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1- In the context of this case, explain the meaning of:

a) Imported deregulation

This refers to the fact that the occurring deregulation was not an idea of the Ministry of Finance by itself, but instead a reaction to the threats of the European Union to penalise countries not leaving European banks operate on their territory. Therefore the result of opening the market for foreign institution is called imported deregulation.

b) Deregulation by market force

At that time to stay profitable the Japanese banks has to internationalise their activities. It was due by the surplus of fund available in the domestic market, which was caused of the growing Yen. The Yen have been pull up by a continuing surplus in the balance of trade. In addition the large corporation were able to find fund by themselves, by issuing bond. Its mean the Japanese banks were losing supplier of fund (deposit) and customer (corporate loan) from the new competition created by those large firms. This pressure and the one from the EU pushed the Japanese Ministry of Finance to deregulate the Japanese market. By the purpose of keeping the Japanese banks profitable. 

c) Zaitech

The Penguin International Dictionary of Finance defines Zaitech as:

Sophisticated financial management, normally that of the surplus funds of industrial companies; the term used to contrast financial profits with industrial profits
.

In fact, a zaitech in nothing more than the fact, for a non-financial firm, to use its money to invest in financial securities instead of investing in production assets such as equipment or factory. A reason for such behaviour from the Japanese industrial firms could be an attempt to take advantage of a non-equilibrium in the market. This arbitrage between the production market and the financial market made it more interesting (and profitable, until a certain point in time) for those non-financial firms to play the real estate and securities markets than to produce goods by themselves.

d) EU equal treatment and implication for Japanese Bank:

The EU equal treatment policy refers to the fact that the European authorities wanted to protect their banks against what they saw as unfair competition from Japanese banks. That is, under the existing rules, a Japanese bank was allowed to compete in the European market, while the European banks could not penetrate the Japanese market. Japanese banks were advantaged because of their low cost of deposits, and they could lend money at a lower rate of interest than the European banks.

e) A firm that is deleveraged/degeared

To understand what is the deleveraged firm, we will first have a look on his antonym. The leverage is the ratio of net interest payable over the operating income. The situation of deleverage happens when the interest received are higher than the interest payable, which gives a negative net interest expense. In that case the use of the zaitech strategy was make the deleverage possible. That is, The market value of the securities held as a zaitech was higher that the value of the debt that manufacturing firms contracted in order to participate to the zaitech.

f) Convertible debenture

According to The Penguin Dictionary of Economics a convertible debenture:

…carry an option at a fixed future date to convert the stock into ordinary shares at a fixed price. This option is compensated for by a lower rate of interest than an ordinary debenture, but convertible debentures are attractive since they offer the investor, without sacrificing his security, the prospect of purchasing equity shares cheaply in the future. For this reason, convertible debentures are issued at times when it is difficult to raise capital either by equity or fixed-interest securities.

However in our case it was easier to rise capital via the equity market because the share prices of the Japanese firms were in continual growth. Therefore the issue of convertible debenture had the effect of reducing the gearing because the investors were expecting to convert their debenture when the conversion reached the profitable level. The conversion is suppose to dilute the earning per share which should cause an equivalent depreciation of the share value. Indeed, the convertible security was seen as an equity security, since the chances of winning by converting it was very high.

g) Low coupon with stock warrants attached

The oxford dictionary of Business define bonds with warrants attached as:

“Fixed-rate bonds with warrants attached giving long-term options linked usually to ordinary shares. They differ from convertibles in that the fixed-rate bonds and the warrants are frequently separated and marketed to separate groups of investors.” 

In this case the market value of the warrant decreases the interest rate payable to the bondholder, by giving him an option to buy at advantageous price new equity from the issuer. Contrarily to the convertible debenture, the debt will have to be paid back at the end of its life, whether the bondholder uses his warrants or not.

h) Universal banking in Japan

Universal banking in a specific country represents the range of possibility offer by the legislation. The rights of the Japanese banks are:

(1) The acceptance of deposits or instalment savings, etc.

(2) The lending of funds or the discounting of notes.

(3) Exchange transactions.

(4) The guaranteeing of debts or the acceptance of notes.

(5) The buying and selling of securities.

(6) The lending of securities.

(7) The underwriting of national government bonds.

(8) The acquisition or negotiation of monetary claims.

(9) Handling of private placement of securities.

(10) Trust services related to the flotation of local government bonds, corporate bonds or other bonds.

(11) Representation of banks and other parties conducting financial business.

(12) The handling of the receipt of money or other matters related to money of the national government, local bodies, or corporations, etc.

(13) Safekeeping of securities, precious metals or other articles.

(14) Money exchange.

(15) Financial futures transactions, etc.

(16) Trust, etc. of financial futures transactions, etc.

Therefore if a bank exploits all its rights, it will become really close to the traditional definition of universal banking (German banks). The Japanese system did not allow this globalisation of financial activities until 1992, when the “Financial System Reform Act (FSRA) was adopted
. A major point, however, is that since 1987, a Japanese bank cannot have a shareholding of more than 5% of an individual company, which is a big difference with the bank-dominated German financial system, for example. In anyway, this new legislation from the Japanese Government was without any doubt a serious reason why Sakura Bank was created by the merger of two banks: to benefit from the new possibility of being a global bank with the means (which is money and size) of its ambitions.

2- Why has the cost of raising capital on global markets traditionally been lower for Japanese banks than for banks headquartered in western countries?

Because that the Japanese banks had a very good reputation, and a good credit rating. The view was that the Ministry of Finance would back-up a bank with financial trouble, reducing by the way the real risk of lending money to a Japanese bank, compared to an European bank, for instance, that was not helped by its government.

The fact that Japanese financial system was full of cross-ownership also meant that a bank was possibly most aware of the financial health of its borrowers, reducing its credit risk compared to a non-insider investor, for example. A lower risk means a lower yield for the investor, in this case the people lending (depositing) money to the Japanese banks.

3- Employing the definition of economies of scale found in Chapter 4, do you agree the merged banks will achieve greater economies of scale?

According to the Penguin dictionary of economics the definition of economy of scale is:

Factors which cause the average cost of producing a commodity to fall as output of the commodity rises. For instance, a firm or industry which would less than double its costs, if it doubled its output, enjoys economies of scale.

During a merger economy of scale is normally realise by the reduction of administrative cost, which are the resultant of duplication in administrative service of both entities. It is also imply fixed cost, by a merge a firm can share fix asset its represents another possibility of realising economy of scale. In the Sakura case computer systems his mentioned has an example of this economy of scale, because they just have to buy one time the systems instead of two. Other economy can be done in research, by sharing idea and then, create the global entity more efficient. Therefore if the culture is compatible (compatibility of culture was considered as one reason of a merge failure) we agree the merged bank will achieve greater economy of scale.  

4- Using the description of the Japanese banking structure found in Chapter 3:

a) How will the merger of a regional bank and a city bank achieve a greater diversification of credit risk?

Simply by the fact that both banks do not have the same market. Since we can expect that they don’t have the same kind of customers, there are chances that a regional customer and a city customer will not be affected by the same events. Therefore, we join the normal portfolio theory stating that we can reduce the risk by putting our money in more than one kind of asset (securities, loans, etc).

b) Did functional segmentation encourage zaitech?

The functional segmentation refers to the period, prior to 1992, when the Japanese system was still very regulated. At this time, there was a strict range of activities in what each financial institution could participate. That is, banks were taking deposits and giving loans, securities companies were underwriting securities, etc.

In our opinion, this segmentation did encourage zaitech, by reducing the availability of capital. Since a manufacturing corporation had to go to a bank to get money, and not to an insurance company, or a securities company, the costs were higher, except for those firms owning a bank. These companies could then borrow from its bank, and then invest on the market at a higher yield. 

Another point in favour of our opinion is that since every part of the financial business was independent from the other, it was difficult for one of them to evaluate the full financial situation (and exposure to zaitech and other) of a customer. Therefore, some customers were able to increase their debt without big concern from the financial system’s players.

c) Explain why the long-term credit banks were more heavily exposed in zaitech operations than other types of banks in Japan.

These banks lend the money from their depositors to customers on a long-term basis, meaning that the money will not be available in the short-term. Therefore, when the zaitech bubble took the country, individual investors were willing to participate to the miracle moneymaking event and therefore withdrew their money from their current accounts. Doing so, banks had to get the money from somewhere to give it to its owners. Since their loans were locked for a long-term, they had to find the money somewhere else and pay for it.

d) Explain why the Japanese Post Office is one of Sakura’s key competitors.

In Japan, the Post Office is allowed to receive deposits from the citizens. Unlike the banks, however, Post Office is not subject to the jurisdiction of the Ministry of Finance and the Bank of Japan. Consequence of this, Post Office was able to pay higher interest rates than banks, and give compound interest every six months, what the law does not allow the banks to do. With its wide spread premises locations, Post Office is therefore a very powerful competitor for Sakura Bank.
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