
progress in the implementation of loan classifi-
cation standards has also contributed to the
need for additional provisioning. As a result of
these factors, loan-loss charges for major banks
are now estimated at about ¥4.3 trillion for the
past fiscal year—2.6 times the initial estimates
and comparable to costs in the previous year.

As of September 2000, gross nonperforming
loans for major and regional banks according
to the Financial Reconstruction Law (FRL)
standard amounted to ¥32 trillion, compared
to ¥11–12 trillion in general and specific re-
serves and an undisclosed amount of collateral
(Table A1.1).2 Preliminary results for the full fis-
cal year suggest that these numbers have re-
mained roughly unchanged through March
2001. A large amount of currently performing
loans, which were lent to borrowers classified as
needing attention, may be at risk of becoming
nonperforming, however. Recently released
data—based on banks’ self-assessments of asset
quality—show that the total face value of loans
by major and regional banks to borrowers whose
financial condition requires attention or who are

either bankrupt or close to bankruptcy amounts
to ¥111 trillion, of which ¥48 trillion is covered
by “superior” collateral (Table A1.2). The re-
maining ¥63 trillion is either covered by “ordi-
nary” collateral or is unsecured.3 Once credit co-
operatives are included (using data as of March
2000), the total value of all deposit-taking institu-
tions’ loans to classified borrowers rises to ¥151
trillion (30 percent of GDP), of which ¥70 tril-
lion is covered by superior collateral.4

Notwithstanding concerns that have been
raised over the large amount of potential prob-
lem loans, the FSA takes the view that currently
performing loans to borrowers requiring atten-
tion pose manageable risks. The FSA has advised
banks to adjust lending policies and conditions
according to the credit risk of the borrower, and
they see banks as having made progress in this
area. In addition, the FSA has expressed confi-
dence that banks are well advanced in strength-
ening loan classification and provisioning prac-
tices to internationally comparable levels, citing
endorsements by external auditing firms that re-
gard banks’ accounting practices as adequate.
Following intensive on-site examinations for all
major and regional banks, the FSA has reported
increasing compliance with its 1999 bank inspec-
tion manual, which closely mirrors supervisory
practices in other major industrial countries.
Moreover, the FSA enforces stringent provision-
ing requirements for nonperforming loans.
Accordingly, the latest data show that more than
half of the value of major banks’ loans to “spe-
cial attention” borrowers is covered by collateral,
loan guarantees, or loan-loss provisions. More
than 80 percent of the value of loans to borrow-
ers in danger of bankruptcy is covered by collat-
eral, guarantees, or provisions, and loans to
bankrupt borrowers are fully covered.

The FSA does not see a need for a further
tightening of classification or provisioning stan-
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2The FRL definition of NPLs includes claims on borrowers in or near bankruptcy and claims on borrowers requiring
special attention (mainly those with restructured loans and loans past due by more than three months).

3Superior collateral includes deposits and other financial instruments (such as government bonds) of high credit quality
that are easily disposable. Ordinary collateral includes other types of disposable collateral (such as real estate).

4Loans to classified borrowers included ¥48 trillion in NPLs as of September 2000 (see Table A1.2).



dards. In particular, it believes that forward-look-
ing provisioning—beyond the level consistent
with historical loss rates—would be inconsistent
with international accounting standards and
practices, and could exacerbate the already pro-
cyclical tendency of bank lending activities. It
also argues that provisioning should adhere to
the Commercial Law and generally accepted ac-
counting practices. Nevertheless, the FSA plans
to continue efforts to ensure strict enforcement
of existing standards and the strengthening of
banks’ risk management capabilities in the con-
text of future examinations.

By contrast, market analysts consider that the
banking system is substantially underprovisioned

against potential loan losses. Using various meth-
ods, different analysts estimate that major and
regional banks need to provide for an additional
¥20–30 trillion (5–6 percent of GDP) in addi-
tional loan-loss charges to reach adequate provi-
sioning levels (Box A1.1). These charges com-
pare to total Tier 1 capital of ¥33 trillion. The
basis for this assessment is their view that (1) the
average loan-loss rate on existing NPLs may
prove to be higher than the present rate of pro-
visioning, and (2) a substantial amount of so-
called “gray zone” loans—loans to borrowers re-
quiring attention that have not yet been
classified as NPLs—may become nonperforming
and incur losses.
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Table A1.1. Japan: Problem Loans

March March September March March September
1999 2000 2000 1999 2000 2000

(In trillions of yen) (In percent of total loans)
Banks’ self-assessment of asset quality1

Deposit-taking institutions 80.6 81.7 . . . 11.6 12.1 . . .
Banks 64.3 63.3 63.9 11.7 11.8 12.0 

Major banks 41.6 40.9 40.9 11.6 11.7 11.8 
Regional banks 22.7 22.5 23.1 11.7 12.1 12.5 

Cooperative-type financial institutions 16.3 18.4 . . . 11.4 13.4 . . .

Nonperforming loans: FRL standard2

Deposit-taking institutions . . . 42.2 . . . . . . 6.6 . . .
Banks 33.9 31.8 32.1 6.2 5.9 6.2 

Major banks 21.9 20.4 19.1 6.1 5.8 5.7 
Regional banks 12.0 11.4 13.0 6.2 6.2 7.1 

Cooperative-type financial institutions . . . 10.4 . . . . . . 9.9 . . .

Nonperforming loans: FBA standard3

Deposit-taking institutions 38.7 41.4 . . . 6.0 6.6 . . .
Banks 29.6 30.4 31.1 5.8 6.1 6.4 

Major banks 20.3 19.8 18.5 6.3 6.2 6.2 
Regional banks 9.4 10.6 12.5 5.0 5.9 5.9 

Cooperative-type financial institutions 9.0 11.0 . . . 5.7 8.3 . . .

(In trillions of yen) (In percent of NPLs) 4

Memorandum items:
Specific reserves
Deposit-taking institutions 14.8 11.5 . . . . . . 27.8 . . .

Banks 11.2 8.4 7.7 37.8 27.7 24.8 
Major banks 6.8 5.0 4.4 33.6 25.3 23.8 
Regional banks 4.4 3.4 3.3 46.9 32.1 26.3 

Cooperative-type financial institutions 3.6 3.1 . . . . . . 28.2 . . .

General reserves (major banks) 2.3 2.3 2.4 11.4 11.6 13.0 

Sources: Financial Services Agency; and IMF staff calculations.
1Under the self-assessment standard, banks report all loans to category II–IV borrowers—that is, borrowers in or near bankruptcy or in need

of attention, with the exception of class 1 loans (which are covered by superior collateral).
2The Financial Reconstruction Law (FRL) standard requires banks to report all loans to category III and IV borrowers (bankrupt or nearly

bankrupt borrowers), as well as loans to borrowers requiring special attention, notwithstanding the quality of collateral.
3The standard used by the Federation of Bankers’ Associations (FBA), which has been longest in use, is somewhat narrower than the FRL

standard. It does not include guarantees, foreign currency assets, and other claims.
4Relative to nonperforming loans according to the FBA standard.



• Loss rate on reported NPLs. On the basis of the
loss rate on loans that have already been fully
removed from banks’ balance sheets, analysts
expect loss rates for existing NPLs to exceed
provisioning requirements on the non-collat-
eralized part of NPLs, which are between 15
and 70 percent depending on the classifica-
tion of the borrower.5 Moreover, notwithstand-
ing a 30 percent haircut on collateral values
imposed by the FSA, analysts consider that the
value of collateral on bank balance sheets is
often overstated. Write-downs of land values
have not kept up with the decline in land
prices, and sales typically occur at depressed
prices, owing to the absence of a liquid real

estate market. Analysts estimate that these fac-
tors could give rise to further losses of ¥10–20
trillion on existing NPLs.

• Losses on “gray zone” loans. In addition to re-
ported NPLs, analysts expect substantial losses
from gray zone loans. These loans are typi-
cally owed by severely indebted companies
concentrated in some of the weakest sectors
of the economy (real estate, construction, re-
tail, and financial and other services). Many
of these companies would not be able to sur-
vive if interest rates rose significantly from
their present low levels. Loans to such compa-
nies account for more than half of all major
bank loans and 85 percent of all NPLs.6
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Table A1.2. Japan: Classification of Bank Loans
(In trillions of yen)

Loan Class1_______________________________________________
Classification of Borrower 1 2 3 4 Total

Deposit-Taking Financial Institutions (March 2000)

1. Normal borrowers 513.6 n.a. n.a. n.a. 513.6

2. Borrowers needing attention 53.0 63.9 n.a. n.a. 116.9
of which: Borrowers requiring special attention . . . . . . n.a. n.a. 14.0

3. Borrowers in danger of bankruptcy 9.4 7.6 3.5 n.a. 20.5

4. Bankrupt or technically bankrupt borrowers 7.2 6.3 0.0 0.0 13.5

Total loans 583.2 77.8 3.5 0.0 664.5
of which: Nonperforming loans2 . . . . . . 3.5 0.0 48.0

Major and Regional Banks (September 2000)

1. Normal borrowers 410.1 n.a. n.a. n.a. 410.1

2. Borrowers needing attention 36.7 50.5 n.a. n.a. 87.2
of which: Borrowers requiring special attention . . . . . . n.a. n.a. 11.6

3. Borrowers in danger of bankruptcy 7.0 5.6 2.7 n.a. 15.3

4. Bankrupt or technically bankrupt borrowers 3.7 4.9 0.0 0.0 8.6

Total loans 457.5 61.0 2.7 0.0 521.2
of which: Nonperforming loans2 . . . . . . 2.7 0.0 35.5

Source: Financial Services Agency, April 2001.
1Class 1 loans include all loans to normal borrowers, as well as other loans that are covered by superior collateral or guarantees. Class 2

loans include all remaining loans to borrowers requiring attention, as well as loans to borrowers in or in danger of bankruptcy that are covered
by ordinary collateral. Class 3 loans include all remaining loans to borrowers in danger of bankruptcy, as well as remaining loans to bankrupt
borrowers with doubtful recovery value. Class 4 loans are regarded as unrecoverable.

2Loans to borrowers requiring special attention, in danger of bankruptcy, or bankrupt or technically bankrupt. Nonperforming loans shown
here are slightly larger than those reported in Table A1.1, owing to differences in coverage and loan reclassification between publication dates.

5Loans that are fully provisioned up to the value of collateral and guarantees can be carried on the balance sheet with
zero value (“partial write-off”). The loans remain on the books until all claims relating to the loan have been resolved (“fi-
nal disposal”), which can take years unless the loan is sold or forgiven.

6Loans to just three sectors (real estate, construction, and retail) account for about one-quarter of all loans and almost
half of bad loans.



Analysts question whether these loans are ade-
quately classified and provisioned against, par-
ticularly as loan officers still appear reluctant
to downgrade borrowers—either because of
long-established relationships or because of
the implications for provisioning and new
lending. Moreover, favorable loan classifica-
tions sometimes depend on guarantees by
affiliates of parent companies, which could
themselves become impaired. Analysts expect
that a further slowdown in the economy

could transform many gray zone loans into
NPLs, necessitating ¥10–15 trillion in addi-
tional loan-loss charges.
Differences in view between the FSA and mar-

ket analysts largely reflect different assumptions
about future loss rates, which in turn depend
strongly on the future course of the economy.7

Table A1.3 shows the amount of uncovered
losses for major and regional banks under vari-
ous scenarios. The table loosely corresponds to a
simulation by a major credit rating agency,
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In view of banks’ past loss experience, market
analysts generally consider that current provi-
sioning levels are inadequate to cover losses that
might arise both from reported nonperforming
loans (NPLs) and from loans to troubled bor-
rowers that might become nonperforming in
the near future. Analysts base their estimates of
how much more provisioning will be needed on
different methods, partly depending on the
quality of loan data at their disposal:
• One approach is to compare the ratio of bank

loans to GDP at the height of the bubble to its
long-term average, which gives a rough mea-
sure for the amount of excess loans that needs
to be written off. Uncovered loan losses can
be calculated by subtracting the cumulative
amount of loan losses that has already been
recognized.

• Some analysts have applied assumed loss rates
to the amount of outstanding nonperforming
and “gray zone” loans. These rates are as-
sumed to increase sharply from historical lev-
els (which can be calculated from banks’ loan
books), owing to a weakening economy, a con-
centration of loans in weak sectors, less room
for evergreening, and a tougher approach by
bank regulators. Analysts generally refer to
the experience with nationalized banks where
inspectors discovered a much larger amount

of NPLs than had been classified as such by
the banks.

• Another approach, which takes account of the
fact that banks continue to experience losses
on collateral as long as a loan has not been
fully removed from the balance sheet (which
may take several years), applies a common
loss rate to all loans that have been reported
as nonperforming since the end of the bub-
ble. Estimates for the loss rate can be based
on the relatively few loans that have been re-
solved by loan disposal agencies (such as the
Cooperative Credit Purchasing Company
(CCPC), an institution that resolves credit co-
operative loans), or on prices for bad loans on
the secondary market.

• Finally, one approach is to modify loss rates
according to the year in which bank loans
have been taken out. This also takes account
of the fact that losses relate to the decline
of collateral values over the lifetime of the
loan.
Details regarding the calculations are often

proprietary, which makes it difficult to evaluate
individual assumptions and estimates on their
merits. However, the estimates broadly converge
to the conclusion that major and regional banks
may hold some ¥20–30 trillion in unrecognized
loan losses.

Box A1.1. Japan: Methods to Estimate Future Bank Loan Losses

7They may also reflect some features of the Japanese financial system, such as the limited information that banks de-
mand of borrowers and the heavy reliance on collateral. Because of these features, loans that are assessed as “good” based
on the limited available information about the borrower and the use of collateral may be subpar on a cash flow basis.



which has analyzed possible losses across differ-
ent loan categories under varying macroeco-
nomic conditions.8 Going beyond the estimation
problem, however, there are concerns that ad-
herence to internationally accepted inspection
practices may not be sufficient in Japan’s defla-
tionary environment to reflect the full scale of
the bad loan problem. There is likely a need for
a more forward-looking approach than is typi-
cally required by such practices, in view of the
erosion of collateral values and the sharp in-
crease in the real debt burden that are unique
in recent economic history. Since Japanese
banks may not yet have the credit management
systems in place to deal with these unusual cir-
cumstances, their assessments of the true quality
of their loan portfolios are still at risk of being
too optimistic.

Weak Capital and Low Profitability

Market analysts consider that, if bad loans
were provisioned in accordance with their esti-

mates, a number of weaker banks could become
technically insolvent and many others would
probably fall below minimum capital require-
ments. Major banks have achieved the most
progress in provisioning for or writing off bad
loans, accounting for an estimated 75 percent of
around ¥70 trillion in cumulative credit costs for
all banks since the end of the bubble. 

Nevertheless, market analysts estimate that
major banks’ aggregate future loan-loss exposure
equals about half of their Tier 1 capital.9

Because regional banks remain relatively less
well capitalized (notwithstanding some success
in raising additional capital in FY2000), analysts
estimate that their combined loan-loss exposure
exceeds their Tier 1 capital. The same conclu-
sion has been reached for credit cooperatives
and some of the other small financial institu-
tions, which generally have the lowest capital ra-
tios and are particularly exposed to the small-
and medium-sized enterprises that are experi-
encing widespread bankruptcies.
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Table A1.3. Japan: Sensitivity Analysis for Uncovered Loan Losses of Major and Regional Banks
(Based on banks’ self-assessment as of September 2000; in trillions of yen)

Loan Scenario I Scenario II Scenario III Scenario IV________________ ________________ ________________ ________________
Amount Loss Ratio1 Loss Loss Ratio1 Loss Loss Ratio1 Loss Loss Ratio1 Loss

Normal loans 410.1 0.5 2.1 1.0 4.1 1.5 6.2 2.0 8.2

Loans to at-risk borrowers secured 
by superior collateral2 47.4 1.0 0.5 2.0 0.9 3.0 1.4 4.0 1.9

Loans secured by ordinary collateral 
Borrowers requiring attention 50.5 10.0 5.1 17.5 8.8 25.0 12.6 35.0 17.7
Bankrupt borrowers2 10.5 20.0 2.1 30.0 3.2 45.0 4.7 60.0 6.3

Loans to bankrupt borrowers with 
doubtful recovery value2 2.7 80.0 2.2 85.0 2.3 90.0 2.4 100.0 2.7

Unrecoverable loans to bankrupt 
borrowers2 0.01 100.0 0.01 100.0 0.01 100.0 0.01 100.0 0.01

Total 521.2 n.a. 11.7 n.a. 19.4 n.a. 27.4 n.a. 36.8

Uncovered loan losses3 n.a. n.a. 0.0 n.a. 7.7 n.a. 15.7 n.a. 25.1

Sources: Financial Services Agency; and IMF staff calculations.
1In percent. Mechanical loss assumptions are used for the purpose of calculation.
2Collateral refers to both loan collateral and loan guarantees. Bankrupt borrowers include de facto bankrupt borrowers and borrowers in dan-

ger of bankruptcy.
3Banks are assumed to hold a combined ¥11.7 trillion in general and specific provisions.

8See Fitch (2001). The macroeconomic outturn underlying the worst-case scenario in Table A1.3 corresponds to a sharp
recession, followed by meaningful structural change and a gradual economic recovery.

9Based on preliminary data, reported capital adequacy levels of major banks have declined by three-quarters of a per-
centage point since September 2000, although on average they remain high at around 11 percent.



Banks’ shareholder equity remains relatively
small, particularly in contrast to their large expo-
sure to market risk from their equity and JGB
portfolios (see below). Following a decade of low
profitability and two rounds of public capital in-
jections, more than half of the banks’ Tier 1 cap-
ital consists of deferred tax assets, public capital,
and preferred equity instruments (Table A1.4).
Moreover, deferred tax assets will expire unless
they are claimed against profits over the next
five years; banks will eventually want to repay in-
jections of public capital; and preferred instru-
ments will need to be rolled over in the course
of the next two years.

Banks therefore will need to substantially raise
profitability over the medium term to deal with
the bad loan problem and strengthen their capi-
tal bases. However, there are as yet few signs that
profits will increase substantially in the near fu-
ture. Major banks’ operating profits in FY2000
were essentially unchanged compared to the
year before, as sluggish credit demand contin-
ued to erode the average gross lending margin
(Figure A1.1). Some banks have recently begun
to shift toward fee-based activities such as domes-
tic syndicated lending and investment banking.
These operations are still small, however, and
therefore are unlikely to generate substantial
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Table A1.4. Japan: Major Banks’
Regulatory Capital1
(As of September 2000)

Percent of 
Trillions Risk-Weighted 
of Yen Assets

Total regulatory capital 41.3 11.6
Tier 1 capital 22.8 6.4

Deferred taxes 5.5 1.5
Public capital (preferred stock) 6.2 1.7
Other preferred stock 0.9 0.3  
Other 10.2 2.9  

Tier 2 capital 18.8  5.3  
Public capital (subordinated debt) 2.5 0.7

Memorandum items:
Top tier regional banks 12.1 10.3
Second tier regional banks 3.0 8.2
Shinkin banks (credit unions) 5.8 9.8
Credit cooperatives 1.0 7.6

Source: Financial Services Agency.
1Major 16 banks, consolidated basis.
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revenues in the near term, especially in the face
of strong competition from established market
participants.10 Banks have also returned to the
international loan market in search of higher
margins, but this expansion comes at a time
when other banks are tightening exposure in an-
ticipation of rising credit risk. Finally, implemen-
tation of merger plans is proceeding slowly.
Significant synergy gains have yet to be realized,
and cost-cutting efforts have so far had only a
small impact on operating profits. Partly reflect-
ing market pessimism about bank restructuring,
major bank share prices have declined by about
30–40 percent since merger plans were an-
nounced in August 1999 (Figure A1.2).

High Exposure to Equity and JGB Markets

Bank exposure to market risk remains large,
and falling stock prices eroded banks’ hidden
capital gains in 2000. The book value of shares
and government bonds held by banks amounts
to some ¥38 trillion and ¥44 trillion, respectively,
for the major banks and ¥8 trillion and ¥20 tril-
lion, respectively, for the regional banks. In
March 2000, with the Topix at 1,650, major
banks reported hidden reserves worth ¥8.1 tril-
lion. These gains—which had been used in the
past to finance bad loan write-offs—evaporated
during the year, however, as the Topix slid below
1,300. Private sector analysts estimate that hid-
den reserves disappeared as the Topix crossed
1,350, and that every 100 point change in the
Topix translates into a capital gain or loss of
about ¥2.5 trillion. On this basis, major banks on
aggregate are thought to have experienced some
hidden losses at the end of FY2000. The drop in
stock prices was short of what would have caused
systemic problems, although concerns arose
about the degree of losses at some individual
banks at around the time that the equity market
reached its trough.

Banks are also increasingly exposed to a sharp
rise in JGB yields. In the absence of attractive
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10Moreover, fees on syndicated lending usually depend
upon the size of the loan, so that profitable syndicated lend-
ing might require banks to expand their balance sheets.



lending opportunities, banks have continued to
invest surplus funds in JGBs. By mid-2000, the
share of government securities in bank assets in-
creased to a record 8 percent, compared to
around 3 percent at end-1998. During the year,
bond holdings gained in value as 10-year JGB
yields fell to low levels, but by the same token,
JGB holdings became both less profitable and
more risky. A 100-basis-point rise in JGB yields is
estimated to reduce major banks’ capital by
around ¥1 trillion, or 5 percent of Tier 1 capital
(consistent with an assumed average maturity of
bank JGB holdings of around two years). The
FSA views this exposure as manageable, however,
and does not consider banks’ interest-rate expo-
sure to be the source of significant risk.

Policies to Strengthen the Banking System

The Government’s Emergency Package

In April 2001, faced with deteriorating confi-
dence in the economy and the financial system,
the government announced a package of meas-
ures to deal with the related problems of bad
loans and the corporate debt overhang and to
reduce banks’ substantial exposure to equity
market risk. Further details of the package
emerged in the context of the Council on
Economic and Fiscal Policy’s blueprint for eco-
nomic reform, which was released in June 2001.
The package contains two major initiatives:
• The plan calls for the major banks to elimi-

nate two categories of NPLs—loans to bank-
rupt and nearly bankrupt companies, but not
loans to borrowers requiring special atten-
tion—from their balance sheets over a two-
year period.11 While banks can sell NPLs in

their entirety or resolve bad loans through the
courts, the package emphasizes the principle
of fostering corporate reorganization through
informal debt workouts along the lines of the
London Approach, implying the use of debt
forgiveness and debt-equity swaps.12 To this
end, a private sector committee recently is-
sued draft guidelines on voluntary debt work-
outs, which require a restructured company to
return to profitability within three years and
to clarify the responsibility of both sharehold-
ers and company management. Any loans that
remain on banks’ balance sheets after the
specified period would be sold to the Resolu-
tion and Collection Corporation (RCC),
which is to play a more active role in bad
loan disposal, including through stepped-up
securitization and active participation in debt
workouts.

• In addition, bank equity holdings are to be
limited to 100 percent of capital (defined as
either shareholder equity or Tier 1 capital)
from 2004 onwards. A Bank Shareholding
Acquisition Corporation (BASAC) is to be es-
tablished to facilitate scaling down cross-share-
holdings.13 The BASAC would purchase stocks
over a period of five years, with the aim of un-
winding its holdings through sales to the pub-
lic (e.g., in the form of exchange-traded mu-
tual funds) or repurchases by the issuing
companies over the following five-year period.
The government will initially guarantee up to
¥2 trillion of funds for share purchases. Any
loss of the BASAC at its dissolution would be
covered in the first instance by the contribu-
tions of its member banks, which will consist
of an aggregate ¥10 billion in initial contribu-
tions, plus subordinated contributions equiva-
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11New NPLs would have to be written off within three years from the date they are classified as nonperforming. The FSA
has stated that the plan focuses on the major banks because they see regional banks facing very different situations in
their regional markets. It also argues that efforts by major banks to remove bad loans from their balance sheets will in-
evitably require regional banks to do the same.

12The London Approach brings major creditors and other parties together on an informal basis to reach a collective de-
cision on the feasibility of a corporate debt workout and on how to share the related losses. The authorities would mainly
play the role of resolving coordination problems.

13Banks hold shares worth an estimated 130–150 percent of bank capital. A target exposure of 100 percent of capital im-
plies that banks would have to sell ¥10–15 trillion in shares.



lent to 8 percent of their sales to the BASAC
(effectively a haircut that would be returned if
the BASAC returned sufficient profits). The
government would cover the remaining loss.
Share sales by banks to the BASAC will be vol-
untary and are to take place at market prices.
Relevant legislation is likely to be introduced
during the extraordinary Diet session in the
autumn of 2001, and the corporation would
take up operations early in 2002.
Although markets generally welcomed the au-

thorities’ willingness to focus on the corporate
debt-bad loan nexus, the package was seen by
market analysts as only partially addressing the
underlying problems and as reflecting the au-
thorities’ reluctance to recognize the size of the
bad-loan problem. First, the package only fo-
cuses on the major banks, which account for less
than half of the banking system’s total assets and
problem loans and have stronger asset quality
and capitalization than the regional banks.
Second, the plan does not address the need for
more forward-looking provisioning practices, or
call for more aggressive treatment of the large
stock of gray zone loans whose repayment
prospects are also very uncertain. Third, it will
be important that corporate restructuring plans
submitted in exchange for tax-subsidized debt
forgiveness are realistic and provide a sufficient
basis for a sustained turnaround in corporate
profits.

Market participants were also critical of the
equity purchase scheme. The scheme has the po-
tential to weaken much-needed market disci-
pline on both banks and corporations, particu-
larly if it comes to be seen as effectively putting a
floor under stock prices. At the same time, the
scheme allows banks to maintain an equity expo-
sure equivalent to perhaps as much as 100 per-
cent of capital—leaving open the possibility that
another scheme may be needed in the future.
There are also concerns that, by setting a prece-
dent, the plan could lead to other asset-purchas-
ing schemes (for example, to reduce banks’ JGB
exposures). Finally, the plan potentially gives

banks too much discretion in choosing the
stocks they sell to the scheme, raising the risk
that banks could unload the stocks of fundamen-
tally unsound companies on the BASAC—stocks
that could be highly illiquid and that the BASAC
might find impossible to resell later.

Progress in Strengthening the Supervisory and
Regulatory Framework

Following the first round of on-site inspec-
tions of major and regional banks during
1998–99, which focused primarily on asset qual-
ity, a second inspection round currently under-
way concentrates on banks’ risk management sys-
tems. It examines the valuation and soundness
of financial assets, exposure limits to various
types of market risk, and internal monitoring
and controls (including in preparation for the
introduction of the revised Basel capital ade-
quacy standards). The FSA has released a revised
inspection manual for banks, focusing on im-
proved audit functions and including changes
made necessary by the transition to mark-to-mar-
ket accounting. Meanwhile, the first round of in-
spections of nearly 300 credit cooperatives that
began in April 2000 after supervisory authority
was transferred from regional governments to
the FSA will have been completed by mid-2001.
The FSA’s longer-term supervisory priorities in-
clude decreasing the time between bank inspec-
tions from two or three years to one year, and
pushing for quarterly instead of semiannual dis-
closure of banks’ investment results, with the
aim to eventually compile quarterly earnings
results.

The authorities have reaffirmed their commit-
ment to reintroduce partial deposit insurance in
April 2002, although liquid deposits—mainly
current deposits—will be fully covered until
April 2003.14 Under the new deposit insurance
law, which initially was to come into force in
FY2001 but had been delayed by concerns over
the health of the credit cooperative sector, the
scope of institutions and types of deposits cov-
ered will be widened to include certain bank
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debentures, interest on deposits, and deposits of
public entities. At the same time, to minimize
the cost of future bank failures, the new legisla-
tion provides for stronger instruments to close
troubled institutions and sell the viable parts to
an assuming bank. For example, measures have
been taken to facilitate the swift transfer of busi-
ness (ideally over the course of a weekend), in-
cluding the requirement to maintain adequate
information on depositors and loan transactions.
In addition, the scope of financial assistance to
be provided to the assuming institution has been
enlarged, providing (among other things) for
the Deposit Insurance Corporation to share
losses that are incurred from loans transferred
from a failed institution.

Changes in the Public Support Framework

Public funds have been used in a number of
costly bank failures in recent years (Table A1.5).
Costs of covering the failure of several financial
institutions in the late 1990s amounted to some
¥8.4 trillion (1.65 percent of GDP). The disposal
of a large number of failed shinkin banks (credit
unions) and credit cooperatives conducted in
FY2000 cost the government about ¥800 billion.

Another ¥17 trillion, which has mainly been
used for capital injections and loans to national-
ized banks, is expected eventually to be repaid.
Taken together, the public funds used to address
the banking crisis up to this point amount to
some 5 percent of GDP, toward the upper end of
the range for other industrial countries that
have experienced banking crises.15

In view of the extension of blanket deposit in-
surance by one more year, cutbacks in the public
support framework for the banking sector have
also been pushed back until April 2002. Changes
in the composition of the framework have raised
questions about the government’s ability to facili-
tate future bank restructuring with public capital.
During FY2001, funding for the government’s
safety net is to remain unchanged at ¥70 trillion,
but the accounts for capital injections and bridge
bank financing will be considerably reduced and
can only be used to address problems in the
credit-cooperative sector before they are phased
out in 2002. Under the revised deposit insurance
law, a new emergency account provides ¥15 tril-
lion to ensure the stability of the financial system
in case of a systemic threat (including on a re-
gional level). These funds are available for capi-
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Table A1.5. Japan: Bank Support Framework

Proposed Limits in Trillions of Yen Used by_____________________________
Account Purpose FY99 FY00 FY01 FY02 March 20011

General Account Depositor protection 2 4 6 6

}(partly premium-funded)

Special Account2 Depositor protection 17 23 23 n.a. 12.5
Public loans 10 10 10 n.a.
Grants 7 13 13 n.a.

Financial Revitalization Account2 Lending to nationalized and bridge banks 18 18 10 n.a. 5

Financial Functioning Early Capital injections 25 25 16 n.a. 8
Strengthening Account2

Crisis Management Account Emergency measures for major and n.a. n.a. 15 15 n.a.
regional banks

Total 62 70 70 21 25.5

Sources: Deposit Insurance Corporation; and IMF staff estimates.
1IMF staff estimate. Most of the funds are expected to be recovered, except for ¥8.5 trillion in government grants to cover depositor losses.
2Established under the Financial Functioning Early Strengthening Law in 1998.

15By comparison, the public costs of the U.S. savings and loan crisis amounted to 2.5 percent of GDP (see Lindgren,
Garcia, and Saal, 1996).



tal injections, full coverage of deposits, and tem-
porary nationalization in the event of financial
instability, although the circumstances under
which they could be used have been left vague.
The systemic clause, which only the prime minis-
ter can invoke, appears more restrictive than the
Early Strengthening Law that expired in March
2001. (The latter law allowed the use of public
funds to prevent a credit crunch and promote
write-offs of problem loans.) This may have weak-
ened an important tool for the government to
enable banks to address their bad loan problems
more aggressively. Moreover, the projected de-
cline in available public funds after FY2002 raises
more general concerns about the adequacy of
public support for bank restructuring in the ab-
sence of a systemic crisis.

Restructuring in the Banking and
Insurance Sector

Failures, Mergers, and Strategic Alliances

Most of the banks that failed and were nation-
alized since 1998 have been reprivatized. In
March 2000, the Long-Term Credit Bank
(LTCB) was sold to a private consortium led by
foreign investors, and in September 2000, own-
ership of Nippon Credit Bank (NCB) was trans-
ferred to a domestic consortium. Both banks
were cleared of most of their bad assets, received
public capital injections, and submitted ambi-
tious restructuring plans to the government, in-
cluding commitments to maintain strong capital
adequacy ratios. In August 2000, the first of five
regional banks that failed in 1999 was trans-
ferred to a new owner. Purchasing agreements
have been completed for the remaining four, in-
cluding with two foreign investors, and the
process of reprivatizing them is expected to be
essentially complete by mid-FY2001.

The reorganization of Japan’s banking system
advanced in April 2001, when the remaining

three of the four major banking conglomerates
took up combined operations. Following the ex-
ample of Mizuho—a bank holding company that
united three of the largest banks under one roof
in October 2000—two organizations (United
Financial of Japan and Mitsubishi Tokyo) have
also opted for a holding structure, while
Sumitomo and Sakura Bank underwent a full-
scale merger.16 Restructuring plans for the new
institutions have generally been strengthened,
including through the announcements of fur-
ther personnel cuts over the medium term. The
full integration of computer systems is not ex-
pected to be achieved before 2003 in most cases,
however. The completion of the Big Bang re-
forms prompted greater cooperation between
banks and trust banks, some of which have
joined one of the major alliances, and between
banks and insurance companies (see below).
The lack of a strong retail network has also led
major banks to cooperate more closely with re-
gional banks. In addition, some banks have be-
gun to work with the postal savings system to im-
prove access to banking services through ATMs
in post offices and other venues.

Restructuring among regional banks also
picked up during FY2000, mainly in the context
of a number of mergers and cooperation agree-
ments, and core profitability has been boosted
by expenditure reductions and an improvement
in the net interest spread. Moreover, banks have
generally managed to strengthen their customer
bases. Many banks replenished capital, decreas-
ing the number of banks with capital adequacy
ratios below 8 percent from 31 to 25 in the six
months to September 2000.17 Six more banks ap-
plied for public capital injections before the
deadline expired at the end of FY2000. In the
five years ending March 2000, the number of
credit cooperatives declined from 373 to 291 as
53 institutions failed, one was liquidated, and 28
were absorbed by mergers. With the first round
of FSA inspections in FY2000, this process picked

JAPAN’S FINANCIAL SECTOR: LIMITED PROGRESS IN ADDRESSING STRUCTURAL WEAKNESSES

201

16Sanwa Bank and Tokai Bank are slated to merge in early 2002. Mizuho plans to reorganize its operations into two sub-
sidiaries, dealing separately with corporate and retail customers.

17Banks that are not internationally active face a 4 percent minimum capital requirement.



up steam. The government closed a total of 12
institutions during the fiscal year and more fail-
ures are widely expected.

New Entrants to the Banking Sector

Competition in the banking system is intensi-
fying as domestic nonfinancial competitors make
inroads, armed with new business models such
as banking through retail outlets or Internet
banking. The demand for such services has re-
quired changes to the regulatory framework,
particularly in view of concerns that the new
banks might be excessively vulnerable if their
parent companies experience financial difficul-
ties. To address these concerns, in March 2001
the FSA submitted legislation that would require
FSA approval for nonbanks to hold more than a
5 percent stake in a bank. Shareholders with a
stake exceeding 20 percent, or otherwise having
strong influence on the bank, could be subject
to financial inspections if questions regarding
the sound management of the bank emerged. A
majority shareholder could be asked to shoulder
the losses of its banking subsidiary if the sub-
sidiary experienced financial difficulties.
Moreover, regulations will be in place to ensure
the operational independence of banks from
major stakeholders, to subject the sharing of cus-
tomer information between banks and parent
companies to operational safeguards, and to pro-
hibit banks from bailing out parent firms and
other affiliates.

The new legislation is to replace existing FSA
guidelines by the end of FY2001 at the latest.
The opening of the sector to new entrants paved
the way for the reprivatized NCB to start busi-
ness (one principal shareholder is a nonfinan-
cial company) and has led to applications for
several new banking licenses, most of which have
been granted. By mid-2001, there are likely to be
four new banks that use the Internet as a main
channel for the delivery of financial services or
use convenience-store ATMs to deliver services

to customers. So far, two Internet banks and one
convenience-store bank have been licensed and
have begun to do business.

The Life Insurance Sector

Policy cancellations and sluggish sales at life
insurance companies continued to depress pre-
mium income during FY2000, magnifying the
long-standing problem of negative yield
spreads.18 Insurers were also affected by declin-
ing stock prices, which reduced latent profits on
their sizable equity holdings, and by deteriorat-
ing loan quality. As a result, the average solvency
margin ratio among the seven largest life insur-
ers, while still about triple the mandated 200
percent minimum, declined by about 180 per-
centage points during FY2000.19

Combined with an adverse economic environ-
ment, these difficulties contributed to several
failures among mid-size life insurers over the
past year, bringing to seven the number of insti-
tutions that have failed since 1997. Three com-
panies filed for bankruptcy under the modified
Law on Special Reorganization Procedures for
Financial Institutions passed in mid-2000 that
provides for quick restructuring under court
protection, including through a possible cut in
guaranteed yields. All of the failed companies
have in the meantime concluded purchasing
agreements with sponsoring institutions and
have resumed operations under their new par-
ents. The resolution of some cases required assis-
tance from the Life Insurance Policyholders
Protection Corporation, whose initial ¥960 bil-
lion in funds have now declined to ¥420 bil-
lion—an amount approximately equivalent to
previous government injections.

The government has taken a number of meas-
ures to improve supervision of life insurers. Life
insurers have undergone one round of FSA in-
spections, focusing partly on loan quality, and an
inspection manual for the insurance sector was
finalized in the summer of 2000. From April
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19The solvency margin measures an insurance company’s ability to maintain payments to policyholders against exposure
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2001, the formula to calculate the solvency mar-
gin has been changed to include the risks from
investment in unlisted shares, domestic bonds,
and foreign securities, evaluated at market
prices. Although the change is expected to lower
margins by about 50–200 percentage points, the
remaining insurers would still have solvency mar-
gins that are well above the 200 percent mark
that would trigger FSA intervention. The FSA
has also required insurance companies to pub-
lish more financial information, including core
profits from insurance business, twice a year (dis-
closure of interim results is currently voluntary).
Moreover, in a recently released interim report,
the Financial System Council (FSC) suggested
steps to make it easier for companies to build
capital, including through a revision of the re-
quirement to pay out at least 80 percent of an-
nual profits as dividends to policyholders. In ad-
dition, the FSC proposed to allow insurance
companies to reduce guaranteed returns on in-
surance policies outside a formal restructuring
process (a right that was suspended in 1996),
provided that policyholders are granted the
right to participate in the decision-making
process.

Foreign insurers have used recent failures of
life insurance companies as an opportunity to
gain a stronger foothold in the Japanese market.
Five of the seven companies that failed have
been taken over by major foreign companies,
and three smaller insurance companies have also
come under foreign control. Domestic insurance
companies have responded to increased compe-
tition by forging a web of alliances and mergers
in an attempt to solidify their financial bases be-
fore a wider opening of the insurance market to
banks and foreign companies occurs.20 Domestic
companies will also have an opportunity to
branch into “third sector” products that include
relatively new products such as medical care and

cancer insurance and that so far have been
largely reserved to foreign competitors. Mergers
have mostly been concentrated in nonlife insur-
ance (which will be particularly affected by the
opening of the third sector), but life insurers
have also begun to build alliances with nonlife
companies. The benefits of cross-sectoral coop-
eration are mutual, combining the stronger fi-
nancial positions of nonlife companies with
broader sales networks of life insurers.

Remaining Challenges

Looking ahead, a key challenge for the au-
thorities is to restore the financial health of the
banking system, in particular through a speedy
resolution of the bad loan problem. An impor-
tant challenge will be the continued strengthen-
ing of loan classification and provisioning prac-
tices, which could result in the downgrading of
gray zone loans. Moreover, the new initiative to
accelerate bad loan disposal should be pursued
rigorously, with efforts to include regional banks
and credit cooperatives in the process. In view of
the possibly sizable losses that could result from
higher write-offs, further targeted public capital
injections may be needed to recapitalize banks
with viable business franchises to prevent a
credit crunch and maintain confidence in the fi-
nancial system. To limit moral hazard, such in-
jections would need to carry appropriate condi-
tionality, including performance criteria that
ensure banks’ active participation in debt work-
out agreements, and a credible threat to convert
preferred into ordinary shares in case of non-
compliance.21

Now that a legal and institutional framework
for corporate debt restructuring is largely in
place, the authorities need to provide incentives
that force both creditors and borrowers to use
the tools that have been provided. While regula-
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tory pressure and performance targets for recap-
italized banks could provide a push for debt
workouts from the lending side, substantive
deregulation of the weaker sectors of the econ-
omy would expose bank borrowers to stronger
market forces and bolster incentives for work-
outs from the borrowing side. Once imple-
mented, recent proposals by the Council on
Economic and Fiscal Policy and in the draft
guidelines for debt workouts could add further
support to a market-driven resolution of the bad
loan problem—for example, by requiring that
independent experts assess whether informal
workout arrangements are adequate to restore fi-
nancial viability. In addition, planned measures
to liquefy the secondary market for bad loans,
including by liberalizing the real estate market
and providing for a more active role of the RCC,
could be crucial in helping banks to dispose of
bad assets (for example, through securitization).

Finally, the opening of the financial sector to
new entrants—both in the banking and insur-
ance industries—should lead to greater competi-
tion and a general improvement in the provision
of financial services. The government would
have two crucial roles to play. First, financial in-
termediation would benefit from a gradual re-
duction in the role of government financial insti-
tutions, including the postal savings system.
Second, the government would need to have a
strategy in place that would ensure the timely
exit of unviable institutions from the market.

Corporate Restructuring: Big Problems,
Little Progress

Revitalizing the corporate sector will be key to
Japan’s medium-term economic recovery, but it
remains a major challenge. Japanese corpora-
tions are burdened with high leverage and con-
siderable excess capacity accumulated during
the bubble era. In 1999 and 2000, significant en-
hancements to the legal and regulatory frame-
work for corporate restructuring gave rise to op-
timism that restructuring would accelerate.

These hopes were not fulfilled, as bank relation-
ship lending, regulation of politically connected
sectors, and the low interest rate environment
contributed to further delays. Against this back-
ground, this section reviews the framework for
corporate restructuring, assesses the magnitude
of the problem, describes the major impedi-
ments to addressing it, and discusses future
prospects.

The Framework for Corporate Restructuring:
Strengths and Weaknesses

Official Initiatives

Japanese officials increasingly recognize that
microeconomic reforms, not macroeconomic
stimulus, are needed to jump-start growth in
Japan. During the last two years, the government
has introduced major changes in taxation, the
Commercial Code, and other elements of the le-
gal framework designed to facilitate the restruc-
turing process (Table A1.6). These changes in-
cluded (1) a number of measures under the
Industrial Restructuring Law (IRL) aimed at re-
ducing leverage and excess capacity by facilitat-
ing debt-equity swaps, corporate spin-offs, and
the sale of assets; (2) a new bankruptcy law, the
Civil Rehabilitation Law (CRL), that includes
some features of U.S. bankruptcy legislation
(Chapter 11); and (3) measures intended to im-
prove accountability and corporate governance.
The proposals were passed by the Diet (parlia-
ment) in 1999 and most of them became effec-
tive during fiscal year 1999 and 2000.22

In FY2001, a number of measures will take ef-
fect and other measures are under considera-
tion. Mark-to-market accounting for investment
securities (including cross-shareholdings) and
tax measures including incentives for corporate
spin-offs and mergers have become effective. In
addition, a law allowing pension plans along the
lines of U.S. 401k savings plans is under discus-
sion. The government is also considering com-
plementary initiatives such as the deferment of
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capital gains taxes on asset transfers and the in-
troduction of consolidated taxation in
FY2002–03.23 The Justice Ministry plans to
amend the Commercial Code to update
Japanese standards of corporate governance.
These amendments would liberalize provisions
surrounding shareholder meetings and improve

disclosure. The Ministry plans to submit the
amendments to the Diet in the winter of 2002.24

Corporate Governance

The 2000 International Capital Markets report
described a number of changes in business prac-
tices intended to promote corporate governance
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Table A1.6. Japan: Official Initiatives Targeted to Corporate Restructuring

Proposal Legislative and Tax Changes Expected Timing

Facilitate debt-equity swaps a) Raise the ceiling on size of preferred stock issuance from Passed August 1999
one-third to one-half of outstanding shares

b) Tax-deductibility of debt write-off by banks Uncertain

Civil Rehabilitation Law Introduction of provisions similar to those of Chapter 11 in Effective April 1, 2000 
the United States

Tax incentives to reduce excess capacity Extend tax loss carry-forward from five years to seven years Passed August 1999

Share swap scheme Introduction of exceptions to provisions in the commercial Passed August 1999;  
code to permit share exchanges effective October 1, 1999

Stock transfer scheme Introduction of exceptions to provisions in the commercial Passed August 1999; 
code to permit establishment of a holding company in effective October 1, 1999
between shareholders and operating firms

Ease restrictions on asset sales If acquired company’s net assets are less than 5 percent Passed August 1999 
of the acquirer’s net assets, the latter is not required to 
obtain special shareholder approval

Reduction of registration taxes Registration taxes lowered to 0.35 percent from 0.7 percent Passed August 1999

Expand application of stock option Introduction of exceptions to provisions in the commercial Passed August 1999
schemes to subsidiaries code to permit extension of stock options to employees of 

subsidiary firms

Mark-to-market accounting Increase transparency of financial accounts
a) Mark-to-market accounting for tradable securities Effective March 2001
b) Mark-to-market accounting for real estate assets for sale Effective March 2001
c) Mark-to-market accounting for cross-shareholdings Effective March 2002
d) Mark-to-market accounting for fixed assets (proposed) Uncertain

Pension fund accounting Improved transparency of corporate pension funds by Effective April 2000
introducing new evaluation standards based on discounted-
present-value techniques, and the strict separation of 
pension fund assets and general corporate assets

Corporate Spin-off Law Introduction of exceptions to provisions in the commercial Effective April 2000 
(kaisha bunkatsu ho) code to shorten process

Pension Reform Law Introduce portable pension schemes along the lines of U.S. Under discussion, possible
401(k) plans implementation during 2001

Commercial Code amendments Update standards of corporate governance: introduce To be submitted to the Diet 
provisions to reduce the minimum number of shareholders in Fall 2001
needed to hold a general shareholders meeting; introduce 
provisions for consolidated accounting methodologies for 
all companies meeting certain capital and other requirements

Consolidated taxation Offset losses in one holding company against profits in Possible implementation 
another FY 2002–2003

Sources: Goldman Sachs (1999, 2001b); Oxford Analytica (various issues); and World Securities Law Report (2001).

23See Oxford Analytica (2000).
24See World Securities Law Report (2001).



based on market discipline rather than relation-
ship lending, thereby bolstering incentives to cut
excess capacity and boost profitability. These
changes included shrinking corporate boards,
appointing external directors, and introducing
incentive-based compensation structures.
Nevertheless, a review of the experience during
the past year suggests that Japanese corporate
governance has not improved substantially, in
part because these changes have been weakly im-
plemented. For example, although there are
fewer directors on corporate boards, directors
are still former executives of the companies
themselves, and are therefore seen as favoring
management rather than shareholder interests.
Likewise, external directors are viewed as inef-
fective in providing independent oversight of
management.25

As a consequence of such problems, corporate
governance in Japan remains weak. An inde-
pendent consulting firm recently examined cor-
porate governance in five major developed
countries using a number of indicators (Table
A1.7). Japan’s overall score declined in 2000 as it
continued to lag other countries. The study at-
tributes the poor relative performance of corpo-
rate governance in Japan to factors such as inad-
equate accounting standards, barriers to

takeovers including insufficient transparency,
lack of independent boards of directors, and ex-
ecutive compensation schemes that bear no rela-
tionship to firm performance.

Merger and acquisition (M&A) activities,
which play a vital role in strengthening corpo-
rate governance by fostering the creation of an
external market for corporate control, gained
significant momentum in 1999 as the keiretsu
system weakened and cross-shareholdings were
unwound. Market analysts were confident that
the momentum would continue in 2000, as a
number of official initiatives that encouraged
equity sales by banks and corporations (such as
mark-to-market accounting) became effective
during the year. The results in 2000 were disap-
pointing, however. Public capital injections into
the banking system, low interest rates, and some
signs that the economy might recover reduced
pressure on corporations to restructure and di-
vest assets.

In this environment, the total value of M&A
activities involving Japanese targets declined
from $197.3 billion to $99.89 billion during
2000. A significant part of the M&A activity that
did occur took place in banking and telecommu-
nications—which accounted for 34 percent and
14 percent of the total value of deals, respec-
tively—rather than in the most troubled sectors.
In addition, the share of Japanese target transac-
tions in the global value of M&A shrank from 6
percent to 3 percent. Foreign purchases of
Japanese companies, which may have consider-
able potential to establish a strong market for
corporate control, declined from $25.82 billion
to $13.57 billion.26 There was just one successful
hostile foreign bid, that of Boehringer
Ingelheim for a stake in SSP Co. Ltd.27

Despite the dismal results in 2000, market an-
alysts are hopeful that a number of factors may
revive M&A in the period ahead. One factor is
the continuing consolidation in the banking sys-
tem, which may promote unwinding of cross-
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Table A1.7. Corporate Governance Score Card

United United 
Indicator Japan Kingdom States France Germany

Best Practice Codes 2 7 9 8 5
Nonexecutive Directors 2 6 8 9 5
Board Independence 0 4 7 3 3
Split Chairman/CEO 10 9 2 2 10
Board Committees 3 10 10 8 4
Voting Rights 10 10 9 6 9
Voting Issues 4 7 3 8 7
Accounting Standards 0 9 10 4 7
Executive Pay 1 10 10 2 1
Takeover Barriers 1 10 7 4 3

Overall Score 3.3 8.2 7.5 5.4 5.4

Source: Davis Global Advisors, as cited in Goldman Sachs (2001a).
Note: 0 = lowest, 10 = highest.

25See Moody’s Investors Service (2000c).
26See Ibison (2001).
27There were also a number of hostile Japanese takeover bids—although none were successful.



shareholdings. In 2000, the share of equity hold-
ings of stakeholders such as banks, corporations,
and insurance companies on the corporate sec-
tor declined from 38 percent to 35 percent.
Another relevant factor is the forthcoming im-
plementation of the corporate spin-off law
(kaisha bunkatsu ho) and related tax incentives.

Contrary to expectations, the numerous official
measures embodied in the IRL, the CRL, and
changes to the Commercial Code have not signifi-
cantly accelerated corporate restructuring. For
example, the IRL provides tax incentives to re-
duce excess capacity by extending the tax loss
carry-forward from five years to seven years. As of
February 2001, more than two years after the law
was implemented, fewer than 60 firms had ap-
plied for the tax incentives.28 The number of re-
structuring announcements picked up slightly af-
ter the April 2001 introduction of the CRL but,
according to experienced private sector ob-
servers, most announced plans are insufficient to
raise medium-term profitability. They consider
the plans as focused mainly on short-term cost-
cutting rather than on addressing excess capacity.

The market has also greeted restructuring an-
nouncements with skepticism (see Box A1.2).
Firms made over 1,000 restructuring announce-
ments between July 1999 and December 2000,
the period surrounding the introduction of the
CRL. On average, they had a negligible impact
on the stock price of the corporation making
the announcement. Announcements made after
the CRL was introduced were no more credible
to the markets than those made earlier. The type
of plan announced also made little difference
for its reception by the market.

One encouraging sign of restructuring amid
these disappointments has been the mounting
pace of bankruptcies, including among large
firms—which had been extremely rare in past

years. In 2000, bankruptcy liabilities rose from
¥13.5 trillion to ¥24 trillion, and the number of
bankruptcies increased from around 15,300 to
around 19,000. The sharp increase in bank-
ruptcy liabilities owed mainly to the failure of
large corporations such as Sogo and Seiyo,
which had liabilities of ¥1.9 trillion and ¥0.5 tril-
lion, respectively. These failures indicate that
banks may be increasingly reluctant to bail out
insolvent corporations.

The Sogo bankruptcy illustrates both the
progress in dealing with insolvent corporations
and some of the remaining impediments. Sogo,
founded in 1830, was one of the oldest and
largest department store groups in Japan and
had strong political connections. Early in 2000,
Sogo became unable to repay debts amounting
to close to ¥2 trillion, and a consortium of
71 banks led by Industrial Bank of Japan (IBJ)
proposed a ¥632 billion debt-forgiveness pack-
age. The package failed when one of the leading
banks, Shinsei Bank, refused to go forward with
the solution.29 Shinsei demanded that the gov-
ernment assume responsibility for the ¥200 bil-
lion in Sogo loans received when it purchased
the failed Long-Term Credit Bank from the gov-
ernment, as stated in the terms of the purchase.

As Shinsei Bank pulled out of the rescue, the
government took a more active stance through
the Deposit Insurance Corporation (DIC).30

Under the government’s scheme, the DIC would
have taken over Shinsei Bank’s Sogo loans and
written off half of them, which would have al-
lowed Sogo to remain in business. A public out-
cry followed the announcement of the plan’s de-
tails and serious concerns were raised that other
troubled but politically well-connected corpora-
tions might be given public bailouts. Sogo subse-
quently withdrew its request for debt forgiveness
and applied for bankruptcy under the CRL; the
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28METI figures, as reported in Goldman Sachs (2001b).
29Shinsei Bank is the former Long-Term Credit Bank of Japan (LTCB), recently purchased by a consortium of foreign

investors led by Ripplewood Holdings. Shinsei Bank also played an important role in forcing the bankruptcy of Life Co.
and Dai-Ichi Hotel Ltd.

30The involvement of the DIC led some to suggest that Sogo’s political connections may have played an important role
in the rescue. Nagasakiya, another department store with twice the sales of Sogo and one-third more staff, had been al-
lowed to go bankrupt earlier in 2000.
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In 1999, before much of the current frame-
work for corporate restructuring was put in
place, restructuring announcements were re-
ceived skeptically by the market. Market partici-
pants expressed concerns that many of the plans
were based solely on cost-cutting measures,
which they deemed insufficient to boost prof-
itability. They were nonetheless confident that
real corporate restructuring would begin once
key elements of the legislative and regulatory

framework for restructuring were implemented,
notably the Civil Rehabilitation Law (imple-
mented on April 1, 2000).

This box presents the results of an event study
analysis of 1,016 restructuring announcements
during the period July 1999–December 2000 to
empirically assess whether recent changes in the
legislative and regulatory framework have been
viewed by the market as encouraging real re-
structuring. Event study analysis (see Campbell

Box A1.2. Stock Market Reaction to Restructuring Announcements Before and After the
Implementation of the Civil Rehabilitation Law
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and others, 1997) is employed to assess the im-
pact of restructuring announcements on the
stock return of the announcing company. Event
study analysis has been widely used in finance,
including to study the impact of restructuring
announcements by Japanese corporations on
their stock returns.1

To assess the impact of the CRL on the
credibility of restructuring announcements,
announcements were classified according to
whether the firm announced the sale of fixed
assets, a reduction of the labor force, a merger,
goodwill transfers, capital reductions, or im-
provements in disclosure. Announcements
were also classified by whether they were made
before or after the April 1, 2000 introduction1See IMF (1999).
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of the CRL (see the table). Cumulative abnor-
mal returns, defined as the excess return over
the historical average one year prior to the
announcement, were computed 20 days prior
to and 5 days after an announcement, in order
to assess the announcement’s price impact.
The results were averaged across types of
announcements. The results, summarized in
the figures, indicate that on average, restruc-
turing announcements have not had a positive

price impact—either before or after the intro-
duction of the CRL—and support the hypo-
thesis that the CRL has not had a major influ-
ence on restructuring. The only exceptions are
announcements of labor-force reductions,
which had a positive impact after the CRL was
introduced. These announcements may be
seen as addressing one of the key structural
impediments to restructuring—labor market
rigidities.

Box A1.2 (concluded)

Number of Restructuring Announcements by Type and Date

Pre-CRL Post-CRL Full Sample
Restructuring Announcement July 1999–March 2000 April 2000–December 2000 July 1999–December 2000

Sale of fixed assets 198 147 345
Reduction of labor force 57 40 97
Mergers 81 129 210
Goodwill transfers 31 49 80
Capital reductions 5 13 18
Improvements in disclosure 100 166 266

Total number of restructuring 
announcements 472 544 1,016

Source: Goldman Sachs.

firm was later taken over by Seibu Department
Stores and IBJ.

Extensive Restructuring Is Still Needed

Confronting excess capital and the debt over-
hang will be key to sustainably revitalizing
Japan’s corporate sector. Unproductive fixed
assets continue to depress corporate returns
on assets (ROA) and returns on equity (ROE) in
Japan. In 2000, ROA rose from 0.5 percent
to 1.25 percent but remained well below both its
pre-bubble average of 4 percent and the U.S. his-
torical average of 5.5 percent. ROE in Japan was
4.7 percent, compared with 22.7 percent in the
United States and 16.3 percent in Germany.

Three methods are widely used to estimate ex-
cess capital in Japan. They are based on the ad-
justment in the capital stock required to (1) raise
ROA to historical levels, (2) raise utilization rates
from their present low levels, and (3) return the
capital/output ratio to the trend established in
the 1970s and 1980s. Each method implies a
large overhang of excess capital:
• Market analysts estimate that even if profits

rose substantially, fixed assets would still need
to be reduced by about ¥100–120 trillion to
raise ROA to historical levels.31

• Fixed assets would need to be reduced by ¥53
trillion to raise the utilization rate from its
2000 level of 73.5 percent to 80 percent, or by
¥120 trillion to raise it to 90 percent.32

31See Morgan Stanley Dean Witter (2001).
3280 percent corresponds to the average utilization rate over 1985–90. The estimates of excess assets, based on manufac-

turing data, are conservative. Restoring the fixed asset/sales ratio in nonmanufacturing to its pre-bubble level would re-
quire a reduction of fixed assets by 30 percent.



• Estimates of excess capital based on the capi-
tal/output ratio amount to 8 percent of GDP,
or ¥41 trillion.33

The necessary reduction in fixed assets would
affect many companies and workers. According
to market analysts, restructuring or liquidation
of more than one-and-a-half million companies
would be required to relieve the excess asset
overhang.34 These companies are concentrated
in five industrial sectors: construction, wholesale
and retail, financial, real estate, and services.
They account for close to 85 percent of nonper-
forming loans and almost 60 percent of the la-
bor force. Tokyo’s top private sector analysts
gauge that there was little progress in addressing
the problems in these industries during the last
year. Moreover, bank lending to these troubled
sectors increased by 1 percent. Bank lending
and public works contributed to the expansion
of the construction sector, despite the fact that
the sector is affected by high debt burdens, weak
profitability, and asset quality problems. In 2000,
the number of construction companies rose by
5 percent to a record 600,980.

Japanese corporations remain excessively
leveraged. In 2000, the average debt/equity
ratio of nonfinancial companies listed on the
first section of the Tokyo Stock Exchange was
unchanged at 350 percent, compared with
400 percent at the peak of the bubble period in
1989. Figures for the entire corporate sector
are more encouraging, indicating that in 2000,
financial leverage declined from 320 percent
to 300 percent. Although this is the same lever-
age as in Germany, it is above the U.S. level
(200 percent). Leverage is particularly high
among firms with less than ¥1 billion in assets,
which have an average debt/equity ratio of
425 percent.

Among the indirect costs of the debt over-
hang, reduced investment expenditure has made

Japan’s capital stock increasingly obsolete. In
2000, the capital stock vintage increased from 9
years to 10 years, well above the 1980s average of
8 years. In contrast, during the last two years the
capital stock vintage in the United States de-
creased from 11 years to 8!/2 years, reflecting in-
creased investment in information technology.
The debt overhang problem therefore may be
reducing Japanese productivity and potential
growth.

Remaining Impediments to Corporate
Restructuring

The current conjuncture in Japan includes a
number of disincentives to corporate restructur-
ing. Chief among these is access to inexpensive
bank credit. Corporate analysts and major credit
rating agencies believe that corporate credit
quality is mainly determined by the support of
the banking sector, which in turn benefits from
systemic support by the government.35 They view
corporate default risk—even among speculative-
grade companies—as stable and as a minor con-
cern despite very weak financial ratios and a sub-
par macroeconomic environment.

In addition, banks have lacked the incentives
and resources to force resolution of problem
borrowers. According to market analysts and
credit rating agencies, the current level of loan-
loss reserves indicates weak incentives for banks
to pressure troubled borrowers to restructure. In
October 2000, the ratio of loan-loss reserves to
nonperforming loans was about 40–50 percent,
which some market observers considered low
and as a signal that banks may be willing to con-
tinue to lend to some troubled borrowers.36

Moreover, the main bank system may lack the
capital and profits they would need to rescue or
write off loans to distressed corporations without
government support.37
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34See Goldman Sachs (2001c).
35See Moody’s Investors Service (2000a), Standard & Poor’s (2000), and Goldman Sachs (2000).
36See Moody’s Investors Service (2000c).
37As noted above, market participants and the authorities hold significantly different views about such questions.



Low interest rates have further undermined
incentives for corporations to restructure.
Despite poor underlying profitability, low-rated
companies have been able to cover interest pay-
ments. They have been able to achieve most of
the targets proposed in their restructuring plans,
particularly as the targets were mainly associated
with cost-cutting measures such as consolidating
the number of suppliers in order to reduce ad-
ministrative costs. By the same token, these firms
will be vulnerable if interest rates rise. For exam-
ple, among B-rated firms, the ratio of funds
from operations to total debt is less than 4 per-
cent compared with 9 percent for similarly rated
U.S. corporations.38 The real test of restructur-
ing plans will therefore come when interest rates
rise. If growth remains sluggish, however, the low
interest rate environment is likely to persist.

A fourth factor is the regulation of key sectors
of the economy. In the construction sector, for
example, access to building materials and supply
routes is protected.39 The construction sector
also includes many companies that rely heavily
on public works for profitability—in 2000, profit
margins on public works were as high as 17 per-
cent.40 Private analysts consider that many such
companies are probably unviable on a strictly
commercial basis. The emergency package men-
tioned the need to promote consolidation in the
construction sector but emphasized mergers and
tie-ups, which raises the risk that excess capacity
may remain in the sector even if the package
were fully implemented.

Steps to Overcome the Impediments

It is generally agreed that a workable frame-
work for restructuring, in terms of tax reforms
and legislative and regulatory measures, is al-
ready partly in place. There are also some incen-
tives in place, including in the tax code, for
firms to employ the restructuring framework.

On balance, however, incentives to use the
framework are lacking in the present environ-
ment. Extended support from the bank system
to ailing corporations, as reflected by the in-
crease in bank loans to companies in the most
troubled sectors of the Japanese economy dur-
ing 2000, has weakened corporate governance
and undermined the effectiveness of govern-
ment initiatives to encourage restructuring.
Official measures to raise the pressure on corpo-
rations to restructure and on banks to resolve
bankrupt and troubled clients are needed to
move restructuring forward.

Deregulation would intensify competition and
increase pressure to either restructure or shut
down inefficient companies. It would particu-
larly help to weed out companies in the con-
struction, wholesale and retail, real estate, finan-
cial, and services sector that are a major source
of both the corporate debt overhang and corpo-
rate inefficiencies. Faced with stronger competi-
tion and narrowing profit margins, many of
these companies would have trouble servicing
their debts and would need to turn to their main
banks for debt restructuring. Some would proba-
bly prove unviable without continued support
from the banking system and would have to be
liquidated. Because these sectors employ a large
share of the labor force, deregulation would use-
fully be complemented by measures to facilitate
labor shedding and bolster the social safety net.41

Stronger, market-oriented corporate gover-
nance is also badly needed. Steps to incorporate
governance guidelines as part of listing require-
ments and require institutional investors to exer-
cise their voting rights along the lines of the U.S.
Employee Retirement Income Security Act
(ERISA) would improve governance by investors.
Corporate governance could also benefit from
official initiatives aimed at accelerating the un-
winding of cross-shareholdings. This could be
achieved by eliminating capital gains taxes on
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38See Standard & Poor’s (2000).
39See Goldman Sachs (2001e).
40See Goldman Sachs (2001d).
41See IMF (2000b).



cross-held shares, and by strengthening the
power of external auditors and outside directors
on corporate boards.42 Unfortunately, as noted
in the discussion of the banking system, the gov-
ernment’s scheme to buy bank cross-sharehold-
ings may weaken, not strengthen, corporate
governance.
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In the aftermath of the Asian crisis, many
emerging market policymakers have argued
that the existence of well-functioning do-
mestic bond markets would have helped

mitigate the impact of shocks on their financial
markets both by providing an alternative source
of funding to bank lending and by exposing in-
vestors rather than taxpayers to negative shocks.
Thus, in the context of capital market reform,
Asian and Latin American emerging economies
are seeking to develop their domestic bond mar-
kets in order to reduce currency and maturity
mismatches, alleviate the dominance of bank
lending, and mobilize domestic savings to pro-
vide domestic issuers with alternative and some-
times cheaper sources of long-term funding.

Between 1997 and 2000, for instance, the out-
standing amounts of local currency-denomi-
nated long-term bonds in Asian “crisis countries”
more than doubled from a total of $181 billion
at end-1997 to $422 billion at end-2000 (see
Figure A2.1). This growth was partly due to the
surge in government paper issues in the after-
math of the Asian crisis, as governments in this
region issued substantial quantities of bonds in
domestic capital markets to fund the purchase of
nonperforming loans and to recapitalize local
banks. As banks scaled back their lending in the
context of the post-crisis environment, the cor-
porate sector turned to the bond market for
funding. Corporate bond issues grew from $68
billion in 1997 to $130 billion in 2000, with the
increases significant in the Republic of Korea (in
particular), Malaysia, and Thailand.

Despite increased government and corporate
bond issues, market participants offered two con-
flicting views on the medium-term viability of
these markets as a source of corporate funding.
Some have argued that these markets will con-
tinue to expand because the corporate sector
wants to reduce its dependency on bank financ-
ing, and there is a set of institutional investors
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(e.g., pension funds and insurance companies)
that have a demand for “duration” assets to
match the long-term nature of their liabilities. In
contrast, other market participants argue that
much of the recent surge in bond market activi-
ties reflects an “interest rate story.” In particular,
the current configuration of interest rates is such
that the bank lending rate exceeds the bond rate
for highly rated corporates, which, in turn, ex-
ceeds bank deposit rates. As a result, highly rated
borrowers have an incentive to issue bonds
rather than borrow from banks. Institutional in-
vestors (and banks) have an incentive to buy
these bonds rather than place funds in bank de-
posits (or in the case of banks, in the interbank
loan market). A change in this interest rate con-
figuration (e.g., a rise in the bond interest rate
above the bank lending rate) was seen as leading
to a rapid slowdown of bond issuance.

The robust growth in the corporate bond mar-
ket also masks a number of obstacles to the de-
velopment of Asian bond markets. For instance,
the surge in corporate bonds issued in the wake
of the crisis in the Republic of Korea can be at-
tributed largely to the substantial issuance of
three-year and shorter maturity bonds absorbed
mainly by domestic investment trust companies.
The record redemptions and losses in the invest-
ment trust industry following the collapse of
Daewoo, combined with the maturing of half of
the existing stock of corporate bonds this year,
have raised serious challenges to the further sus-
tained growth of the corporate bond market in
Korea. The authorities have responded to the sit-
uation by reforming and supporting the invest-
ment trust industry and by issuing a set of meas-
ures to support the corporate bond market,1

such as the establishment of bond funds and as-
set securitization.

Unlike the Republic of Korea, other Asian
“crisis countries” have had to build their local
bond markets from a much lower base. In spite
of some success in countries such as Malaysia
and Thailand, the development of deep bond
markets still has some way to go. The issuer base

remains mainly the domain of governments and
a handful of corporates, reflecting a flight to
quality in the aftermath of the Asian crisis, exac-
erbated by banks’ compliance with the Basel
capital adequacy requirements and a greater
recognition of credit risk. From the supply side,
corporate issues have been hindered by time-
consuming and cumbersome authorization and
registration procedures. Perhaps more impor-
tantly, institutional constraints have traditionally
encouraged corporates to rely on bank financ-
ing. The limited development of distribution
channels to retail investors and concerns about
corporate governance issues—combined with
the propensity of retail investors to seek higher
returns in the stock markets—explain corpo-
rates’ small participation in local bond markets.

From the demand side, financial institutions
dominate the investor base, in part because of
their need to hold bonds to meet reserve and
liquidity requirements, leaving little room for re-
tail investors. The buy-and-hold nature of these
institutional investors has resulted in an illiquid
secondary market. The lack of a diversified in-
vestor base and the predominance of inactive in-
vestors make Asian bond markets more of an in-
vestment market than a trading market,
resulting in pricing inefficiencies.

The efficiency of the local bond markets has
also been limited by the predominance of short
maturity instruments and illiquid secondary
markets. Market participants typically rely on a
combination of local credit ratings and relative
valuation to negotiate the price of corporate
bonds, resulting in pricing anomalies that can-
not be arbitraged because of lack of liquidity.
Among the obstacles to pricing efficiency, the
absence of a reliable and liquid benchmark is
the one that is most frequently mentioned. In
addition, foreign exchange and capital account
restrictions can lead to a sharp drop in swap
trading, thus preventing market participants
from using the swap rate as a benchmark. In this
context, the poor ratings of domestic banks limit
swap operations to the foreign interbank market.
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Policymakers have been cognizant of the limi-
tations in the local bond markets and have at-
tempted to improve the financial and legal infra-
structure of the domestic bond markets. A major
initiative—although with varying success rates in
Asian emerging markets—has been to lengthen
the benchmark yield curve, publish advance
schedules for auctions, and step up the fre-
quency and size of issues. Moreover, the creation
of a quasi-government yield curve, the improve-
ment of existing market making systems, and the
development of the swap market should provide
supplementary benchmark yields to facilitate the
pricing of private debt securities. Bond futures
contracts and repo operations are also being
gradually developed to help investors hedge
against interest rate risk. Investments have also
been made in technology for clearing and settle-
ment systems, such as the introduction of real
time electronic payment systems for minimizing
settlement risk in securities transactions.

Finally, attempts have been made to increase
the liquidity of the secondary markets by diversi-
fying the issuer base and increasing distribution
channels to reach retail investors, as well as a
wider use of guarantors and credit rating ser-
vices. The regulatory and supervisory framework
is also being improved, with more attention paid
to educating as well as protecting investors, in-
creasing market transparency, and enhancing
corporate governance and market integrity. In
this regard, investments in human resources and
information technology will be key to further de-
veloping Asian bond markets.

A number of market participants and some
authorities have argued that a further widening
of the retail investor base for Asian bonds could
be achieved by developing the asset manage-
ment industry. Indeed, in both Hong Kong SAR
and Singapore, the authorities have initiated
programs designed to place a portion of assets of
the mandatory provident funds in the hands of
private fund managers.

In Hong Kong SAR, pension product
providers have started signing up employers that

have been contributing since December 2000 to
a new, defined contribution pension scheme.
The Mandatory Provident Fund is projected to
provide first-year contributions—calculated on
the basis of 10 percent of employees’ income
with both employers and employees contributing
5 percent each—of $1.3 billion and to accumu-
late assets totaling $130 billion by 2030. Although
the payback period is estimated by interested
fund managers to be about 9 to 10 years, some
foreign institutions have entered the market for
these assets in spite of projected stiff competition
from banks and insurance companies.

In Singapore, the government is attempting to
attract more fund managers by offering tax
breaks, deregulating its centrally run mandatory
pension scheme—the Central Provident Fund—
and by farming out part of its assets to private as-
set managers. The recent changes in the rules
governing the scheme have freed up an esti-
mated $21 billion in new assets for investment in
approved retirement-related financial instru-
ments—including unit trusts. Furthermore, the
Government of Singapore and other govern-
ment-linked entities are gradually placing S$35
billion of investment mandates with qualifying
private sector fund managers.

In Latin America, the most important devel-
opment in local capital markets has been the
growth of private pension funds. Because of
their large and growing size, the funds are be-
coming the dominant players in various seg-
ments of domestic capital markets. Excluding
Brazil (which does not have a privatized system),
Latin America’s private pension funds are cur-
rently estimated to have $95 billion under man-
agement and monthly contributions of $700 mil-
lion.2 Including Brazilian corporate pension
funds, assets under management reach about
$175 billion or about 18 percent of GDP and are
expected to grow to about $887 billion by 2015.
In Mexico, funds in the private pension system
introduced in 1997 already manage around $28
billion or 5.1 percent of GDP (including assets
at state house financing agency Infonavit, which
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are eventually expected to be managed by pen-
sion funds). In Argentina, funds currently man-
age approximately $21 billion (7.4 percent of
GDP), up from $8 billion in 1997.

Regulations have so far restricted the activity
of funds, however, making them captive buyers
of government bonds. Investments in the equity
and corporate bond markets are restricted by
regulations: in Mexico, pension funds are not
permitted to invest in stocks, while the limit is 35
percent in the Argentine case. In Argentina,
however, regulations regarding the credit ratings
of eligible companies, together with the small
and shrinking size of the local stock market,
have limited equity investments of pension funds
to around 14 large listings. Furthermore, high
real interest rates on government bonds in both
countries have kept the appetite for investments
in corporate securities in check. Funds tend to
buy mainly longer-term government securities,
with the intention to hold them to maturity.

Market participants see a growing tension be-
tween the need to export capital in order to
reap the benefits of international diversification,
on the one hand, and the development of local
bond markets, on the other. So far, Latin Ameri-
can policymakers have differed in their choices,
which range from prohibiting foreign invest-
ments (such as in Mexico), to allowing alloca-
tions to foreign markets up to 16 percent (such
as in Chile) and 17 percent (in Argentina).
Another source of tension is whether to allow
pension funds to invest in bonds issued by small-
and medium-sized corporations but at the cost
of lowering their portfolios’ credit quality. Asset
securitization with the use of credit enhance-
ment is being considered as one way to alleviate
concerns about deteriorating credit quality.

Another interesting trend is the use of local
private pension funds as an investor base for
both local and foreign currency denominated
sovereign debt. For instance, in 2000, the
Argentine authorities had planned to fulfill
about $13.7 billion of their financing program
(78 percent of a $17.5 billion program) by tap-

ping local investors. Of that amount, $4.3 billion
was expected to come from private pension
funds, $6 billion from banks, and $3 billion from
insurance companies and other investors.
Market participants have often given the exam-
ple of Argentine banks and pension funds as
“partners” rather than lenders during crises. It
has been estimated that Argentine residents—
mostly banks—held $12.2 billion of Bontes at
end-2000, while pension funds held around $11
billion of public sector debt at end-March 2001.
A large proportion of the $3.9 billion of Letes
outstanding is thought to be held by banks, with
$8 billion of promissory notes and other bonds
and structures held by locals (banks, pension
funds, and corporates). In respect of Argentina’s
U.S. dollar-denominated debt, it has been esti-
mated that nearly 20 percent is held by resi-
dents, mostly pension funds.3
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Emerging market access to the interna-
tional capital markets tends to be charac-
terized by an “on-off” cycle. Therefore,
the factors that influence the amount of

new financing that is made available and its
phasing over time present key issues in interna-
tional finance. These issues include whether
there is a seasonal pattern to borrowing activity
and the mature and emerging market develop-
ments that are the key determinants of overall
flows and phasing.

To examine possible seasonal patterns, Figure
A3.1 shows emerging market issuance of bonds,
equities, and syndicated loans throughout the
1990s and 2000, normalized so that average
monthly issuance equals one. The bars represent
the average monthly issuance for the 1990s,
while the lines represent issuance in 2000. Over
the 1990s, there were low issuance levels during
traditional holiday months such as January and
December, leading to a hump shaped pattern
over the year, with another holiday month,
August, creating a break in the hump shape.1

Although the markets seem to share a common
seasonal pattern for much of the year, the loan
market has been most active in December when
bond and equity issuance is usually below the
yearly average. In part, this reflects the fact that
loans typically settle at a longer interval after the
announcement date than do bonds and equity.
This pattern was also evident in 2000.

Figure A3.1 also suggests that equity issuance
is different in many respects to bond and loan
issuance. In particular, primary equity issuance
is more volatile than bond and syndicated loan
issuance (in the sense that it has a larger coeffi-
cient of variation) and equity issuance is also
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lumpier. This relationship is particularly evi-
dent in the 2000 numbers, when equity issuance
in June and October are “off the chart.” In June
2000, equity issuance was driven by China
Unicom’s initial public offering (IPO) of over
$5 billion, while October saw issues by China
Mobile (over $3 billion) and China Petroleum
(over $6 billion). These three dates alone ac-
count for almost half (46 percent) of all equity
issuance in 2000 (see Box 3.6). Therefore, the
nature of seasonality and market closures is
less useful for equities than for bonds and
loans.

Perhaps the most significant seasonal change
in 2000, which also continued in 2001, was the
large amount of bond issuance early in the year.
This shift in bond market seasonality has been
labeled “pre-financing,” indicating that on the
demand side of funds, issuers have tried to ful-
fill their financing needs early in the year and
keep a stock of reserves so as to avoid having to
go to the market when conditions are unfavor-

able. On the supply side of funds, the relatively
large amount of funds flowing back to investors
in terms of interest payments and amortization
is an important factor: data from Bondware in-
dicate that amortizations in December 1999 and
February 2001 were in excess of $6 billion in
each month, compared to a monthly average of
around $3.4 billion from 1999 onward.2

To identify the factors that have affected is-
suance, emerging market issuance of interna-
tional bonds, equities, and syndicated loans were
regressed on a number of “explanatory” vari-
ables (see Table A3.1): volume of issuance in re-
lated markets (issuance of emerging market in-
ternational bonds, equities, and syndicated
loans; the corresponding mature market is-
suance; and U.S. investment-grade and high-
yield issuance), and returns or interest rate
spreads on the related assets (EMBI spread,
emerging market equity returns, Nasdaq returns,
U.S. high-yield spreads, and U.S. swap spreads).3

The price of oil is included to capture potential
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Table A3.1. Issuance Volume Regressions for Bonds, Equity, and Loans
(Sample January 1991 to April 2001, weekly data)

Dependent Variable Bonds Equity Loans_______________________ _______________________ ______________________
(Millions of U.S. dollars) Coefficient t-statistics Coefficient t-statistics Coefficient t-statistics

Lagged dependent variable 0.146 3.45 –0.105 –2.36 –0.101 –3.72
EM bond issuance 0.047 2.11 0.003 0.14
EM equity issuance 0.110 1.32 0.045 0.96
EM loan issuance –0.024 –0.50 0.032 1.34
Same mature market issuance 0.053 5.35 –0.027 –0.85 0.727 29.01
U.S. investment-grade issuance –0.001 –0.04 0.037 2.17 –0.007 –0.41
U.S. high-yield issuance –0.103 –0.27 0.075 0.36 –0.004 –0.02
EM amortization lag 0.083 0.66 –0.095 –1.47 –0.164 –2.34
EM amortization lead 0.336 2.75 –0.061 –0.95 0.055 0.80
EMBI spread –0.947 –2.38 –0.194 –1.72 –0.348 –1.57
EM equity return 4,139 2.03 –598 –1.29 –3,407 –3.00
Nasdaq return 3,519 2.48 1,731 2.18 –388 –2.74
S&P 100 volatility –43 –2.73 –14 –2.31 –2.6 –0.30
Oil –43 –1.93 8.3 1.20 47 3.72
U.S. high-yield spread 69 0.67 –50 –1.48 146 2.53
U.S. swap spread –9.9 –1.41 8.6 3.61 –5.0 –1.26

Adjusted R-square 41% 11% 74%
Number of observations 537 538 537

Note: In addition to the variables shown in the table, the regressions include a constant as well as dummies for months and years.

2The amortization data are based on maturities at issuance, and will not correspond to actual amortizations if there are,
for example, buybacks, swaps that change the maturity, or defaults.

3The return or spread associated with the dependent variable is lagged one week; others are included both contempora-
neously and with four lags. The table reports only selected coefficients of interest.



effects on financing needs, as is the amount of
emerging market bond amortization (one week
lead and lag). The implied volatility on the S&P
100 is included as a measure of risk perception
in financial markets.4

The loan and bond regressions perform rea-
sonably well, with adjusted R-squares of 74 per-
cent and 41 percent, respectively, but the equity
regression explains only 11 percent of the varia-
tion. Although not shown in Table A3.1, the re-
gressions also indicate that when all the other
control variables are included, the monthly dum-
mies are not statistically significant in any of the
equations. This could reflect either the absence
of seasonality or the presence of other variables
in the regression that have the same seasonal
pattern as the issuance that is explained.

For emerging market bond issuance, one
highly significant variable is the overall level of
issuance in mature bond markets, while is-
suance in the U.S. investment-grade and high-
yield markets is not significant. In the analysis
below, however, there is evidence of Granger
causality from closures in the U.S. investment-
grade market. Amortization coming due (with a
one-week lead) is also significant, which is con-
sistent with the hypothesis that some bond is-
sues are just far enough in advance to allow in-
vestors to receive the amortization payment in
time for the settlement date for the new is-
suance. For the price variables, the significant
ones have the signs we would expect if the mar-
ket is driven primarily by factors that cause
shifts in the supply of funds, so that high re-
turns, low spreads and volatility, and high is-
suance volumes all coincide.

There is also some indication that oil prices
reduce bond issuance, which would be consis-
tent with oil-producing issuers being the main is-
suers of bonds and having less need for external
financing when oil prices increase. At the same
time, high oil prices are associated with more
loans, which would be consistent with the recy-
cling of oil funds in the loan market, with non-

oil producing countries seeking funding in the
syndicated loans market.

In the equity equation, issuance of emerging
market bonds as well as U.S. investment-grade
bonds are associated with larger amounts of eq-
uity issues. High returns on the Nasdaq and low
volatility in the U.S. equity market are also asso-
ciated with more equity issues, while issuance
volume in mature equity markets is not statisti-
cally significant.

Emerging market loan issuance is strongly
related to issuance in the mature loan market.
Loan issuance is also negatively related to both
emerging and mature equity returns, and posi-
tively related to high-yield spreads. In general,
the variables that are statistically significant in
the loan regression either are not significant in
the other equations or have the opposite sign.
This may indicate that the loan market acts as a
substitute to the bond and equity markets, de-
spite the fact that the direct effect as measured
by the amount issued in the other markets does
not show up strongly in any equation.

Substitutability between markets is potentially
of even greater importance in times of market
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Table A3.2. Closures Based on 539 Weekly
Observations from 1990–April 19, 2001

One-week Two-week
Definition Frequency Definition Frequency

Total number of weeks closed and frequency
Bonds 42 7.8% 16 3.0%
Equity 233 43.2% 145 26.9%
Loans 42 7.8% 8 1.5%

Contingent on bond market closed
Equity 29 69.0%* 11 68.8%*
Loans 7 16.7% 0 0.0%*

Contingent on equity market closed
Bonds 29 12.4% 11 7.6%
Loans 30 12.9%* 4 2.8%

Contingent on loan market closed
Bonds 7 16.7% 0 0.0%*
Equity 30 71.4%* 4 50.0%

*Indicates statistically significant change from unconditional
probability at 5% level.

4This variable is discussed in more detail in Box 3.3.



closure. In order to analyze this issue, we use two
alternative definitions of market closure. The
first is the definition used in IMF (2001), where
a closure in the bond market is defined as a sin-
gle week when issuance is less than 20 percent of
a 52-week moving average. According to the sec-
ond definition, this condition has to be fulfilled
in two consecutive weeks to constitute a closure.

Table A3.2 shows the number of closures since
1990 according to these definitions in the first
three rows, with bonds and loans having rela-
tively few closures.5 The next rows in the table
describe the number of closures and frequencies
contingent on one of the other markets being
closed. In general, closure in one market in-
creases the probability of closures in the other
markets. With the two-week definition, however,
the bond and loan markets were never closed at
the same time.

A final analysis of the relationship between
closures in various markets is to see if closures in
one market predate closures in the other mar-
kets.6 This is done by estimating tobit models of
the closure dummies for the bond, equity, and
syndicated loans markets, where we use the same
explanatory variables as in the issuance equa-

tions above, but add closures in the other mar-
kets lagged one through four periods.

Tables A3.3 and A3.4 indicate the effect of the
lagged row variable on the closure probability of
the column variable. One positive (negative)
sign indicates that at least one of the row vari-
able’s lags has a significant coefficient at the 10
percent level and that it increases (decreases)
the probability of a closure in the column vari-
able. Two or three signs indicate significance at
the 5 percent and 1 percent levels. The tables
show, for example, that a closure in the U.S. in-
vestment-grade bond market is likely to precede
a closure in emerging market bonds, while it has
no significant relationship to closures in the
emerging equity and loan markets. For the
emerging market variables, a closure in the
bond market increases the probability of a clo-
sure in the equity market, while it reduces the
probability of a loan market closure.
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Table A3.3. Granger Causality: Bond, Equity, and
Loan Markets 
(Four Lags in Regression)

Bonds Equity Loans

Bonds ++ —
Equity + +
Loans — —
U.S. high-grade +++ 0 0
U.S. high-yield 0 + 0

Table A3.4. Granger Causality Different 
Issuers of Emerging Market Bonds
(Four Lags in Regression)

Private Public Sovereign

Private +++ 0
Public +++ +++
Sovereign 0 0
U.S. high-grade +++ + +
U.S. high-yield 0 ++ +

5Given the large number of weeks with no equity issuance, any definition that relies on issuance in a week being over a
certain percent of a positive mean to avoid being defined as a closure would lead to frequent closures in the equity market.

6When looking at the timing of different closures, it should be mentioned that the loan dates used are the signing dates.
The signing date can be several weeks after the mandate has been awarded, so in that sense some caution may be needed
when looking at the timing of events. Four lags of the closure dummies are included in the regression, however, which al-
low for some issuance lags in all of the markets considered.



Overview of the Major Debt Securities
Markets

Government debt is an important part of the
outstanding supply of private and public debt se-
curities. Total debt securities issued by the ad-
vanced economies presently stands at about $36
trillion (Table A4.1). A little more than half of
this total represents public sector debt—includ-
ing debt issued by state and local governments
and government-sponsored enterprises—about
30 percent is debt issued by financial institu-
tions, and the remaining 15–20 percent is debt
issued by nonfinancial corporations. Two points
are noteworthy regarding corporate sector debt:
only about 15 percent of all debt issued in na-

tional markets is for financing nonfinancial
firms, and the United States has more corporate
debt outstanding than all other countries
combined.

Another way to break down outstanding debt
securities is to differentiate between those issued
in national and international (mainly London)
markets. Less than one-quarter ($6.3 trillion) of
all outstanding debt securities are issued in the
“international debt markets” rather than in na-
tional financial systems. The main reason for this
is that, as noted above, public debt securities ac-
count for more than half of all debt securities in
tandem with the fact that the vast majority of
public debt is issued in national markets. With
this in mind, it is noteworthy that a comparison
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Table A4.1. Global Bond Markets, December 2000
(In billions of U.S. dollars)

International Debt Securities Domestic Debt Securities____________________________ ____________________________
Gross Debt Securities1 Public Financial Corporate Public Financial Corporate_____________________

Issuers International Domestic Sector Institutions Issuers Sector Institutions Issuers

All countries 35,736.2 6,003.2 29,733.0 1,262.8 3,133.9 1,606.5 17,957.9 7,764.4 4,010.7

North America 17,103.7 1,972.5 15,131.2 593.8 816.4 562.3 8,448.5 4,210.4 2,472.3
Canada 794.4 209.0 585.4 121.6 37.2 50.2 414.2 100.3 70.9
United States 16,309.3 1,763.5 14,545.8 472.2 779.2 512.1 8,034.3 4,110.1 2,401.4

Japan 6,359.9 287.6 6,072.3 20.2 142.2 125.2 4,543.3 773.2 755.8

EU-15 9,628.4 2,936.3 6,692.1 363.6 1,899.4 673.3 3,902.3 2,288.3 501.5
Austria 246.7 93.8 152.9 34.7 54.1 5.0 91.0 58.6 3.3
Belgium 406.6 83.3 323.3 22.9 56.9 3.5 229.3 74.3 19.7
Denmark 277.9 30.8 247.1 16.5 9.4 4.9 78.0 154.6 14.5
Finland 109.5 41.3 68.2 28.9 8.1 4.3 42.8 18.3 7.1
France 1,426.1 358.1 1,068.0 27.8 193.8 136.5 635.7 309.4 122.9

Germany 2,604.8 893.2 1,711.6 21.6 746.9 124.7 736.5 950.0 25.1
Greece 114.5 27.5 87.0 22.9 2.5 2.1 86.8 0.2 0.0
Ireland 66.5 35.5 31.0 4.9 26.4 4.2 21.6 0.0 9.4
Italy 1,484.6 212.4 1,272.2 68.5 94.9 49.0 976.1 273.4 22.7
Luxembourg 20.4 20.4 n.a. 0.1 18.1 2.2 n.a. n.a. n.a.

Netherlands 536.3 291.0 245.3 0.7 221.0 69.3 162.4 44.8 38.1
Portugal 96.2 33.8 62.4 14.6 16.6 2.6 35.8 16.2 10.4
Spain 483.6 152.5 331.1 34.7 83.1 34.7 274.4 29.9 26.8
Sweden 292.8 96.7 196.1 52.2 24.6 19.9 105.4 73.2 17.5
United Kingdom 1,461.9 566.0 895.9 12.6 343.0 210.4 426.5 285.4 184.0

Other countries 2,644.2 806.8 1,837.4 285.2 275.9 245.7 1,063.8 492.5 281.1

Source: BIS.
1International and domestic debt securities shown by nationality of the issuer.



of the three major advanced-economy regions—
North America, Japan, and the European
Union—reveals that European countries rely

more heavily on the international markets for is-
suing debt securities than do Japan, Canada, or
the United States. As discussed below, the reason
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Table A4.2. Selected Countries: Key Features of Government Bond Markets

United United
Canada Italy Japan Kingdom States Belgium France Germany Netherlands Sweden

Turnover ratio1 22 8 7 7 22 4 34 n.a. 3 33
Bid-ask spreads2 5 6 7 4 3 5 10 4 n.a. 15

Reopening used Yes Yes No Yes Yes Yes Yes Yes Yes Yes
Bonds strippable Yes Yes No Yes Yes Yes Yes Yes Yes No
Withholding tax3 No Yes Yes No No Yes Yes Yes n.a. Yes

Number of primary dealers 11 16 n.a.4 17 27 16 19 465 13 8

Settlement date6 T+2M, T+3M T+3M+1C T+3M T+1M T+1M T+3M T+3M T+3M7 T+3M T+3M

Sources: Inoue (1999); Fabozzi (1998); European Union; and national sources.
1Annual trading volume/outstanding amount.
2Ten-year, on-the-run issues.
3In Italy, Belgium, France, and Sweden, the tax is levied only on personal investors. In Japan, designated financial institutions are exempt from

the tax (and certain transactions by nonresidents are exempt from the tax).
4A syndicate comprising banks, life insurance companies, and securities firms underwrites about 40 percent of each 10-year issue. The re-

maining 10-year securities are issued via a competitive auction.
5Number of members of the Bund Issues Auction Group at end-2000.
6Settlement for domestic transactions. T, M, and C indicate trade date, market days, and calendar days, respectively. 
7Settlement could be up to T+5.

Table A4.3. Selected Major Economies: Private Debt Securities Issues
(In billions of U.S. dollars)

Financial Institutions Corporate Issuers____________________________________________ _______________________________________________
International1 Domestic2 International1 Domestic2________________________ __________________ _________________________ ___________________

1997 1998 1999 2000 1998 1999 2000 1997 1998 1999 2000 1998 1999 2000

All countries 353.6 370.7 656.7 670.7 609.9 521.3 343.9 120.4 132.3 353.7 299.6 401.7 349.4 365.3

North America 101.6 144.6 186.6 181.5 478.6 419.7 365.6 66.6 71.9 158.6 99.2 202.8 166.5 174.2
Canada 4.5 5.5 9.9 –1.8 20.2 21.1 10.1 3.9 10.6 6.4 3.4 6.7 9.9 8.9
United States 97.1 139.1 176.7 183.3 458.4 398.6 355.5 62.7 61.3 152.2 95.8 196.1 156.6 165.3

Japan 25.2 13.7 12.2 0.9 –68.1 –27.6 –34.7 –28.5 –31.6 –8.5 –28.4 103.5 50.2 30.2

EU-15 178.3 187.2 431.6 441.8 118.2 121.3 –2.4 29.1 64.4 185.0 208.6 62.5 111.5 124.6
Austria 5.1 2.9 8.7 16.3 –0.8 2.3 4.0 –0.4 –0.4 –0.4 –0.6 0.4 0.0 –0.2
Belgium 4.9 1.4 15.9 16.4 –1.0 –2.0 0.2 0.0 0.7 0.5 –0.3 –1.0 4.7 2.2
Denmark 1.5 1.1 2.3 1.0 11.5 6.0 12.3 –0.7 0.4 0.2 0.8 1.2 –0.3 –0.3
Finland –1.0 –0.5 2.3 0.9 3.9 –0.4 –4.0 1.4 –0.2 0.2 0.9 0.6 1.7 0.4
France 14.0 13.7 32.4 26.9 –33.9 14.2 –18.3 4.2 12.0 35.9 38.6 8.4 31.9 28.0

Germany 74.8 85.4 197.8 171.1 103.3 48.8 14.0 6.4 6.1 32.3 61.0 0.9 7.1 11.5
Greece 0.2 0.0 1.1 1.1 0.2 –0.5 –0.2 –0.4 0.0 0.0 0.3 0.0 0.0 0.0
Ireland 1.8 3.2 5.5 7.3 0.0 0.0 0.0 0.4 1.2 0.7 0.6 1.3 2.0 3.2
Italy 4.4 5.4 23.2 37.1 –8.2 –13.3 3.8 1.0 4.1 28.6 14.2 0.6 5.7 12.1
Luxembourg 3.0 2.7 1.3 3.3 n.a. n.a. n.a. 0.1 0.3 0.3 –0.2 n.a. n.a. n.a.

Netherlands 30.1 34.1 48.3 40.6 2.6 8.5 0.4 0.6 6.2 7.1 40.1 2.7 9.8 15.1
Portugal 0.5 0.8 5.7 8.7 2.9 2.9 2.5 0.0 0.0 2.5 0.1 1.5 1.3 0.3
Spain 5.1 15.2 22.8 24.9 1.3 9.0 0.0 1.1 2.0 16.6 10.3 3.7 8.3 3.7
Sweden 2.3 0.3 3.3 3.8 –0.2 –2.1 –13.0 0.1 2.1 6.0 5.0 3.8 2.7 1.7
United Kingdom 31.6 21.5 61.0 82.4 36.6 47.9 –4.1 15.3 29.9 54.5 37.8 38.4 36.6 46.9

Other countries 48.5 25.2 26.3 46.5 81.2 7.9 15.4 53.2 27.6 18.6 20.2 32.9 21.2 36.3

Source: BIS, International Banking and Financial Market Developments (various issues).
1Net issues.
2Changes in stocks. The changes in stocks exclude exchange rate valuation effects.



for this is simply that private sector issuers in
Europe, and especially European financial insti-
tutions, are utilizing the infrastructure in
London for issuing and trading “international”
debt securities as well as exploiting the broad in-
vestor base built around this market.

Overview of the Major Government
Securities Markets

Previous IMF reports have examined the evo-
lution of the sizes and structures of the major
government securities markets.1 The main thrust
of this analysis is that growing volumes of gov-
ernment bonds over the past two to three
decades spurred the development of infrastruc-
ture for issuing and trading government debt se-
curities in the major countries. As a result, in the
1990s the major economies had more or less
converged in their thinking about “best prac-
tices” for designing government securities mar-
kets. Accordingly, the major government securi-
ties markets presently have a number of key
characteristics in common, and these character-
istics have underpinned the various roles that
government securities and government securi-
ties markets have come to play in modern fi-
nance. These key characteristics and roles are
discussed in Chapter IV.

As a result of this development of government
securities markets in advanced economies over
the past 20–30 years, several of the major ad-
vanced economies have deep, liquid, and sophis-
ticated government debt securities markets.
Most of these markets are large compared to
their economies, other domestic stock and bond
markets, and international markets for debt se-
curities denominated in their respective curren-
cies. Secondary-market turnover of government
securities also generally far surpasses turnover in
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rities markets in the major advanced countries are cov-
ered in detail in IMF (1994) and in Schinasi and Smith
(1998). The evolution and development of the U.S. trea-
sury securities market and its role in national and interna-
tional finance is the focus of Schinasi, Kramer, and Smith
(2001).



other securities markets (Table A4.2). For exam-
ple, in the U.S. treasury market, daily turnover
currently averages about $200 billion, a magni-
tude that is about two-thirds global turnover in
spot currency transactions involving the dollar,
and five times greater than daily turnover on the
New York Stock Exchange. Many other major
economies have high turnover ratios and liquid
government securities markets, although the
U.S. treasury market appears to be the most
liquid.

Government securities markets also tend to be
the most internationalized markets. At one end
of the spectrum, U.S. treasury securities are held
by most central banks and are widely used by pri-
vate investors in the United States and in other
countries as investments and to support other fi-
nancial activities. As a result, non-U.S.-based in-
vestors own about $1.2 trillion in U.S. treasury
debt, which is roughly one-third of the “publicly
held” debt. (The publicly held debt is roughly
equal to total federal debt less non-marketable
series issued directly to and held by various U.S.
government accounts.) Foreign involvement in
euro-area government securities markets and in
Australia and Canada is also high in comparison
to other securities markets in these countries,
but generally less than is the case for the U.S.
treasury market. Toward the other end of the
spectrum is the Japanese government bond
(JGB) market, where foreign investors represent
only about 6 percent of the market.

Recent Issuance Trends in
Fixed-Income Markets

Rapid Growth of Private Securities Markets

It is well known that private fixed-income se-
curities markets have a longer history and are
most developed in the United States compared
to other major countries. Private debt securities
markets have in fact been the most important
form of corporate finance for U.S. firms in re-
cent years, presently accounting for an outstand-
ing volume of finance equivalent to 25 percent
of GDP—almost three times the magnitude of
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bank financing (Table A4.3 and Figure A4.1).
Private debt securities markets have become in-
creasingly important as a source of financing for
firms located in Europe, although these markets
are still considerably less important for corpo-
rate finance than is presently the case in the
United States (see Table A4.3). Private debt se-
curities markets also are presently a significant
arena for raising funds by Japanese financial and
nonfinancial firms. As is the case for European
firms, however, this is several orders of magni-
tude less significant than for U.S. firms.

Reduced Issuance of Public Debt Securities in
Most Major Economies

The recent rapid growth of private debt secu-
rities in the international markets and in many
national markets stands in sharp contrast to re-
cent developments in public debt issuance in a
variety of countries (Table A4.4 and Figures
A4.2–A4.4). With the notable exception of
Japan, beginning in the mid-1990s, advanced

economy governments have improved their fis-
cal accounts markedly and, as a result, govern-
ment debt markets have by and large changed
course in most advanced countries. This is par-
ticularly apparent when debt levels are measured
as a percentage of GDP (see Figures A4.2–A4.4).
But even in terms of the nominal fiscal balance,
Australia, Canada, New Zealand, the United
States, and more than half the EU–15 countries
reported fiscal surpluses in 2000 (according to
the World Economic Outlook’s definition of central
government balance). As a result, governments
in these countries have dramatically reduced
new issues of debt securities and some have even
initiated programs to repurchase some of their
outstanding debt. In Australia, Sweden, and the
United States, improvements in fiscal balances
have been so large in nominal terms that it is
possible, if not likely, that publicly held federal
debt could disappear in the next 5–10 years in
each of these countries.

The buying back of government debt has at-
tracted the most attention for the United States
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Table A4.4. Selected Major Economies: Public Sector Debt Outstanding
(In percent of GDP)

Gross Debt1_____________________________________________________________________________________________
Average
1995–98 1999 2000 2001 2002 2003 2004 2005

Australia 27.89 18.06 14.53 11.89 8.43 5.09 2.86 1.09
Canada 118.76 111.55 101.57 94.02 87.22 81.11 75.51 70.28
France 57.73 58.96 58.39 57.85 55.90 54.68 52.90 50.94
Germany 59.93 61.03 60.11 58.60 57.70 56.89 55.91 55.31
Italy 120.50 114.45 110.25 105.28 102.29 98.97 94.87 92.74
Japan 96.66 120.35 130.65 138.99 144.36 147.22 148.40 148.85
United States 70.66 63.20 57.51 54.05 50.17 46.35 42.67 39.10
United Kingdom 50.29 44.38 41.03 38.21 35.80 34.14 32.68 31.01

Net Debt2_____________________________________________________________________________________________
Average
1995–98 1999 2000 2001 2002 2003 2004 2005

Australia 27.41 17.61 14.11 11.49 8.06 4.74 2.53 0.77
Canada 85.38 75.26 66.86 60.84 55.53 50.82 46.57 42.63
France 48.48 49.23 48.68 48.47 47.45 45.77 43.43 40.71
Germany 51.19 52.33 51.41 49.90 49.00 48.19 47.21 46.61
Italy 114.10 108.38 104.39 99.69 96.86 93.72 89.84 87.81
Japan 18.91 35.99 43.55 49.49 53.91 57.00 58.70 59.28
United States 57.34 48.77 44.04 41.09 37.89 34.72 31.65 28.67
United Kingdom 42.70 39.49 36.25 33.66 31.48 30.03 28.78 27.31

Source: IMF, World Economic Outlook database.
1Gross central government debt as a percent of GDP.
2Net central government debt as a percent of GDP. 



because of the international role of the U.S. dol-
lar as well as U.S. treasury securities. In early
2000, the U.S. Treasury began buying back
longer-term issues in secondary markets—the
first buyback in 70 years. During 2000, the
Treasury bought back $30 billion (par value) in
publicly held debt and the Treasury has an-
nounced plans to buy back another $18 billion
in debt during the first half of 2001. The combi-
nation of debt repurchases and reduced is-
suance is rapidly shrinking the stock of U.S.
treasury securities (Figure A4.5). During the first
three years of successive budget surpluses in the
United States, 1998–2000, the publicly held
treasury debt fell by $363 billion. Although U.S.
federal government debt is presently about $5.6
trillion, almost half this amount is held in U.S.
federal, state, and local government accounts
(Figure A4.6), and another 21 percent is owned
by the U.S. Federal Reserve Board and foreign
official institutions. In other words, the “free
float” of treasury securities is less than $2 tril-
lion. Various official and private projections sug-
gest that the free float of U.S. treasury securities
could disappear within about five years.

The situation in Japan is very different.
Lingering weakness in the real economy and se-
rious ongoing strains in the financial sector have
helped cause the government debt (in net and
gross terms) to rise rapidly in recent years. This
trend is expected to deteriorate considerably be-
fore it improves (see Table A4.4). At end-2000,
the volume of central government net debt in
Japan stood at ¥223.1 trillion, or about 43.5 per-
cent of GDP. With the fiscal balance expected to
remain in deficit in the range of 5–10 percent of
GDP over at least the next five years, and maybe
much longer, the stock of Japanese government
net debt is projected to rise by half in nominal
terms and by about 16 percentage points as a
share of GDP (to about 60 percent by 2006, ac-
cording to the IMF’s World Economic Outlook pro-
jections). More striking, of course, are the pro-
jections for gross government debt: the gross
debt stood at 130 percent of GDP in 2000 and it
is expected to reach 150 percent of GDP by
2005.
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Figure A4.6. Ownership of U.S. Treasury Securities
(As a percentage of total as of end-September 2000)

Source: United States, Department of the Treasury (2001).
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Outlook for Major Government Bond
Supplies

Despite recent sharp improvement in fiscal
balances in most advanced economies other
than Japan, there are, however, at least two main
reasons why this trend could reverse course—
that is, the shrinking new issuance of publicly
held debt securities in various advanced
economies may be just a temporary phenome-
non. The first reason is that tax revenues may
fall if global economic growth stalls for a pro-
tracted period. This risk is reinforced by tax re-
ductions in several countries, including the
United States, Canada, and some European
countries. Nevertheless, the shrinking supply of
government securities in many countries (e.g.,
Australia, Canada, United States, and various
euro-area countries) is widely expected to con-
tinue despite reductions in taxes.

The second reason is that longer-term budget
projections suggest that central government
fiscal balances are likely in many countries
eventually to reverse course and thus so would
the path of publicly held central government
debt. The reason for this is that, as the baby-
boom generation moves into retirement, the
cost to central governments of health and re-

tirement benefits may outstrip growth in tax
revenue.
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At the conclusion of the Executive Board’s dis-
cussion of the International Capital
Markets report (Executive Board Meeting
01/95; June 29, 2001), the Chairman made

the following concluding remarks.

Executive Directors held an extensive discus-
sion of developments in the mature and emerg-
ing international capital markets. During the dis-
cussion Directors raised a number of issues,
including important policy issues, on which we
will need to reflect, including on how to organ-
ize the Fund’s future work on international capi-
tal markets through the new department.
Directors will have further opportunities in the
coming months to come back to these issues. In
this summary, I will focus on Directors’ com-
ments on international capital markets that
flowed from the analysis in the staff papers be-
fore us.

Directors observed that the events of the past
year have been dominated by periods of in-
creased asset price volatility, slowing growth in
the global economy, and crises in key emerging
markets. Adjustments in capital markets have
been most clearly visible in a repricing of risks in
a wide range of equity and high-yield bond mar-
kets. Directors viewed the high correlation of as-
set price movements across countries as reflect-
ing the globalization of finance and the
increasing tendency of global investors to invest
on the basis of industrial sectors or credit rat-
ings, rather than geographic location.

Developments and Risks
Directors noted that slowing global economic

growth had been both anticipated by, and re-
flected in, a sharp fall in global equity markets—
particularly in technology stocks—and a dra-
matic rise in high-yield credit spreads, although
financial markets had later recovered signifi-

cantly following monetary policy easing in the
major countries. They observed the remarkable
degree of co-movement in asset prices among
the major advanced countries, particularly be-
tween European and U.S. stock markets. The key
exception was Japan, which seemed somewhat
de-linked from global markets, reflecting the
more important role of domestic than foreign
investors and the remaining weakness in the cor-
porate and financial sectors.

Directors discussed the risks facing interna-
tional financial markets in the period ahead.
They considered that, although significant de-
clines in equity markets had already taken place,
thus correcting a portion of the imbalances of
recent years, a key risk is that market sentiment
may still remain vulnerable to U.S. economic de-
velopments, and to concerns about the ability of
monetary policy to offset economic weakness
and about the sustainability of high productivity
growth. In addition, if the sustainability of the
current high U.S. household, corporate, and ex-
ternal imbalances were called into question, a
significant and potentially disorderly rebalancing
of domestic and international portfolios might
occur, with possibly significant effects on key ex-
change rate relationships. Directors took note of
the considerable uncertainty that prevails at the
present juncture, and of the fact that an assess-
ment of risks is complicated by recent structural
developments, including the increasing concen-
tration in the major financial systems, the grow-
ing reliance on over-the-counter (OTC) deriva-
tives, and structural changes in the major
government securities markets. They observed
that structural changes appear to have reduced
transparency about the distribution of financial
risks in the international financial system, and
that greater disclosure could help to enhance
market discipline and official oversight.
Directors noted, nonetheless, that U.S. banks ap-
pear to be more robust than in previous down-
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turns and sufficiently well capitalized to weather
a possible credit deterioration.

Directors also reviewed risks in Europe and
Japan. For Europe, while banks remain strong,
they cautioned that capital markets might be
more vulnerable to spillovers and contagion
from volatility in U.S. capital markets as well as
to common shocks that appeared to affect these
large economies simultaneously. Directors also
expressed concern that loan provisioning in the
Japanese banking sector may be inadequate and
that it also has significant exposures to bond and
equity prices in the Japanese market. At the
same time, the Japanese banking sector seems
vulnerable to continued poor domestic macro-
economic performance, large unanticipated ex-
ternal economic and financial shocks, and
volatility in Japanese financial markets. In this
context, Directors welcomed recent steps by the
Japanese authorities to strengthen the frame-
work for resolving the corporate debt overhang
and persisting financial sector fragilities.

While noting that developments in national
economies remain the key drivers of capital
flows to emerging markets, Directors considered
that in the past year emerging markets’ access to
international capital markets has been strongly
affected both by events in the mature markets
and by crises in emerging markets. As a result,
many emerging markets have found it difficult
to maintain continuous market access. While in
earlier periods, the emergence of exchange rate
and banking crises in emerging markets and the
ensuing contagion has led to an abrupt loss of
markets access, the past year saw periods when
many emerging markets lost market access
mainly because of developments in mature mar-
kets, such as the collapse of equity prices on the
Nasdaq.

Directors agreed that a shift in the investor
base for emerging market instruments has in-
creased the vulnerability of capital-importing
emerging market countries to shifts in investor
sentiment or investment strategies. They noted
that because holdings of emerging markets as-
sets by “dedicated” investors remain limited,
“crossover” investors—who can place a small

fraction of their assets in emerging market in-
struments, with large effects on these markets—
have come to dominate the current investor
base. Directors emphasized that these investors
are likely to reduce or eliminate their holdings
of emerging market assets if the outlook for
emerging markets deteriorates, if more attractive
investment opportunities in mature markets
arise, or if managers become more risk averse.
The result can be an abrupt loss of market ac-
cess for emerging market borrowers that is not
necessarily related to changes in the fundamen-
tals of emerging markets themselves. Although
Directors noted that emerging market borrowers
have shown welcome adaptability—particularly
through syndicated loans, prefunding of obliga-
tions, and the use of alternate currencies—to
the “on-off” nature of market access, such adap-
tations can sharply increase the cost of accessing
international financial markets. Directors ac-
knowledged that it is difficult to assess whether
this shift will be long lasting. In any event, they
stressed that emerging market economies should
not be deterred from pursuing fundamentally
sound and transparent policies. Indeed, this
could be helpful, over time, in restoring the role
of dedicated investors in providing financing for
emerging markets and hence reducing volatility.

Against the background of recent data point-
ing to a further weakening of global economic
prospects, Directors reviewed the outlook for
capital flows to emerging markets. They ac-
knowledged that, while these flows are influ-
enced by developments in mature markets and
prospects for the global economy, the domestic
policy environment in capital-importing coun-
tries can also be an important factor in the dis-
tribution of capital flows. Directors expected
that the U.S. economy would avoid a sharp re-
cession and likely show strengthening of growth
later this year. They considered that, with lower
interest rates and a relatively soft landing, this
year could see increased gross issuance of inter-
national bonds, equities, and syndicated loans,
and a recovery of net flows to emerging mar-
kets—particularly non-oil exporting emerging
markets—in line with the global economic re-
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covery. Nevertheless, Directors also recognized
that if the global slowdown in economic growth
were sharper than expected, a marked slowdown
in capital flows to emerging markets, including
in foreign direct investment (FDI), could be the
consequence. Given that FDI flows remain the
single largest source of capital in all regions, the
staff should monitor them closely and assess the
conditions and policies that would foster greater
stability in these flows over time.

Directors agreed that developments in
Argentina and Turkey are being closely watched
by the markets and could have an important ef-
fect on market access for many emerging mar-
kets. They noted that external debt swaps can
play an important role in smoothing out exter-
nal financing, as evidenced by Argentina’s re-
cent debt exchange. Directors argued that suc-
cessful implementation of the adjustment
programs for both countries could improve the
terms and conditions of market access, not only
for Argentina and Turkey but also for other
emerging markets as well. At the same time, it
was recognized that failure to implement these
programs could result in a sustained loss of mar-
ket access for these countries. The staff will con-
tinue to analyze further the potential for adverse
spillover effects to other countries in the region
and to emerging markets in general, and the
channels through which these spillovers might
occur.

Financial Market Implications of the
Changing Structure of Major Government
Securities Markets

Directors agreed that the significant structural
changes under way in the major government se-
curities markets carry implications for financial
markets and should be kept under review. They
noted that the shrinking supply of U.S. treasury
securities has already resulted in significant
changes in U.S. and international financial mar-
kets, as market participants have increasingly re-
lied on other instruments, including swaps, in
some roles. However, Directors noted that pri-
vate financial instruments may not easily, or

fully, substitute for treasury securities as domes-
tic and international safe havens. It remains to
be seen whether, over time, the shrinking supply
of the traditional international safe haven assets
will affect the ability of markets to adjust to eco-
nomic and financial shocks.

Directors observed that some harmonization
of regulation and convergence of issuance and
trading practices had already occurred in the
euro-area government securities markets. Over
time, greater convergence and integration can
be expected, which will likely promote the emer-
gence of a uniform euro-area benchmark yield
curve and an increase in euro-area market
liquidity, even if some segmentation remains. At
the same time, Directors noted that there has
been significant integration and rapid growth of
the region’s corporate bond market.

Directors generally expressed concern about
the situation in Japan, where lingering economic
uncertainty and financial imbalances have im-
paired corporate financial activity and fuelled
rising government debt supply. The combination
of a low interest-rate environment and techni-
cally driven changes in Japanese government
bond (JGB) supply and demand, along with
shortcomings in the market infrastructure that
have adversely affected market liquidity, have re-
sulted in JGB market volatility while spreads in
the corporate bond market have been signifi-
cantly compressed. This situation presents im-
portant risk management challenges for finan-
cial institutions, and also highlights the
challenges to the Japanese authorities of manag-
ing the costs and risks of a large and growing
supply of government debt. Directors noted re-
cent steps to improve the JGB market infrastruc-
ture in order to enhance the efficiency and at-
tractiveness of the JGB market to domestic and
international investors, and urged further efforts
along these lines.

Financial Sector Consolidation in
Emerging Markets

Directors noted that financial sector consoli-
dation, which has been evident in mature mar-
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kets, is now under way in many emerging mar-
kets, although there have been important re-
gional differences in the extent and pace of the
consolidation. They saw this process of consoli-
dation as one facet of the continuing globaliza-
tion of international financial activities, and akin
to a “quiet” opening of capital accounts.
Directors noted that, while migration of finan-
cial activities to low-cost financial centers is pro-
foundly altering the financial systems of many
emerging markets, it also links them to interna-
tional financial markets.

Directors pointed out that there are a number
of aspects of the consolidation process that dif-
fer from the experience of mature markets, in-
cluding the role of cross-border mergers and ac-
quisitions, which have been rare in mature
markets. Furthermore, consolidation in emerg-
ing markets has frequently been a vehicle for re-
structuring the financial system following major
financial crises, whereas, in mature markets, con-
solidation has more often been designed to re-
duce excess capacity. It was also noted that the
authorities have played a major role in fostering
the consolidation process in emerging markets,
whereas market forces have been the predomi-
nant force for consolidation in mature markets.

Directors observed that the process of finan-
cial sector consolidation in emerging markets

raises a number of complex policy issues, includ-
ing how to create sufficient market discipline
and official supervision for institutions that are
“too big to fail.” They emphasized that the expe-
rience for mature markets indicated that dealing
with these problems will involve strengthening
supervisory capacity to monitor the activities of
large complex financial institutions, and estab-
lishing clear entry and exit rules and prompt
corrective action for distressed institutions.

Directors noted that the emergence of finan-
cial conglomerates that provide a wide range of
products and services complicates prudential su-
pervision and regulation. The presence of finan-
cial conglomerates was seen as raising the issue
of how the regulatory agencies overseeing banks,
securities, and insurance companies should be
structured. Directors considered that this would
depend on the specific circumstances of each
country or region. A few Directors felt that the
transparency of highly leveraged institutions
should be improved.

While e-finance is still at an early stage of de-
velopment in most emerging markets, it is wit-
nessing steady growth in the application of the
Internet to the production and delivery of finan-
cial services, underscoring the need for im-
proved liquidity management at the level of fi-
nancial institutions, and better supervision. 
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World Economic Outlook: A Survey by the Staff of the
International Monetary Fund
The World Economic Outlook, published twice a year in English,
French, Spanish, and Arabic, presents IMF staff economists’
analyses of global economic developments during the near
and medium term. Chapters give an overview of the world
economy; consider issues affecting industrial countries, devel-
oping countries, and economies in transition to the market;
and address topics of pressing current interest.
ISSN 0256-6877.
$42.00 (academic rate: $35.00); paper.
2001. (May). ISBN 1-58906-032-6. Stock #WEO EA 0012001.
2000. (Oct.). ISBN 1-55775-975-8. Stock #WEO EA 0022000.
2000. (May). ISBN 1-55775-936-7. Stock #WEO EA 012000.
1999. (Oct.). ISBN 1-55775-839-5. Stock #WEO EA 299.
1999. (May). ISBN 1-55775-809-3. Stock #WEO-199.

Official Financing for Developing Countries
by a staff team in the IMF’s Policy Development and Review
Department led by Anthony R. Boote and Doris C. Ross

This study provides information on official financing for de-
veloping countries, with the focus on low-income countries. It
updates the 1995 edition and reviews developments in direct
financing by official and multilateral sources.
$25.00 (academic rate: $20.00); paper.
2001. ISBN 1-58906-038-5. Stock #WEO EA 0132001.
1998. ISBN 1-55775-702-X. Stock #WEO-1397.
1995. ISBN 1-55775-527-2. Stock #WEO-1395.

Exchange Rate Arrangements and Currency
Convertibility: Developments and Issues
by a staff team led by R. Barry Johnston

A principle force driving the growth in international trade and
investment has been the liberalization of financial transactions,
including the liberalization of trade and exchange controls.
This study reviews the developments and issues in the exchange
arrangements and currency convertibility of IMF members.
$20.00 (academic rate: $12.00); paper.
1999. ISBN 1-55775-795-X. Stock #WEO EA 0191999.

World Economic Outlook Supporting Studies
by the IMF’s Research Department

These studies, supporting analyses and scenarios of the World
Economic Outlook, provide a detailed examination of theory and
evidence on major issues currently affecting the global economy. 
$25.00 (academic rate: $20.00); paper.
2000. ISBN 1-55775-893-X. Stock #WEO EA  0032000.

International Capital Markets: Developments,
Prospects, and Key Policy Issues
by a staff team led by Donald J. Mathieson and Garry J. Schinasi

This year's International Capital Markets report assesses re-
cent developments in mature and emerging financial mar-
kets and analyzes key systemic issues affecting global finan-
cial markets. The report discusses the main risks in the
period ahead; identifies sources of, and possible measures
to avoid, instability in OTC derivatives markets; reviews ini-
tiatives to “involve”the private sector in preventing and re-
solving crises, and discusses the role of foreign-owned
banks in emerging markets.  
$42.00 (academic rate: $35.00); paper
2001.  ISBN 1-58906-056-3. Stock #WEO EA 0062001.
2000. (Sep.). ISBN 1-55775-949-9. Stock #WEO EA 0062000
1999. (Sep.). ISBN 1-55775-852-2. Stock #WEO EA 699.
1998. (Sep.). ISBN 1-55775-770-4. Stock #WEO-698

Toward a Framework for Financial Stability
by a staff team led by David Folkerts-Landau and Carl-Johan Lindgren

This study outlines the broad principles and characteristics of
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