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Key Messages

1 By strengthening the regulatory framework and bank-
ing supervision, financial system regulators can avoid or
mitigate the “double mismatches” – currency and matu-
rity of flows – that characterized the Asian financial crisis.

2 Because banks play an important role in monitoring the
quality of corporate governance in the corporate sec-
tor, they need to strengthen their own corporate gover-
nance. Some suggestions include improving accounting
standards and disclosure systems, appointing qualified
independent board directors, requiring banks to issue sub-
ordinated debt and restructuring group-affiliated banks.

3 The strong commitment to banking reforms by the gov-
ernments of Asian countries will be critical to sustaining
the appropriate changes in the banking and corporate sec-
tors.  There is also a need to change the underlying cul-
ture and values to prevent banks from reverting to many

of the inappropriate relationship-based practices of the
past, including connected lending and inadequate credit
risk assessment.

4 Banking sector restructuring cannot succeed without an
appropriate restructuring of the corporate sector, strong
support from a stable government and a strong legal in-
frastructure.

5 The proper supervision policies in the post-crisis envi-
ronment are: continued and effective disposal of non-per-
forming loans, provision of appropriate incentives for the
restructuring of banks, extension of a safety net to the pub-
lic and further deregulation to encourage foreign partici-
pation in the domestic banking system.

6 To contain and prevent recurrence of a banking crisis, the
authorities should supervise all major types of financial
institutions in an integrated way, based on a reformed
supervisory system and fair and transparent rules.
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7 The Basle Core Principles offer a standard to support the
long-term process of improving bank regulatory systems.
However, they work only if bank regulatory systems them-
selves operate under sound macroeconomic policies, de-
veloped public infrastructure, effective market discipline and
established mechanisms for providing a public safety net.

8 Reforms in the corporate governance of banks are es-
sential to recovery programs in crisis-affected Asian coun-
tries. Using the Basle Committee recommendations on
sound corporate governance as benchmarks, bank super-
visors should ensure that banks take corrective steps in
matters related to accountability, connected lending, trans-
parency, internal control and risk management.

9 In response to the tendency for banks to be part of affili-
ated corporate-group structures in Asia, bank regula-
tors should supervise the selection of bank directors,
require strict disclosure of related party transactions and
impose organizational separation of the bank from the
rest of the group through such devices as creation of pure
holding company structures.

10 Asian countries need to develop corporate bond mar-
kets as an alternative source of finance. A corporate bond
market naturally complements and strengthens the bank-
ing sector by helping securitize bank loans, developing
new financial instruments and identifying the risk cat-
egories of issuers and their securities.

11 To develop the corporate bond market, the Asian country
governments need to maintain sound macroeconomic poli-
cies and to maximize GDP growth while adopting inter-
national conventions regarding corporate governance and
transparency of institutions involved in the capital market.

12 Reforms in bank supervision and regulatory systems
should focus on provision of adequate and reliable
sources of data on banking system performance.  In-
ternational investors, who often play a crucial role in sys-
temic bank restructuring, tend to rely on such data as
indicators of sound prudential regulation and supervision.

Introduction

1. The Asian Development Bank Institute and the Financial
Supervisory Agency, Government of Japan jointly sponsored
the High-Level Dialogue on Banking Regulation and Finan-
cial Market Development held at the ADB Institute in Tokyo
on June 8-9, 2000. The conference attracted participants from
Japan, France, Germany, Hong Kong, China; Indonesia, Ko-
rea, Malaysia, Philippines, Singapore, and the United States.
Senior officials from the Basle Committee on Banking Super-
vision also participated in the conference.

2. The dialogue extends the theme of a previous conference
in 1999 on bank restructuring and crisis prevention toward a
review of the progress of such initiatives in the Asian banking
sector as post-crisis restructuring, introduction of sound cor-
porate governance systems for banks and implementation of

the Basle Core Principles. In Session I of the dialogue, bank
regulators from Indonesia, Korea, Malaysia and the Philippines
described the progress of reforms in their countries’ banking
regulation and restructuring. Session II explored issues of
strengthening the Asian financial sector through improvement
in the corporate governance of banks and development of the
corporate bond market as an alternative source of finance.

3. The high-level bank regulators’ dialogue concluded that
reform institutions set up in response to the Asian crisis are
functioning well and that affected countries are building on the
foundation of reforms for sustainable economic growth and
for preventing similar crises in the future. The Dialogue also
concluded that further measures should be introduced to align
bank supervision with international best practices and to an-
ticipate regulatory demands posed by increasingly global sys-
tems and information technology-based banking practices.

Opening Ceremony

4. Dr. Masaru Yoshitomi, Dean of the ADB Institute and
Mr. Hideichiro Hamanaka, Senior Deputy Commissioner
of the Japan Financial Supervisory Agency opened the
roundtable and welcomed the participants. Dr. Yoshitomi acted
as moderator for all sessions.

Opening Address of Dr. Masaru Yoshitomi

5. Dean Yoshitomi welcomed the participants, resource
speakers and guests to the second dialogue on banking regula-
tion to be jointly organized by the ADB Institute and the Fina-
ncial Supervisory Agency (FSA) of Japan. He said that the first
one organized in 1999 focused on preventing recurrence of the
banking crisis. He further noted that the last year’s forum on
banking regulation was the first of its kind that focused on three
policy issues: regulatory issues in an Asian context, lessons
learned from the financial crisis and the relationship between
prudential banking regulations and the macroeconomic “boom-
and-bust” cycles. He announced that the focus of this year’s
program is on identifying ways to strengthen the Asian bank-
ing sector in the post-crisis period. He noted that the crisis was
characterized by massive capital inflows that were dominated
by short-term flows and then a sudden reversal of flows, and
by double mismatches in both maturity and currency of cash
flows. The key issue for financial system regulators, Dean
Yoshitomi pointed out, is how to avoid or mitigate maturity
and currency mismatches by strengthening the regulatory frame-
work and banking supervision.

6. Dean Yoshitomi said that in a seminar he recently attended
in Singapore, many economists claimed that banks and their
regulatory systems are not functional anymore as evidenced
by their inability to control the crisis and that a market-based
system is more promising in terms of controlling the financial
sector in the future. Expressing his disagreement with this con-
clusion, he noted that banks are dominant in the financial sys-
tem of most Asian countries and will rightly continue to
maintain their dominant position for the foreseeable future. At
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the same time, he said that it might take many years to estab-
lish a deep and liquid corporate bond market and a sound eq-
uity market with little insider trading or other types of
fraudulent activities. In light of this, he called for a strength-
ening of the banking sector while at the same time promoting
capital market development. An important issue in strength-
ening bank regulatory framework, he said, is the nature of cor-
porate governance in Asia in relation to its concentration of
ownership and management in family groups and to the con-
tinuing pattern of bank-based corporate finance. Given these
fundamental facts, Dean Yoshitomi asked what system of cor-
porate governance would be more appropriate in post-crisis
Asia. He said that it is not simply a choice between bank-based
or market-based corporate governance because it is important
to both protect the rights of minority shareholders as well as
to strengthen banks’ capacity to efficiently monitor businesses.
He also emphasized the important issue of who should moni-
tor the monitors, i.e., the question of the quality of corporate
governance of banks themselves. Dean Yoshitomi said that
since the problem of maturity mismatch calls for the promo-
tion of maturity transformation, a corporate bond market natu-
rally complements the banking sector by helping securitize
bank loans, develop new financial instruments and identify
issuers and securities in terms of market risk categories.

7. Dean Yoshitomi said that in line with these issues, the
seminar presentations and discussions would proceed along
three areas. First, he said that the seminar will discuss the
principles of bank regulation and assess their implementation
in selected Asian countries with bank regulators in various
countries presenting their progress in post-crisis bank restruc-
turing, implementation of new principles and new regulatory
issues encountered. Second, he said that the seminar would
discuss effective means for enhancing the corporate gover-
nance of banks with presentations on corporate governance
standards for banks and their implications for the banking
sector in Asia. Third, he called for presentation and discus-
sions on corporate bond market development in Asian coun-
tries and their implications for corporate governance and
regulation of banks. Dean Yoshitomi enjoined the participants
to make the workshop fruitful and informative.

Opening Remarks of Mr. Hideichiro
Hamanaka

8. Mr. Hamanaka welcomed the participants to the seminar.
Noting that Dean Yoshitomi had already stated the key agenda
and motivations for the seminar, he concentrated on several
observations and suggestions. He said that Asian countries
should exercise care as the pace of recovery of their economies
accelerates toward sustainable growth. He believed that Asian
countries have a potential for high sustainable growth because
of their large pool of highly trained human resources and high
rates of savings. He called for intensified financial and eco-
nomic reforms, citing the example of Japan’s establishment of
the FSA in 1998 as an integrated supervisor of financial institu-
tions with responsibilities for drafting financial sector laws. Mr.
Hamanaka also said that ADB Institute and FSA have invited

high-level representatives from international banking organi-
zations like the Basle Committee on Banking Supervision, the
IMF, and the World Bank, since these institutions have a keen
interest in the challenges facing Asian economies and are as-
sisting in revitalizing these economies. He invited the partici-
pants to engage in open and frank discussion of issues and efforts
exerted by financial supervisory authorities in addressing them.
He expressed a hope that the seminar will enable participants to
learn from the exchange of ideas and experiences.

Session I: Strengthening Bank Regulatory
Systems in the Post-Crisis Period:
A Review of Progress and Current Issues

Individual Country Experiences

A. Indonesia

9. Dr. Subarjo Joyosumarto, Deputy Governor, Bank of
Indonesia, presented the experience of Indonesia in the post-
crisis period. He summed up Indonesia’s bank restructuring
program as consisting of policies to strengthen the banking
system and programs to encourage the financial recovery of
the banking system. He reported that the immediate concern
of the government is the implementation of a banking sector
recovery program consisting of a government guarantee
scheme, recapitalization of banks and restructuring of non-per-
forming loans (NPL) of banks. Introduced in 1998, he said
that the guarantee scheme has so far covered deposits, inter-
bank transactions and foreign exchange derivatives at a cost
of $7.7 billion. He went on to discuss other reforms: deposit
insurance is to replace the blanket government guarantee by
2004; recapitalization of banks tries to achieve a capital ad-
equacy ratio of eight percent by December 2001 at a total cost
of $93.4 billion or 65 percent of GDP; and a restructuring pro-
gram aims to reduce non-performing loans (NPLs) to less than
five percent by 2001. He reported that NPL declined from 69
percent in December 1998 to 32 percent in March 2000.

10. Dr Joyusumarto said that after ensuring the recovery of
the banking sector, the government wants to improve the le-
gal infrastructure, promote good governance and improve the
regulatory and supervisory aspects of the system. Legal in-
frastructure improvements, he said, include a strengthening
of community banks under a new Rural Banking Law with
training of bankers and the development of a legal and regu-
latory framework for sharia bank operations. He noted that
the government is promoting good bank governance by re-
quiring a “fit and proper test” for top bank managers and share-
holders, interview tests for new entrants and appointment of
a Compliance Director at every bank. He said that the Bank
of Indonesia is improving the regulatory and supervisory sys-
tem by amending prudential banking regulations to conform
with international standards, increasing the reliability of su-
pervisory information systems, training of supervisors and
improving enforcement by establishing a Special Banking
Investigation Unit within the Bank of Indonesia.
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11. In conclusion, Dr. Joyusumarto stated that Indonesia had
learned the important lesson that bank restructuring could not
succeed without a successful restructuring of the corporate
sector, a credible and stable government, consistent and well-
implemented macroeconomic policy and freedom from KKN
(an Indonesian acronym for corruption, collusion and nepo-
tism).

B. Korea

12. Dr. Moon-Soo Han, Senior Adviser to the Chairman of
the Financial Supervisory Commission, reported that Korea is
clearly emerging from the financial crisis as shown in recovery
of its financial markets, foreign investments, stabilization in
the value of the won and improvement in productivity. He con-
sidered these changes sustainable, based on the structural ref-
orms of the Korean economy that have been undertaken since
the crisis. He said that although rapid and deep changes in the
legal and regulatory framework have strained the short-term
capacity of companies and regulators to adjust, overall they
appreciate the benefits of a more open market and exposure to
global competition. Dr. Han said that Korea’s approach to fina-
ncial sector reform called for changes in the corporate sector,
especially the chaebol. He reported that the Korea Financial
Supervisory Commission (FSC) is coordinating banking sec-
tor reforms whose four components are: restoration of the fina-
ncial sector’s liquidity, reduction of excess capacity, increase
in competition (especially through entry of foreign investors
into Korean banks) and tighter regulations. To restore liquid-
ity, he said that the government allocated 20.5 trillion won
($17.1 billion) to purchase NPLs of banks and 43.5 trillion won
($36.2 billion) to recapitalize and repay deposits of banks whose
number decreased. Measures to reduce capacity have resulted
in a decrease in the number of banks from 33 to 23, reducing
the number of employees by 35 percent and the number of
branches by 20 percent. He also reported an improvement in
the average BIS-basis capital adequacy ratio of 17 domestic
commercial banks from 7.0 percent in year-end 1997 to 10.8
percent by year-end 1999. Dr. Han believes that the streamlin-
ing of the financial sector through closing down and mergers
of weak and non-viable institutions will significantly increase
the competitiveness of the Korean banking sector.

13. Dr. Han saw the recent sale of Korean banks to foreign
investors and technical assistance by foreign banks to local
banks as signals of a forthcoming restructuring of local banks
in line with international practices. He said that the govern-
ment is encouraging the establishment of financial holding
companies to help Korea’s larger financial institutions achieve
economies of scale. In the regulatory aspect, he reported that
the government recently consolidated four primary regula-
tors into one, the Financial Supervisory Commission. He said
that FSC immediately tightened the requirements for trans-
parency, abolished limits on bank ownership by foreigners
and allowed market-oriented solutions to restructuring in the
corporate sector. He said that FSC has provided experts to the
six largest lead creditor banks undergoing complex workouts
under a voluntary code of conduct agreed among financial
institutions.

14. Overall, Dr. Han concluded that the government’s clear
and firm commitment to reform will sustain further positive
changes in the banking and corporate sectors. He further con-
cluded that Korean banks would learn how to be competitive
in a world in which decisions are based on cash flow and
business fundamentals rather than size and business group-
ing. He hoped for change in underlying culture and values
that will help prevent Korean banks from reverting to the in-
appropriate relationship-based practices of the old system.

C. Malaysia

15. Mr. Awang Adek Hussin, Assistant Governor, presented
the Malaysian experience with the post-crisis period. Mr.
Hussin reviewed the events in Malaysia during the Asian cri-
sis, particularly the depreciation of the Malaysian ringgit by
40 percent and the fall in the KLSE index by 72 percent that
resulted in a strained banking sector and distressed corporate
sector. He said that the pre-emptive strategies adopted by the
Malaysian government were to  restructure the banking sec-
tor with the setting up of a company called Danaharta to pur-
chase NPLs from banks and manage these assets, and the
creation of a new institution, Danamodal, to deal with re-
capitalization of weakened banks. He explained that large
debt-troubled companies entered into voluntary debt work-
outs, while smaller companies received new capital from spe-
cial funds and fragmented, and uncompetitive industries
underwent a process of consolidation through mergers. Mr.
Hussin said that banking sector restructuring came in response
to strengthened prudential regulations and institutional frame-
work like stricter supervision, improved risk management
regulations, more robust capital and liquidity framework and
development of the bond market. He reported that Bank
Negara Malaysia achieved compliance with 23 of the 25 Basle
Core Principles for effective supervision of the banking sys-
tem and will be in full compliance by end of year 2000 when
it includes market risk into its capital adequacy framework.

16. With these measures, Mr. Hussin said that Malaysia re-
covered from the crisis based on such indicators as: improved
NPL ratio of 11 percent, capital adequacy ratio of 12.7 per-
cent, real GDP growth of 5.4 percent in 1999 and 6.0 percent
expected in 2000, a return of the KLSE index to pre-crisis
levels and increase in international reserves from $11.0 bil-
lion to $34.4 billion (all as of March 2000). He noted the
success of bank restructuring with Danaharta acquiring some
RM 35.1B or 42 percent of NPLs of the banking system,
Danamodal recapitalizing 10 banks by injecting RM 7.1B (of
which four have repaid their obligations amounting to RM
5.2B) and 19 cases of corporate restructuring exercises com-
pleted at a value of RM 14.1 billion.

17. Mr. Hussin concluded that the government remains
firmly on track in its vision of a resilient, competitive and
dynamic banking sector oriented to modern technology and
best practices. He identified three key success factors in re-
covery from the crisis – quick action of the government in
restoring financial stability, government stability and com-
mitment, and a strong legal infrastructure. He said that the
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Asian crisis taught Malaysia the need for combined efforts
to strengthen domestic and international financial architec-
ture and the importance of developed capital market.

D. Philippines

18. Mr. Teodoro B. Montecillo, Monetary Board Member,
of the Bangko Sentral ng Pilipinas, (BSP, or Central Bank of
the Philippines) presented the experience of the Philippines in
the post-crisis period. Mr. Montecillo reported that the bank-
ing system’s growth slowed since 1997, NPLs increased to 13.4
percent and capital ratio remained strong at 17.5 percent al-
though not based on risk-based capital formula. Mr. Montecillo
explained that the Philippines went through a financial crisis in
the 1980s that led to adoption of liberalized policies and a reor-
ganization of the central bank into an independent authority
with combined monetary policy and bank supervision respon-
sibilities. He said that reforms continued through the Asian cri-
sis and included further liberalization of the entry of foreign
banks, relaxation of bank secrecy laws to strengthen audit ca-
pabilities of central banks, tighter controls on insider dealings,
and stricter enforcement of compliance with duties and respon-
sibilities of bank directors and officers.

19. Mr. Montecillo cited a landmark law, called the General
Banking Law 2000, which is intended to strengthen the bank-
ing system. He said that the new law expands the supervision
powers of BSP, allows 100 percent foreign ownership of banks,
enables the BSP to comply with the Basle Core Principles in-
cluding risk asset-based capital standards, expands BSP exami-
nation of banks to include their subsidiaries and affiliates,
imposes new transparency and disclosure requirements on banks
and their subsidiaries and affiliates, allows BSP to exercise a
fit-and-proper screening of bank directors and officers with
authority to act against those who do not meet the standards,
requires the boards of banks to include two independent direc-
tors and provides for BSP regulation of electronic financial
transactions. He said that its effective implementation should
allow the country’s banking sector to meet future challenges
and will help prevent future recurrence of a financial crisis.

E. Japan

20. Mr. Hideichiro Hamanaka, Senior Deputy Commis-
sioner, Financial Supervisory Agency (FSA) of Japan, pre-
sented the highlights of Japan’s experience in financial system
restructuring. He said that Japan’s own financial crisis pre-
ceded the outbreak of Asia’s financial crisis and was marked
by the failure of many smaller financial institutions from 1992
to 1995 before the Japanese crisis of 1997-98. He explained
that continued government efforts like reform of deposit in-
surance and integration of financial administration functions
into FSA, which was established as “Integrated Regulator” in
1998.  He said that the “Financial Diet”, sitting from August
to October 1998, approved the Financial Rehabilitation Law
providing for protection of deposits and sound borrowers in
good faith, while another law, called the Financial Function
Early Strengthening Law, was passed to allow infusion of pub-
lic funds; for example, in March 1999, into 15 major banks,

conditional on raising of counterpart private capital by these
banks. He said that the FSA initiated activities to increase con-
fidence in the financial system like intensive on-site inspec-
tions, expeditious disposition of bad loans and operation of
off-site monitoring of the financial position of major banks.

21. Mr. Hamanaka said that the Japanese government is pro-
ceeding with financial deregulation aimed to prevent the hol-
lowing out of Japan’s financial markets and to secure its status
as a truly international market. He noted that comprehensive
reforms proceeded with the “Big Bang Initiative” unveiled by
former Prime Minister Hashimoto in November 1996 that in-
cluded, among others, deregulation of listing and registration
criteria for joint venture businesses, and establishment of new
markets for emerging enterprises. He also pointed out the recent
announcement of plans by NASDAQ to operate stock market in
Japan on a 24-hour basis around the globe. Moreover, the gov-
ernment passed laws aimed to demutualize insurance compa-
nies and stock exchanges, allow banks to sell some insurance
products and protect consumers of financial products in a de-
regulated market environment. Mr. Hamanaka noted that finan-
cial institutions are responding by heavily investing in
information technologies under the deregulated environment
while bank supervisory authorities are reviewing and amending
relevant laws and regulations. He recognized that the authorities
want to balance market discipline and supervisory regulation in
ways that do not impede an IT revolution that is benefiting from
the promising opportunities in the financial services industry.

22. Mr. Hamanaka pointed out that Japan has been contribut-
ing to shaping the reformed framework for international finan-
cial supervision standards by sharing the experience with its
own domestic financial crisis. He said that Japan’s bank super-
vision authorities have been working with the Basle Committee
on Banking Supervision, the International Organization of Se-
curities Commissions (IOSCO) and the International Associa-
tion of International Supervisors (IAIS) on a wide range of
supervisory principles and standards. According to him, Japan
is participating in international forums conducted by the Basle
Committee that focus on revising the capital adequacy frame-
work of banks. Mr. Hamanaka said that revision of the Basle
Accord requires flexibility, incentive and speed because inno-
vations in technology are rapidly changing the industry. He called
for a flexible regulatory framework to inhibit regulatory arbi-
trage and to enable management to adjust to new regulations.

23. Mr. Hamanaka pointed out that capital regulations should
provide incentives to the banks to reform their risk manage-
ment policies and practices instead of simply requiring them
to keep a certain level of capital. In the securities area, he
said that Japan’s supervision authorities have been actively
contributing to the formulation and implementation of the
IOSCO principles and to the process of examining and adopt-
ing international accounting standards.  He cited the example
of Japan’s participation in agreements for setting international
standards in cross-border securities offerings and discussions
of supervisory measures in response to rapid expansion of
securities transactions over the Internet. In the insurance area,
Japan has been cooperating in an IAIS-initiated international
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comparative survey on insurance company solvency regula-
tions. He said that because Japan’s solvency regulations are
close to the risk-based capital approach in the United States
and differs from the solvency margin approach used by the
European Union, authorities want the survey to help deter-
mine whether these two regulatory approaches converge.

24. Mr. Hamanaka summarized the main lessons of Japan’s
experience and the international financial crisis as follows: (a)
that the authorities should understand the degree of deteriora-
tion of loans as early as possible by applying more accurate
accounting standards and disclosures and by identifying the
responsibilities of management and shareholders; (b) that bank
supervisors should respond to a crisis by enforcing disposal of
NPLs, providing incentives for banks to refocus their business
strategies and extending to the public a safety net; (c) that de-
regulation strengthens the financial system and should be en-
couraged by allowing the entry of foreign investments and
easing the operations of foreign financial institutions; (d) that
to contain and prevent any recurrence of the crisis, authorities
should supervise all major types of financial institutions in an
integrated way using a set of reformed supervisory system and
fair and transparent rules; and (e) that stabilization and reform
measures should be pursued by individual countries in a frame-
work of international coordination and cooperation. In conclu-
sion, Mr. Hamanaka emphasized that the confidence of investors
and financial institutions in the financial system requires the
financial supervisory authorities to continuously reform the fi-
nancial system under a framework of international coopera-
tion and exchange of views.

Keynote Presentation: Basle Principles,
Old and New: Their Implications for the
Post-Crisis Reconstruction/Strengthening of
the Asian Banking Sector

Resource Person:  Mr. Charles Freeland, Deputy Secretary
General, Basle Committee on Banking Supervision

25. Mr. Freeland focused his presentation on specific Basle
Core Principles [see them in full at www.bis.org/publ/
bcbs30a.pdf] that promote effective banking supervision, with
a preface that the bank supervisory standards reflected in those
Core Principles predated the Asian crisis and was the first prod-
uct of cooperation by G10 and non-G10 countries. He noted
that the IMF and the World Bank keenly supported the Core
Principles. He cautioned that although designed to be appli-
cable to all countries in various states of development, these
principles are nevertheless only one step in the continuous and
long-term process of improving bank supervisory standards.
He said that effective banking supervision requires sound mac-
roeconomic policies, a developed public infrastructure, effec-
tive market discipline, a system for efficient resolution of
problems in banks and provision of a public safety net. He
emphasized that it is unrealistic to expect the bank regulators
to administer a sound banking system if there are serious prob-
lems in the macroeconomic policies of the country.

26. Mr. Freeland then focused on two key principles – Prin-
ciple 1 on the characteristics of an effective supervisory agency
and Principle 22 on the powers of supervisors. He believed that
an effective supervisory agency should be independent of po-
litical pressure, endowed with adequate resources, empowered
by a banking law to carry out their duties and enforce neces-
sary penalties, and protected from personal and institutional
liabilities for actions they take as supervisors. He emphasized
independence as especially important in economies where fami-
lies with political connections own banks. He explained that
the Basle Core Principles require bank supervisors to be ca-
pable of taking corrective actions against banks that fail to meet
prudential requirements, violate regulations, and expose their
depositors to threat of losses. These measures, he noted, range
from mild corrective measures like special audits and tighter
regulatory limits, to more punitive measures like fines and re-
placement of managers, and to severe measures like revocation
of bank licenses of the more serious offenders.  To implement
these principles, he sees the need for countries to make sub-
stantial changes in their legislative framework. He reported on
an on-going process of testing for compliance with the Core
Principles by teams composed of IMF, World Bank and profes-
sional supervisors who conduct independent assessments us-
ing Core Principles methodology. He explained that the process
allows the subject country’s authorities to comment on the draft
report with experience showing that bank supervisory authori-
ties pose fewer objections to the results than political authori-
ties. To help make assessments more objective, he said that
assessment teams do not publicly disclose the results except
when the subject country chooses to do so. Overall, he thinks
that the assessments are proving to be very resource-intensive.

27. Mr. Freeland then discussed what quality banking super-
vision can and cannot achieve. He said that quality supervision
could strengthen national banking systems, contribute to sta-
bility in the banking sector and reduce vulnerability of the bank-
ing sector to external shocks. However, he said that supervision
cannot create a stable macroeconomic environment, immunize
the country from external shocks and guarantee banks against
failure. Finally, he provided updates on the progress of the re-
view of the capital adequacy standard under the New Capital
Accord. He reported that:  Pillar 1 (use of external ratings to
group assets to risk classes) has not been popular both among
supervisors and rating agencies; new proposals are coming out
for Pillar 3 (use of pre-determined criteria for making capital
charges) concerning new internal ratings methodology, mea-
surement of operational risk and requirements on transparency;
and good progress is being made in discussions on Pillar 2
(qualitative standards concerning the supervisory review pro-
cess). Overall, he said that the Basle Committee is analyzing
over 200 comments on various aspects of newly proposed capi-
tal adequacy rules and that he expects a consultative paper in-
corporating these comments to come out about mid-2000.

Comments by Mr. Mats Josefsson, Senior Financial
Sector Advisor, International Monetary Fund

28. Mr. Josefsson discussed the Basle Core Principles in re-
lation to the objective of the International Monetary Fund in
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strengthening national and international financial systems. He
also reported on the results of assessments of compliance with
Core Principles conducted by the Fund and the World Bank.
He said that the Fund uses the methodology for various pur-
poses, like: for assessing the strength of the financial system
surveillance; for improving the focus of the Fund’s technical
assistance; for setting structural benchmarks in Fund-sup-
ported programs; and for supporting efforts of a country’s su-
pervisory authorities to improve transparency. He reported
on the state of actual compliance with the 25 Core Principles
based on some 26 assessments. Overall, he considered com-
pliance with the majority of individual principles far from
satisfactory. He concluded that to improve compliance, gov-
ernments in most countries must expend substantial resources
for drafting new legislations and regulations and in building
up supervisory institutions. Among the principles with weak-
est compliance based on the 26 assessments are: Principle 7
on adequate credit policies; Principles 11 through 14 on man-
aging country risk, market risks, other risks and internal con-
trols; Principle 15 on safeguards against “money laundering”;
Principle 20 on requirement of consolidated supervision of
financial groups, and Principle 22 on empowerment of finan-
cial system supervisors to apply remedial measures. He said
that individual countries’ overall compliance with core prin-
ciples showed large differences with many countries being
far from achieving satisfactory compliance.

29. Mr. Josefsson concluded with a comment that the Asian
crisis was partly associated with unsustainable lending prac-
tices, such as connected lending and weak prudential regula-
tions and supervision, that could have been alleviated if the Basle
Core Principles were in place. Nevertheless, he considered it
unlikely that banks’ adherence to the Core Principles alone would
have been sufficient to prevent the crisis because the economic
boom masked underlying problems and deprived regulators of
the political support for tightening supervision during such time
of economic boom. He said that the Asian crisis demonstrated
the need to strengthen supervisory powers and capabilities to
improve risk management capacities in banks.

Dinner Speech: Restructuring Japanese
Banks, Review of its Progress, and
Implications for Other Asian Countries

Resource Speaker: Mr. Takatoshi Ito, Deputy Vice
Minister for International Affairs, Ministry of Finance,
Government of Japan

30. Deputy Vice Minister Takatoshi Ito spoke on the progress
of restructuring of Japan’s banks and its possible implications
for other Asian countries. He started with a review of what he
called “Japan’s Lost Decade” when average annual GDP gr-
owth rates were less than one percent from 1992 to 2000. He
attributed its cause to the speculative “bubble” in the second
half of the 1980s which, when it burst, caused a decline in
consumption and investment, increase in banks’ NPLs and
decline in lending. He said that the negative economic and
financial spiral surprisingly continued for years. Mr. Ito ob-

served that in the soul-searching process that followed, some
experts identified the cause of the crisis as a monetary policy
that was too lax and interest rates that were too low. Mr. Ito
disagreed with the monetary policy explanation for Japan’s
crisis because, according to him, monetary policy was basi-
cally successful in the second half of the 80s as shown by the
low inflation rate.  He said that the real problem was the rapid
rise in asset prices that was exacerbated by a very lax super-
vision policy. As a result, he noted that banks’ portfolios grew
and became increasingly risky, loan to asset value ratios in-
creased from 60 to 80 percent (and to 100 percent, in some
cases, towards the peak of the speculative “bubble”). Mr. Ito
believes that the authorities should have used policy guid-
ance or stronger regulations to bring down loan-to-asset value
ratios.  In his opinion, supervisory policy was too timid and
lacked decisive action; stronger guidance could have deflated
the speculative “bubble” in the second half of 1980s before it
became too large. Then he noted that when the speculative
“bubble” burst, for a period of time from 1991 to 1995, there
was denial and forbearance by the authorities in the hope that
asset prices would stabilize and recover soon.

31. Mr. Ito said that experts recognized the problems as early
as 1992 but nothing was done until 1995 when the first pub-
licly listed bank failed in the post-war era. During 1995, a
resolution for the problem of Jusen, housing loan companies
that are non-bank financial institutions much like the “sav-
ings & loans” in the United States, was discussed. He noted
the minimal response and lack of clear principle even when
the government eventually provided 685 billion yen of pub-
lic money to support Jusen. In 1996, the economy appeared
to have recovered and began to grow again but in the second
quarter of 1997, a tax increase depressed the economy for
one quarter.  Then came the Asian currency crisis in the sum-
mer of 1997. Mr. Ito recalled that from November 1997 to
March 1998, there were failures of some very large financial
institutions in Japan that, according to Mr. Ito, created a sense
of crisis in the government. In response, Mr. Ito claimed, the
government used substantial fiscal money to support ailing
banking institutions. Unfortunately, by March 1998 it became
clear that capital injections of March 1998 were not suffi-
cient and later the Long-term Credit Bank (LTCB) crisis sur-
faced and was handled by authorities in a manner that was
criticized by many economists, including Mr. Ito.

32. As a result of discussion on how to handle LTCB, accord-
ing to Mr. Ito, legislation set up a framework on how to deal
with failing financial institutions. In a related development in
June 1998, the FSA was established.  FSA applied the new
framework in the Nippon Credit Bank (NCB) failure in a man-
ner that made it gain the public’s confidence. Mr. Ito consid-
ered the FSA handling of the NCB failure as the turning point
for the FSA, gaining the public’s confidence and reaffirmation
of FSA’s independence from the Ministry of Finance. At this
time, he thought there was a good mechanism in place to deal
with any banking crisis, as shown towards the end of March
1999, when a large capital injection to banks eliminated the
“Japan premium” by the following month. Mr. Ito said that while
the present ADB Institute conference is for the purpose of plan-
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ning for the future instead of looking backwards, he wanted to
further indulge in a bit of history to draw the parallel between
Japanese banking crisis and Thailand’s banking crisis.  He
showed a graph of the Nikkei price index and the Stock Ex-
change of Thailand (SET) index in Bangkok to show evidence
of similar speculative “bubbles”. He said that the Nikkei graph
should be very familiar to the Japanese but the Bangkok SET
Index also experienced the bursting of the speculative “bubble”
in 1996 and 1997.  Mr. Ito pointed out that there are similar
scales in that from the bottom to the peak of the mountain is
four times (400% increase) and then almost all of those gains
were lost in two or three years in both countries.  He drew at-
tention to the timing of the bursting of the speculative “bubble”,
which preceded the currency crisis. Mr. Ito noted that these
conditions basically invited the speculative attacks on the baht
that partly led to the collapse the currency, resulting in worsen-
ing NPLs and further damage of the banking system in a spiral-
ing process of banking and currency crisis.

33. Mr. Ito showed some parallels in the financial institutions
failures in Japan and Thai finance companies. He said that when
the real estate “bubble” in Thailand burst, finance companies
and banks that financed their investments in real estate were
hit. He noted that the speculative “bubble” and crisis, which in
Japan took 15 years and in Thailand only seven to eight years,
were very costly for both countries.  He said that Thailand did
not have the luxury of forbearance – it suspended 58 finance
companies and eventually closed 56 of them while Japan liqui-
dated only seven Jusen companies and took three to four years
to resolve the Jusen problem. The point of the historical review,
he claimed, is that these problems can happen in both advanced
countries and emerging markets. Mr. Ito said that the crisis re-
vealed weaknesses in the supervisory framework for non-bank
institutions in both Japan and Thailand, underscoring the need
for a comprehensive financial supervisory structure.

34. Mr. Ito reviewed the recent progress of the restructuring
of the financial sector of Japan. Among the highlights he cited
are: the FSA has been established and is functioning well; LTCB
and NCB failed but were temporarily nationalized and eventu-
ally sold to new investors; the pace of consolidation has been
accelerating recently; the number of large commercial banks
may go down to a Big Four banking groups by 2001; consoli-
dation of banks is proceeding, in line with the global trend,
with the entry of foreign capital and non-financial companies;
and, deregulation continues to motivate companies to gain scale
economies and to reduce costs through restructuring. Mr. Ito
believes that widespread consolidation will pose problems and
challenges for the supervisory agency and calls for a more con-
solidated independent supervision agency.

35. Mr. Ito identified some lessons learned from the past crisis
in Japan and Asia and implications for the future. First, on the
aspect of prevention of the crisis, he said that the main lesson
was for governments to deflate speculative “bubbles” before they
grow too big. He said that the past crisis clearly demonstrated
the limit of monetary policy and the important role of financial
supervision policy and institutions. He pointed out another les-
son for crisis prevention in that the authorities should not adopt a

policy posture of forbearance in the early stage of a speculative
“bubble” and should respond vigorously and decisively. Second,
on the aspect of crisis management, he saw a need for the au-
thorities to select proper policy instruments to stem the crisis
including a government “blanket” guarantee of deposits, creation
of an independent financial supervisory agency, design of insti-
tutional mechanisms for restructuring of banks and installing a
system for managing assets acquired from financial institutions.
As an example of incorrect crisis management, Mr. Ito pointed
out that the decision of Indonesia to close 16 banks in November
1997, without providing a blanket guarantee for the other sur-
viving banks, was probably a mistake because it caused a bank
run. Third, in order to consolidate gains in the post-crisis period,
he saw a need for the authorities to design a robust financial
system including the expansion of capital markets and associ-
ated infrastructure like bond trading and settlement systems.

Session II: Strengthening the Asian
Financial Sector in the Post-Crisis Period

Topic 1: Enhancing Corporate Governance
of Asian Banks: Lessons from the Asian
Crisis and the Way Forward

Resource Speaker: Mr. David Carse, Deputy Chief
Executive, Hong Kong Monetary Authority

36. Mr. Carse opened his presentation by defining corporate
governance as the system by which shareholders and credi-
tors direct and control a company. He pointed out that one of
the key factors that aggravated the Asian crisis was weak cor-
porate governance in Asian banks, characterized as follows:
total control by owners and relatively weak board of direc-
tors; banks in conglomerates that engage in connected lend-
ing; banks that placed more importance in growth rather than
return on capital; and inadequate formal risk management poli-
cies and systems. Mr. Carse considered reforms in corporate
governance of banks as essential components of the recovery
package and that supervisors should ensure that banks take
corrective steps, especially those related to accountability,
connected lending and checks and balances.

37. Mr. Carse then shifted to the Basle Guidelines for promot-
ing sound corporate governance practices by banks. He discussed
the seven recommendations on sound corporate governance is-
sued by Basle Committee on Banking Supervision as follows:

1 Establish strategic objectives and corporate values.
The board is required to establish strategic objectives
and corporate values, ensure that top management
implement policies that limit activities that diminish
the quality of corporate governance, and establish pro-
cesses to monitor compliance with these policies.

2 Set and enforce clear lines of responsibility and ac-
countability.  The company needs to define the orga-
nizational authorities and responsibilities of the board
and senior management. Management should be re-
sponsible for operations and accountable to the board.
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3 Ensure that board members are qualified, understand
clearly their role in corporate governance and not
be subject to undue influence from management and
other concerns. The board holds ultimate responsi-
bility for the operations and financial soundness of
the bank. The board should have an effective num-
ber of qualified and independent directors. Special
committees need to be established to assist the board
in its oversight function.

4 There should be appropriate oversight by senior
management. Senior management should oversee
line managers and control key employees, a task that
differs from its decision-making role.

5 Effectively use the work conducted by internal and
external auditors. Shareholders, directors and credi-
tors should rely on auditors in identifying problems
for management to address, in judging the effective-
ness of internal controls and in acting as an inde-
pendent check on information received from
management regarding the operations and perfor-
mance of the bank.

6 Make compensation consistent with the bank’s ethi-
cal values, objectives, strategy and control environ-
ment. The board should review the compensation of
management and link it more with the long-term
bank’s business strategy rather than on short-term
performance of the bank.

7 Conduct corporate governance in a transparent
manner. Transparency reinforces good corporate
governance because it allows the public to judge the
effectiveness of the board and senior management.
The Basle Guidelines recommend public disclosure
of a company’s board and senior organization struc-
ture, organization chart, incentive structure and na-
ture and extent of relationships with affiliates and
related parties.

38. Mr. Carse then discussed other recommendations of the
Basle Committee to improve corporate governance and super-
vision of banks. One of the recommendations he cited is for
authorities to create an environment that is supportive of cor-
porate governance through strong laws, strict disclosure re-
quirements by the securities exchanges, adequate audit
standards and voluntary adoption of sound industry-wide risk
management principles and practices. He also discussed a rec-
ommendation that banks fulfill the following requirements:
(a) organization structures that have built-in checks and bal-
ances; (b) boards and senior management that fulfill their re-
sponsibilities; (c) boards that are accountable for problems
detected in the supervision process, and (d) conduct of busi-
nesses in ways that do not harm depositors. Mr. Carse observed
that while the Basle Guidelines are claimed to apply under
“diverse structures”, they nevertheless reflect the Western
model of corporate governance. Thus he called for a review of
their relevance to the Asian context and how they can be ef-
fectively implemented. He cited as an example corporate gov-
ernance problems in Western companies that are due to the
separation of ownership and management, a condition that is
not shared by Asian companies where owners manage the busi-

ness. He said that in Asia, the problem is how to protect mi-
nority shareholders from owners that operate as “autocracies”
and defend their banks from structural changes, thereby inhib-
iting value-creating and risk-reducing consolidations of banks.

39. According to Mr. Carse, the Asian crisis demonstrated
the need to curb the powers of large shareholders by strength-
ening the role of the board, introducing professional manage-
ment and increasing transparency through effective audits.
He said that bank shareholders are under pressure to invite
professional management because external finance and busi-
ness relationships increasingly call for explicit contracts rather
than personal connections. He cited difficulties of Asian com-
panies in finding truly independent directors and in making
institutional investors more proactive. Mr. Carse explained
that banking supervisors have a role in promoting sound bank-
ing practices, including requiring that bank directors be “fit-
and-proper” and that they carry out their duties. Mr. Carse
discussed the steps taken by Hong Kong Monetary Authority
(HKMA) to reassert the role of the board, given its view that
in some banks there was a vacuum of leadership during the
Asian crisis. HKMA guidelines now specify the roles of di-
rectors and their legal obligations under common law and stat-
ute because if a bank is found to have breached the law, every
director of that bank becomes legally liable. He also reported
that HKMA requires minimum standards of responsibilities
of the board and a minimum number of meetings of the board.

40. Mr. Carse said that lack of sound corporate governance
in banks and the corporate sector can damage the broader
economy and the companies themselves as demonstrated in
the recent crisis. He commented that although market forces
will eventually drive companies to improve their governance
practices, bank supervisors still need to impose standards so
that banks can accelerate corporate governance reforms. He
noted that the Basle Committee’s guidelines are useful as in-
ternational benchmarks for bank supervisors in the region.

Lead Discussant: Prof. Mitsuhiro Fukao, Faculty of
Business and Commerce, Keio University

41. Prof. Fukao commented on changes in corporate gover-
nance structures in Japan. He said that Japanese financial insti-
tutions weakened when banks excessively invested in
non-financial companies and in life insurance companies that
sustained negative yields due to the “zero interest rate policy”
of the government. He noted that by tradition, Japanese share-
holders of banks were Keiretsu companies and reciprocal trans-
action-oriented financial institutions that viewed segments of
bank capital as follows: profits belonged to shareholders, unre-
alized capital gains were for incumbent management and capi-
tal reserves guaranteed the continued existence of the company.
He reported post-crisis findings indicating that shareholders now
demand better performance from their management through
higher share prices and dividends and improved disclosures.
He said that the presence of more foreign investors influenced
shareholders into: (a) raising their expectations on management
performance of Japanese banks; (b) expecting more Western-
style transparency; (c) comparing their bank’s performance with
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foreign banks; and (d) strengthening the corporate governance
systems of their banks, especially one with fewer directors.

42. Prof. Fukao said that reforms are being introduced to
reduce the size of the board of directors, strengthen the statu-
tory auditor systems and introduce outside directors but the
remaining problems that are yet to be addressed concern the
incentive systems for outside directors, development of an
executive officer system and introduction of derivative law-
suits. On governance of Japanese financial institutions, Prof.
Fukao noted weaknesses in the proposed revision of the Com-
mercial Code including those related to the current statutory
auditor system which has not worked for most large compa-
nies. Considering that the provision for unlimited liability of
directors in Japanese companies has been ineffective, he said
that there should be a balance of responsibility and compen-
sation for directors and improvement in incentives for out-
side directors. He called for introducing sufficient flexibility
in the legal framework that will allow banks to choose be-
tween either retaining their statutory auditor system or chang-
ing to a US/UK-style audit committee composed of outside
directors.

Topic 2: Corporate Bond Market
Development in Bank-Dominated
Financial System: Analytical Issues and
Some Implications for Bank Corporate
Governance and Regulation

Resource Speaker: Professor Shinji Takagi, Visiting
Scholar, ADB Institute

43. Professor Takagi reviewed the role of the financial sys-
tem in channeling savings to productive uses and in providing
corporate governance to ensure that providers of capital get
their money back. He said that asymmetric information results
in adverse selection and moral hazard problems that make mar-
ket-based mechanisms inefficient and make the costs of exter-
nal finance exceed those of internal finance. Consequently, he
said that companies informally access internal funds through
mergers and acquisitions and corporate groups. Similarly, he
said that companies prefer debt because they incur lower moni-
toring costs to the extent that creditors monitor only in bad
states (i.e., when the debtor is in risk of default) although debt
exposes the company to bankruptcy and liquidation risks. He
observed that banks have an important role when securities
markets are imperfect, incomplete and costly. According to him,
banks have a role to play in using reputation to achieve supe-
rior performance, in eliminating duplication of information
gathering and monitoring, in allowing staged financing and
inter-temporal subsidies to growing companies.

44. Prof. Takagi explained that bank and bond financing co-
exist because they address different types of informational prob-
lems with different degrees of effectiveness and costs. In
particular, he said that bank financing is better suited for miti-
gating problems of asymmetric information (banks can more

easily find out the true financial condition of the company)
while bond financing is better at providing price signals for
investment decisions (bond prices adjust to news about the
success of the borrower). He considered the choice of financ-
ing to depend on such factors as the influence of monitoring
costs on the cost of funds, reputation acquired by companies
as debtors, probability of financial distress and the costs of
bankruptcy and liquidation. He pointed out that bank finance
could avoid inefficient liquidation of assets because banks could
determine the real source of the problem and how to solve it.

45. Prof. Takagi offered several implications of his analysis
of inherent determinants of bank and bond financing on finan-
cial market development and regulations. He said that the choice
between bank and bond finance depends on the degree of in-
formational problems and information content of bond prices.
He called for stronger bank regulations and requirements for
corporate governance to induce banks to be more efficient at
gathering information. He argued that as financial markets de-
velop and companies generate long credit histories, more com-
panies move out of bank relationships and migrate to the bond
market. Prof. Takagi explained that bank financing is suitable
for financing young and growing companies because of their
ability to provide “staged” financing and for financing compa-
nies that face high fixed costs of financing through the capital
market like small- and medium-scale enterprises. Finally, Prof.
Takagi said that bank regulators should take a balanced ap-
proach to competition policy in the banking sector because with
too little competition, banks extract too much rent from bor-
rowers but with too much competition, banks could not gener-
ate the surplus they need to invest in information gathering.

Lead Discussant: Prof. Makoto Saito, Faculty of
Economics, Osaka University

46. Prof. Saito discussed three issues, namely, the “double-
edged” nature of bank financing, the need to develop the bond
market’s infrastructure and the search for proper banking regu-
lation so that bond markets and banking systems can co-exist.
He described the dual nature of bank financing by explaining
that the information advantage of banks places them in a mo-
nopolistic position on loan transactions that, for example,
yielded results that were positive in the 1980s but negative in
the 1990s. Another example he cited was demand deposits that
gave a strong incentive to bank entrepreneurs but left banks
vulnerable to the threat of bank runs. Similarly, he said that
implementing deposit insurance schemes may prevent bank runs
but are detrimental to bank incentives. Controls on the adequacy
of bank capital also have a double-edged nature, according to
Prof. Saito, because more capital stabilizes the banking system
but also limits the incentive of the banks’ management to take
risks. To develop the bond market as an alternative to bank
financing, Prof. Saito emphasized the need to develop the legal
infrastructure, enrich the experience with the domestic gov-
ernment bond markets and encourage companies to undergo
credit rating by independent credit rating agencies. On the search
for proper banking regulation, Prof. Saito pointed out that regu-
latory policies should encourage bonds to substitute for bank
financing and to co-exist with banks in the financial market.



ADBI Executive Summary Series No. S36/01 11

Comments

47. Mr. Tharman Shanmugaratnam, Deputy Managing
Director, Monetary Authority of Singapore.  Mr.
Shanmugaratnam commented that relationship banking as
described by Prof. Takagi does not capture many Asian bank-
ing practices; for example, the Japanese practice of banks
extending credits to all members of the group at a single in-
terest rate with little asset appraisal. That system, he said,
tends toward over-investment because of the absence of ex-
ternal evaluation. Relationship banking, according to him, also
did not work because it could not cope when economies be-
came more complex. He said that the benefits of relationship
banking and bank financing are overstated to the extent that
managing risk is not necessarily easier under relationship
banking than under a securities market. He also warned against
the hazards of allowing banks to invest in equity shares of
their borrowers, as suggested by Prof. Takagi.

48. Mr. Masayuki Matsushima, Executive Director, Bank
of Japan. Mr. Matsushima contributed a brief comment that
banks are not necessarily in a better position to handle infor-
mation asymmetries. He expressed reservations about the as-
sumption that banks are more efficient in monitoring the
borrowers and in dealing with other information as compared
to other institutions such as credit rating agencies, investment
banks and other securities market institutions.

49. Mr. Werner Gehring, Deputy Head, Banking Super-
vision Division, Deutsche Bundesbank.  Mr. Gehring took
exception to the presentation of Prof. Takagi that classified
bank financing and bond financing in terms of simple con-
trasting practices. He said that the apparent dichotomy might
only be because the regulatory framework of banks in Asia
limits them to certain roles like lending and prohibit them
from strongly participating in the bond market. He said that
in Europe, universal banks function both as investment banks
in the bond market and as commercial banks in the credit
market. Under that system, he sees no need to differentiate
bank financing from bond financing.

Roundtable Discussion

50. Mr. Tharman Shanmugaratnam pointed out that to im-
prove the quality of corporate governance and supervision of
banks, bank regulators should take an active and even intru-
sive role. He said that in Singapore, the Monetary Authority
of Singapore (MAS) requires banks to organize nominating
committees for directors and reviews their proposed mem-
bership. He said that MAS requires the boards to hold at least
four meetings a year, requires disclosure of related party trans-
actions and specifies the duties and responsibilities of inde-
pendent directors. For a bank that is part of a conglomerate,
he said that MAS requires that it be owned by a holding com-
pany that does not own any other non-financial company, an
organizational device that facilitates direct regulation of the
bank by MAS. In addition, he said that MAS employs vari-
ous measures to separate a bank from other members of the

group including prohibition of sharing of names among com-
panies in a group, prohibition of appointment of bank man-
agers who are also managers of non-financial companies in
the group and separation in public listing of shares of the bank
and other companies in the group.

51. Mr. Stephen M. Hoffman, Jr., Deputy Associate Di-
rector, Division of Banking Supervision and Regulation,
Federal Reserve Board, United States.  Mr. Hoffman de-
fined the components of sound bank supervision, namely: rule
making, supervisory guidance, examination/inspection and
resolution of issues.  He explained that the rule-making func-
tion as a five-step process consisting of accepting a legislative
mandate, adopting a precise and concise language, presenting
a proposed versus an interim rule, offering the rule to the pub-
lic for comments and setting the final rule. He emphasized the
need to include the public in the process of rule making. On
supervisory guidance, he suggested that it should be an inclu-
sive, consultative process with well-defined objectives and
procedures that are focused on risks and transparent to finan-
cial institutions. He explained that the examination function
of regulators includes policy and procedures review of bank
risk management systems and audits like verification and valu-
ation of bank assets. He considered investigations necessary
when banks engage in activities that potentially violate laws
and regulations. He described the resolution of regulatory is-
sues as a process that involves discussions with management,
with provisions for appeal by the bank and ending with either
informal consensual supervisory agreements or formal enforce-
ment actions under a legal appellate process. Mr. Hoffman con-
cluded his comments by explaining the enterprise-wide
supervision approach adopted by the Federal Reserve Board.
He said that the process starts with an understanding of the
bank’s strategy in terms of its components like performance
goals, customer profile, target market and risk tolerance lim-
its, followed by a review of the systems and procedures and
legal entities that transact with the bank. Mr. Hoffman ex-
pressed his belief that these methods used in the United States
are also applicable in Asian and international contexts.

52. Mr. Alain Duchateau, Deputy Head for Research and
Policy, La Commission Bancaire, France. Mr. Duchateau
remarked that French banks saw the Asian crisis as an oppor-
tunity to rethink their strategies. After a phase of credit re-
trenchment and prudential provisioning, he said that French
banks in Asia reorganized and consolidated their businesses
following the global trend of disintermediating and being more
selective in granting credits. He said that they strengthened
their linkages with established geographic centers of busi-
nesses like in Singapore, the main center for foreign exchange
operations in Southeast Asia, and Hong Kong, China the cen-
ter of trading of equity securities. French banks, according to
him, have deferred their involvement in new business activi-
ties except in Japan where there are interesting buying oppor-
tunities. He reported that the global volume of banking activity
recovered in 1999 with main French banks increasing their
exposure to Southeast Asia (including PRC) by 13 percent in
1999, an indication that investors are optimistic about new
investment opportunities in the region.



12 ADBI Executive Summary Series No. S36/01

53. Mr. Duchateau noted that the crisis made French banks
redefine their business lines by pushing non-credit services
at the forefront of their new business strategy in Asia. This
means that banks give selective credits to international rather
than local companies and only when the customer is likely to
need more diversified, value-added services in the future. He
said that the Asian crisis ended support to very large projects,
with French banks currently expanding in new directions like
foreign exchange businesses, commodities trading in
Singapore, asset management business in Singapore and Hong
Kong, China and private banking as a new business line.

54. Mr. Duchateau concluded that French banks in Asia are
not in retrenchment and have participated in the restructuring of
local banks in Indonesia, Malaysia and Japan. He offered bank
supervisors some lessons learned from the crisis. First, he la-
mented the scarcity of banking system performance data in times
of crisis that resulted in an absence of early warning signals,
causing Asian branches of French banks to absorb the full im-
pact of the crisis (NPLs increased from 10 to 28 percent from
1997 to 1998). He said that better bank supervisory and regula-
tory systems could have alleviated the impact of the crisis on
foreign banks. Second, he said that because the banking system
is so fragile, there should be close cooperation among supervi-
sory institutions. He sees the creation of a central bank supervi-
sory institution working with the central bank as a step toward
strengthening of regulation. He concluded by emphasizing that
systemic bank restructuring is a complex long-term process re-
quiring better prudential regulation and supervision to improve
bank performance and to strengthen market discipline.

55. Mr. Werner Gehring identified several areas of further
reforms in bank regulatory systems. He called on BIS to
strengthen and expand information on country exposure of banks
in the region and to improve early warning indicators using
macroeconomic and prudential measures. He said that there is a
real need for more efficient surveillance similar to publications
of the IMF and regular meetings among central banks of coun-
tries to compare experiences and reform measures. Another area
of improvement that he proposed is greater harmonization in
accounting for and evaluation of bad loans and for refinement in
the definition and estimation of off-balance sheet liabilities. He
saw a need for further improvement in supervision and for refin-
ing the Basle Core Principles to take country experiences into
account. Finally, he called on bank regulators to continue to curb
any tendency for banks toward imprudent lending by imposing
higher capital adequacy standards in higher-risk environments.

56. Mr. Charles Freeland responded to the observations of
Mr. Gehring. On the need for early warning indicators, he said
that IMF statistics are a good source but their data are self-
reported by banks, a process of doubtful reliability during peri-
ods of systemic problems. On the accounting issue, he believes
that compared to external auditors, internal auditors play a more
important role for corporate governance because they can check
accounting practices, determine adequacy of disclosure and
evaluate the level of loan loss provisions of banks. He informed
the Roundtable that the Basle Committee will come out with a
paper on the role of auditors.

57. Mr. Masayuki Matsushima organized his contribution
to the Roundtable discussion around four points; namely, the
need for capital markets development, the ramifications of capi-
tal markets design, the role of the central bank in capital mar-
kets development and the time horizon for capital markets
development. He noted the importance of capital and bond
market development in light of the fact that the Asian crisis
demonstrated over-dependence by companies on short-term
bank credit. He said that a developed capital market makes
economies less vulnerable to external shocks and market stress.
He pointed out that designing the capital market requires strong
and consistent measures to review and revise the tax regime,
the legal framework and other infrastructure required to sup-
port efficient bond market operations. He said that while the
bond market should serve local and foreign investors, its spe-
cific architecture would depend on its relative orientation to-
ward domestic savings compared to foreign investors. He noted
that governments in many Asian countries promote long-term
foreign investments to maximize GDP growth without being
constrained by domestic resources. To develop a bond market,
he said that the government needs to maintain its macroeco-
nomic house in order because otherwise the high risk premium
and other punitive measures that investors will require will be
serious disincentives to market growth. Another requirement,
according to him, is the adoption of conventions used by for-
eign investors, particularly in the areas of corporate governance
and transparency, to ensure credibility of issuer companies and
support institutions in the capital market. He called for real
domestic investment in the bond market to make the market
liquid and less dependent on foreign investors.

58. Mr. Matsushima said that the central bank should cooper-
ate with other authorities to catalyze the development of the
capital markets and provide market incentives in a way that
avoids possible distortions. He said that the central bank should
apply the skills of its staff in various aspects of the operations of
the capital markets. Finally, he saw a need for an intrusive regu-
latory process to influence the behavior of banks and investors
and for more staff with sufficient expertise to support the devel-
opment of the bond market in the face of market failure.

Closing Ceremony

59. Dean Masaru Yoshitomi delivered the closing remarks to
end the Roundtable. He saw a need for continuing dialogue
among banks, public institutions, regulators and scholars to
discuss ways of avoiding crises and of improving corporate
governance and supervision of banks. He said that while ev-
eryone agreed that it is a long process, he saw a need to moni-
tor the progress and to identify obstacles to that process and
ways of overcoming them. He reiterated that ADB Institute’s
policy-oriented activities would be geared toward these exer-
cises in the future. In anticipation of next year’s Roundtable,
he identified such possible topics as the impact of information
technology on bank supervision, electronic banking, new su-
pervision policies, and economics of capital adequacy. Dean
Yoshitomi expressed his gratitude to the participants for a fruit-
ful seminar that had been enriched by their active discussions.
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ANNEX I
Program Agenda

Thursday, 8 June 2000

13:00 Registration

13:30 – 13:50 Opening Ceremony: Welcome remarks by Dr. Masaru Yoshitomi, Dean ADBI; and Mr. Hideichiro Hamanaka, Senior
Deputy Commissioner, JFSA

Moderator: Dr. Masaru Yoshitomi, Dean, ADBI

Session I: Strengthening Bank Regulatory Systems in the Post-crisis Period: A review of progress
and current issues

13:50 – 15:40 Presentations by Bank Regulators on Individual Country Experiences

Regulators are expected to cover one or more of the following themes in their individual country presentations:
◆ Post-crisis Bank Restructuring. A review of progress and the lessons learnt; Why has progress been slow in most

countries? What are the main obstacles and how can they be overcome?
◆ Implementation of Basel Principles. What are the main problems encountered? What are the implications for bank

regulation?
◆ Non-Banking Financial Institution (NBFIs). What are the main regulatory issues? Are they being addressed as part

of the financial restructuring process?
◆ Private Capital Flows. A review of recent trends; Implications of renewed private capital flows for bank regulations:

are appropriate safeguards now in place? What lessons have been learnt from the recent Asian crisis?

Speakers:
Indonesia Dr. Subarjo Joyosumarto

Deputy Governor, Bank Indonesia
Korea Dr. Moon-Soo Han

Senior Advisor to the Chairman, Financial Supervisory Service
Malaysia Dr. Awang Adek Hussin

Assistant Governor, Bank Negara Malaysia
Philippines Mr. Teodoro B. Montecillo

Monetary Board Member, Bangko Sentral NG Pilipinas
Japan Mr. Hideichiro Hamanaka

Senior Deputy Commissioner, Financial Supervisory Agency of Japan

15:40 – 16:10 Open Discussion

16:10 – 16:30 Coffee Break

16:30 – 16:50 Keynote Presentation: “Basle Principles, Old and New: Their Implications for the Post-Crisis Reconstruction/Strength-
ening of the Asian Banking Sector”
Speaker:   Mr. Charles Freeland, Deputy Secretary General, Basle Committee on Banking Supervision
This presentation will likely address the following main issues, among others:
● A review of progress in implementing Basel Core Principles in the OECD and Asian countries.
● What are the main implementation problems encountered? How are they being/can be resolved?
● Can the Basel principles be effectively implemented in the Asian family-based group-affiliated banking structure and

especially given the underdeveloped institutional capacity? Does the industrial organization/corporate governance of
the Asian banking systems have to drastically change before Basel principles can or should be implemented?

16:50 – 17:05 Lead Discussant:  Mr. Mats Josefsson, Senior Financial Sector Advisor, Monetary and Exchange Affairs Department,
International Monetary Fund

17:05 – 18:00 Roundtable Discussion

18:00 Photo Session

18:30 Dinner hosted by FSA
Welcome remarks by Mr. Masaharu Hino, Commissioner, JFSA
Dinner speaker:  Dr. Takatoshi Ito, Deputy Vice-Minister for International Affairs, Ministry of Finance
Speech topic:  “Restructuring Japanese Banks:  Review of Progress and Future Role in Asia”
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Friday, 9 June 2000

Session II: Strengthening the Asian Financial Sector in the Post-Crisis Period

9:00 – 9:20 Topic: “Enhancing Corporate Governance of Asian Banks: Lessons from the Asian crisis and the Way Forward”
Speaker: Mr. David Carse, Deputy Chief Executive, Hong Kong Monetary Authority.
Issues to be addressed:
● Corporate governance of banks in the Asian countries. What are the perceived weaknesses? What reforms/

improvements are needed to address them?
● Basle Committee Report on “Enhancing corporate governance for banking organizations” (September

1999). A review of the main recommendations; How relevant are they to the Asian countries? Can they be realis-
tically implemented in the Asian countries with any degree of success?

9:20 – 9:30 Lead Discussant: Prof. Mitsuhiro Fukao, Faculty of Business and Commerce, Keio University

9:30 – 9:50 Open Discussion

9:50 – 10:10 Topic: “Corporate Bond Market Development in a Bank-dominated Financial System: Analytical Issues and Some
Implications for Bank Corporate Governance and Regulation.”
Speaker:  Prof. Shinji Takagi, Visiting Scholar, ADB Institute
Issues to be addressed:
● What are the main elements of an analytical framework to analyze the development of a viable corporate bond

market in the developing Asian countries whose financial systems are dominated by banks?
● What are the implications of a thriving corporate bond market for the corporate governance of banks in an Asian

context? Can a viable corporate bond market be developed in such a way that it will strengthen the banks, includ-
ing their corporate governance?

● What are the implications of a corporate bond market for bank regulation in an Asian context? For example, is the
competition provided by bond markets likely to increase incentives for self-regulation and greater compliance
with external regulations by banks? Will it lead to greater bank disclosure and transparency, restraining imprudent
bank lending and limiting bank risk exposure, and overall improving bank corporate governance?

10:10 – 10:20 Lead Discussant: Prof. Makoto Saito, Faculty of Economics, Osaka University

10:20 – 10:40 Open Discussion

10:40 – 10:55 Coffee Break

10:55 – 12:10 Commentaries
(For about 15 minutes each, commentators can choose to react to the above presentations and/or present their own
views about relevant issues in bank regulations)

Commentators
USA Mr. Stephen Hoffman

Deputy Associate Director, Division of Banking Supervision and Regulation, Federal Reserve Board
France Mr. Alain Duchateau

Deputy Head for Research and Policy, La Commission Bancaire
Germany Mr. Werner Gehring

Deputy Head, Banking Supervision Division, Deutsche Bundesbank
Japan Mr. Masayuki Matsushima

Executive Director, Bank of Japan
Singapore Mr. Tharman Shanmugaratnam

Deputy Managing Director, Monetary Authority of Singapore

12:10 – 12:40 Roundtable Discussion

Some possible topics for discussions:
● What kind of banking/financial system does Asia really need?
● Do we see them emerging from the post-crisis restructuring? If not, what can be done to facilitate their emergence?

12:40 – 12:50 Closing Remarks by Dr. Masaru Yoshitomi, Dean ADBI
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