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Japan´s Big Bang Stage One: Risks and Prospects of Foreign Exchange 

Market Liberalisation 

 

Beate Reszat 

 

 

The Japanese foreign exchange market is strongly regulated. Japan is the only G7 country 

which is controlling foreign exchange trading by, in principle, restricting it to banks. In 

addition, there are many limitations on all kinds of transactions related to foreign trade and 

investment which are intended to influence the foreign exchange market indirectly through the 

resulting demand for, and supply of, foreign currency. As a first major step towards a  far-

reaching reform of its financial system the Japanese government has announced a full 

liberalisation of foreign exchange trading for April 1998. This decision comes at a time when 

Japan´s financial markets appear  highly fragile and its financial institutions, still struggling 

with the aftereffects of the speculative bubble of the late eighties and a stagnating economy, 

appear particularly vulnerable. There is a danger that the planned liberalisation will reinforce 

existing weaknesses and add to the many risks the system is exposed to already. 

 

The following will take a closer look at the characteristics of the Tokyo market in comparison 

to the other two big centres of foreign exchange trading, London and New York, and analyse 

the nature of risks looming there. It will be divided into four sections. The first one will give a 

brief overview of the markets´ history up to the present. Many regulatory and trading practices 

that can be found today have their roots in early developments.  Section 2 will describe the 

market characteristics in detail focusing on the various groups of market participants as well 

as on trading activities. Section 3 will concentrate on the risks. Here, three sources of risks 

seem worth emphasising: the high and variable volatility of the yen, which more than other 

currencies defies traditional means of statistical analysis, the large share of derivatives trading 

in the Japanese market and the risks related to the transfer of cross-border funds. Section 4 

will look at the present state of Japan´s financial institutions and at the prospects of foreign 

exchange market liberalisation under the described circumstances. The general conclusion is 

that Japan is starting its Big Bang at a most unfavourable moment. With many of its financial 

sector´s problems unsolved the liberalisation will present an extraordinary challenge to both 

Japan´s authorities and the international financial community. 
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I. The history of the markets 

 

Money in Japan has a varied past, from the early beginnings of regional mintage of coins after 

Chinese models in Musashi province in the 8th century over the Oban - with 165 grams one of 

the world´s largest gold coins - in the 15th century to the failure of the official gold-silver 

standard during the last days of the Tokugawa shogunate.1 The birth of the yen goes back to 

the first years of the Meiji Restauration. It was officially introduced with the New Coinage 

Act in 1871. From 1897 on a gold standard was established. Until its suspension in 1917, the 

yen/dollar rate fluctuated within a narrow range around a parity of $49.845.2 

 

Responsible for keeping fluctuations within this narrow band was the Yokohama Specie Bank 

- the forerunner of the Bank of Tokyo - a quasi-governmental bank. It was established in 1880 

for the purpose of operating in exchanges. All business ventures abroad had to be cleared 

through this bank which had access to cheap finance from its main shareholder, the 

government, and from the Bank of Japan. The Bank advanced exporters the price of their 

goods at a discount as soon as they were loaded.3 The exporter´s advantage was that he got his 

payment instantaneously and in Japanese currency. At the destination, one of the Bank´s 

agents then was responsible for the collection receiving the respective amount in foreign 

currency or precious metals (in silver and, since 1897 exclusively, in gold). Those were used 

to pay back loans from the government or central bank. Any surpluses made were changed 

into Japanese bank notes which then served to finance new exporters´ businesses. In this way, 

the Yokohama Specie Bank fulfilled two tasks: On the one hand, it promoted exports by pre-

finance, on the other, it helped concentrating foreign-exchange holdings with the government 

and the central bank. 

 

The year 1917 marked a preliminary end to the gold standard for Japan. What followed was a 

period of turbulence and instability: There was the economy´s wartime boom after 1918, the 

following severe depression, the big Kanto earthquake (1923) and the financial panic in 1927. 

The gold standard was re-introduced in 1930 and re-abandoned once and for all in December 

1931. In 1933, after a short floating intermezzo the yen was pegged to sterling and remained 

                                                 
1 A more detailed history of  money in Japan can be found in Reszat (1998). 
2 Einzig (1971): pp. 261 f. 
3 See for the details Born (1977), pp. 354 ff. 
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so until the outbreak of World War II, when the Japanese government decided to peg it to the 

US dollar which, in turn, was abandoned with the begin of the Pacific war in 1941. In general, 

the 1930s and 1940s  were a time of growing government intervention and regulation, and 

foreign exchange served as one means to exert financial control. The Capital Flight Prevention 

Law, the forerunner of the post-war Foreign Exchange and Foreign Control Law (FEFTCL), 

which was enacted in 1932 forbade all financial transactions with other countries unless 

explicitly authorised.4  In 1942, the reformed Bank of Japan Law was introduced which, 

following widely the German Reichsbankgesetz of 1939, stated the Bank´s increased powers 

to control the credit-allocation process with a strong emphasis on national goals.5 Both laws in 

a sense marked the beginning of an era of government involvement and market interference 

which continued for more than four decades  and which can still be found leaving its traces 

today. 

 

Among the big world centres of currency trading today, London, New York and Tokyo, 

London is the oldest one, Tokyo the youngest.  London´s rise dates back to the 13th century 

when trade by Italian merchant bankers developed in various European cities. Its importance 

grew with the end of the Napoleonic Wars when - first together with Paris - it began to replace 

Amsterdam as the leading foreign-exchange market in Europe.6 But, its true development 

started after 1914, after some major changes in foreign-exchange practices as well as political 

circumstances, that had a lasting favourable effect, had taken place.7 With the end of the 

Second World War, the US dollar took over as the world´s strongest currency, but, after a 

temporary shift in relative weight to New York, this even added to the importance of London. 

Here, in contrast to other places, the market developed sufficient depth to allow transacting 

large and growing quantitites without triggering unduly moves in the exchange rate. 

 

The most spectacular push for London´s international competitiveness came with the rise of 

the Eurocurrency markets during the sixties.8 Their growth was largely stimulated by two US 

regulations - Regulation Q, which layed down maximum rates of domestic dollar time 

deposits, and the Interest Equalization Tax, which made it attractive for US corporations to 

                                                 
4 See for the history of both laws in detail Calder (1993), pp. 33-35. 
5 The law is still holding today. From April 1998 onward, for the first time after the Second World War a revised 

Bank of Japan Law will come into operation. See for the details Reszat (1998), pp. 167-168. 
6 See for the history of foreign-exchange trading in London Einzig (1970). 
7 See for the details Einzig (1970), pp. 235 ff. 
8 The nature and functioning of the markets is described in Dufey and Giddy (1994). 
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borrow outside the United States. In addition, Euromarkets were exempt from official reserve-

requirement regulations and therefore could operate on a lower spread between borrowing and 

lending rates than national markets. 
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Figure 1: Average Daily FX-Turnover in Selected Countries
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London´s early history helps explain why the place has more of a truly international centre 

than New York and Tokyo where a much higher bulk of trade is done by nationals with 

nationals. During the seventies and eighties, the nature of foreign exchange trading changed 

fundamentally. The widespread adoption of a system of Managed Floating, the deregulation of 

capital flows in many countries and new developments in information techniques and 

telecommunications led to an internationalisation of trade of unforeseen extent. Today, with 

an estimated daily turnover of more than $1.2 billion worldwide market volume exceeds by 

far the volume of world trade and capital flows. London´s supremacy continued. In 1995, the 

daily turnover there was estimated to be $464.5 billion or 30 per cent of the world market. 

But, meanwhile, New York and Tokyo hold considerable market shares, too, with their 

estimated daily turnover rising from $115bn and $110bn in 1989 to $244bn and $161bn 

respectively in 1995 (Figure 1). It is in particular the Tokyo market which as a latecomer 

showed a spectacular rapid development: 
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Compared to the long tradition of foreign-exchange trading in London the market in Tokyo is 

a rather new phenomenon. It came into existence in the early 1950s  but due to many 

restrictions activity remained low up to the 1980s. It was only after the so-called Real-

Demand Rule requiring all trades to be linked to real commercial transactions was abolished 

in April 1984, and after banks became allowed direct dealing and international broking in 

1985, that its true upturn began (Table 1). 

 

Table 1:  Trading volume in the Tokyo foreign exchange market
a 

 

Year Spot Forward  Swap Total 

1960 0.3 0.3 0.0 0.6 

1965 2.1 1.7 0.8 4.6 

1970 4.8 4.2 2.5 11.5 

1975 22.9 26.0 24.5 73.4 

1980 211.8 66.8 300.6 579.2 

1985 462.7 4.4 968.5 1435.6 

1990 2495.7 -
b
 3466.9 5962.5 

a In billions of US dollars. 

b From February 1985 onwards forward transactions are included in swaps. 

Source: Tateno (1993): Table 14.1. 

 

 

II. General Characteristics 

 

The Japanese foreign exchange market is a telephone market with almost all transactions 

concentrated in Tokyo.9 There is a small market in Osaka, too, but it accounts only for about 

one per cent of total turnover. Foreign exchange trading in Tokyo differs in many respects 

from that in other places. The market consists only of authorised foreign-exchange banks and 

brokers. Securities companies, institutional investors, trading houses and manufacturing 

companies as well as all others with a demand for, or supply of, foreign exchange, are not 

allowed to participate directly but must turn to one of the former.10 According to the latest BIS 

statistics, in 1995, there were 330 foreign exchange banks - about one third of which were 

                                                 
9 A general description of the market can be found, for example, in Bank of Tokyo (1990) and Kuroda (1995), 

pp. 222-234. 
10 Compare for the various reasons given why foreign-exchange trading remained restricted in this way up to now 

Fukao (1996),  pp. 101 f. 
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foreign exchange banks - and eight brokers.11 Not all of them are equally active. The large city 

banks, long-term credit banks and trust banks dominate. 

 

One remarkable characteristic of the Tokyo market so far is its comparably large share of  

interbank transactions (Table 2). Those account for 73 per cent of total market turnover, 

compared to New York with 57 per cent. They are comparable to London where interbank 

transactions have even a share of 75 per cent, although for different reasons: While for 

London this number demonstrates the importance of the City  as a centre of international 

finance - as, for example, is also indicated by its relatively low share of local versus cross-

border trading with customers - for Tokyo it rather reflects the institutional restraints 

prevailing there. 

 

Table 2: Customer and interbank transactions in international comparison
a 

 Tokyo  London  New York 

Interbank transactions 118.5 349.0 138.4 

 Local 35.0 107.5 50.5 

 Cross-border
b
 83.5 

(70)           

241.4 

(69) 

87.8 

(63) 

Customer transactions 42.8 114.8 106.0 

 Local 38.3 63.2 53.8 

 Cross-border
b
 4.6 

(11) 

51.5 

(45) 

52.3 

(49) 

Customer-trading ratio
c
 27 25 43 

a As of April 1995, in billions of US dollars. 

b Figures in parantheses are the percentage share of cross-border transactions in total  

interbank transactions. 

c Percentage share of customer transactions in total trades. 

 

Source: Bank of Japan (1996a): Table 6. 

 

 

Another characteristic of the Japanese foreign exchange market is the extraordinary growth it 

showed after its liberalisation during the 1980s. Within a few years, Tokyo became a major 

world trading centre ranking only third behind London and New York. For example, while in 

1980 the estimated annual trading volume in Tokyo was around $579 billion, in 1995, the 

estimated daily turnover in this market had become more than $162 billion. 

 

                                                 
11 See for this and the following in greater detail Reszat (1998), part II. 
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Individual market segments differed in their development. A striking fact distinguishing 

Tokyo from other places is the large share of swaps. The importance of swaps has grown 

worldwide in recent years - they have meanwhile replaced the spot market as the biggest 

foreign exchange market segment -, but in Tokyo those transactions traditionally play an even 

greater role than elsewhere. In 1995, swaps made up for 55 per cent of all trades there, 

compared with a share of 49 per cent worldwide.12  

 

There are mainly four reasons for this phenomenon. On the one hand, reflecting an overall 

trend the rising share of swaps in Japan and in yen trading worldwide in recent years is a sign 

of  growing sophistication in investors´ liquidity and currency risk management. On the other 

hand, it is said to reflect a high level of short-term money market operations and  interest 

arbitrage between currencies. For example, Japanese banks which find more favourable 

conditions in foreign money markets than domestically may swap yen into US dollars to 

invest them at higher rates in the United States. Or they replace costly foreign currency 

liquidity by cheap and ample yen liquidity, as has been the case in 1995 when international 

banks imposed a ´Japan premium´ on dollar deposits with Japanese banks. Still another 

variant had played an important role at the time when interbank rates in Japan were strictly 

regulated. Then banks supplied funds to one another in the form of currency deposits which 

they swapped into yen thereby circumventing the interest rate regulation prevailing in the 

domestic market.13 A third explanation for the high share of swaps are the still existing 

constraints in Japan. Since all foreign currency trades so far have to be done through an 

authorised foreign exchange bank or broker there is a much higher share of customer business 

in Tokyo than, for example, in London. As a result, banks have more open positions from 

forward contracts with customers covering most of them by swaps. 

 

A fourth explanation which is often overlooked and which does not only hold for the Japanese 

market alone is the role swaps nowadays play in banks´ position taking in search of short-term 

profits from exchange rate fluctuations: Dealers wanting to hold an open position for an 

undefined short time period  buy or sell the currency spot or forward and then, when 

expectations do not fulfill in time or prospects continue to look favourable, prolong the 

position by a swap. This allows them to keep a high degree of flexibility at lowest costs (see 

Box 1). As the Bank for International Settlement puts it: ´...foreign exchange swaps are often 

                                                 
12 Compare for the details Reszat (1998), pp. 47-50. 
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initiated to move the delivery date of foreign currency originating from spot or outright 

forward transactions to a more optimal point in time. By keeping maturities to less than a 

week and renewing swaps continuously, market participants maximise their flexibility in 

reacting to market events.´14 In that way, they do not only manage to profit from short-term 

exchange rate changes but also from variations in interest rate differentials between currencies 

or, to put it the other way around, the swap rate. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Beside the large share of swaps there are other indications of an unusual willingness to take 

risks in the Japanese market. For example, the general average size of transactions in Tokyo at 

times appears considerably higher than elsewhere.15 In addition, despite huge foreign-

                                                                                                                                                         
13 See also Hamada and Horiuchi (1987), pp. 255-256. 
14 Bank for International Settlements (1996), p. 18. 
15 According to BIS data, in April 1992, the average size of transactions in the United States was reported to be 

$6 million although there existed considerable difference between market segments with the largest amounts 

reported for options involving non-dollar currencies (up to $32 million). For Tokyo, the average transaction 

size one year earlier was reported to be already $20 to $30 million. See Terazono (1991).  

Box 1: The dual nature of foreign exchange swaps 

 
A swap is defined as a temporary exchange of two currencies for a specific period with a reversal 
of that exchange at the end of the period consisting either of a combined spot and forward leg or of 
two forward trades with different maturities. For example, a bank may buy Japanese yen against 
US dollars for spot value and, at the same time, agree to buy back the dollars against yen at a 
fixed future date. The loss or gain of this transaction is determined by the swap rate which is the 
difference between the spot and the forward rate, and this, in turn, due to a strong interdependence 
of money and foreign exchange markets worldwide, is equal to the difference in interest rates 
between the two currencies:  
 

For internationally traded currencies interest rate arbitrage normally secures that the swap rate 
equals the interest rate differential between two currencies. Any deviations would instantaneously 
trigger capital movements eliminating the difference. For example, if the interest rate differential 
were higher than the swap rate market participants in search of riskless profits would have an 
incentive to raise funds in the market with the lower interest rate, swap them into the other 
currency, invest the amount for a certain period at the higher rate and reverse the transaction at 
the end of the period. The conditions of the reversal would be fixed at the beginning by the forward 
leg of the swap. The cost of this transaction were the swap yield which is determined by the 
difference between spot and forward rate. Another possibility were to raise funds at the higher 
interest rate, swap them into the lower-interest currency and invest them there, since it is the buyer 
of the low-interest currency that gets the swap yield paid. However, since this relationship is known 
to all market participants - the forward rate is quoted as premium or discount to the spot rate for 
this reason -  those kind of deviations are extremely rare.  
 
In principle, a swap bears no currency risk. It establishes both a long and a short position in a 
currency of equal amount and for the same maturity at the same time. However, as argued above, 
it can be used in combination with a spot or outright  forward transaction to establish or prolong an 
open position that, if not compensated otherwise, is exposed to risk. The bulk of short-term swaps 
today - and in Japan as well as worldwide maturities of seven days or less account for about 70 per 
cent of all trades - can be thought to consist of those kinds of activities. 
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exchange losses in the past there still seems to be a widespread lack of hedging, an attitude 

which, in parts, can be explained by lax official rules and accounting principles facilitating to 

hide foreign-exchange losses. And finally, there are nonbank enterprises which abuse 

established bank linkages to heavily engage in foreign-exchange trading even without direct 

market access sometimes leaving the banks which do not always manage to fully cover their 

exposure in time with some risk burden themselves. In Japan, where banks are caught in a 

complex web of relations and obligations within the country´s large industrial conglomerates 

or keiretsu, this aspect is of much greater importance than elsewhere. 

 

Japanese companies have become known for supplementing their core profits with 

manoeuvers called zaitech or financial engineering - including high-risk activities in foreign-

exchange markets - for many years. Although having long denied to be involved in those 

kinds of operations, they usually take each opportunity to exploit market movements. For 

example, after the abolition of the Real-Demand Rule, although still forced to go through 

banks for each foreign exchange transaction, firms rushed to open up their own dealing rooms 

to make the most of market liberalisation. In those years, for some corporations like Toshiba, 

Sharp or Sanyo incomes from zaitech were reported to make up for over 70 per cent of pre-tax 

profits, for Nissan they were said to be even  more than 150 per cent.16 

 

III. The Risks 

 

Partly due to the described characteristics one important feature distinguishing Tokyo from 

other places is that the risks in this market appear considerably higher than in London and 

New York. Three aspects call for special attention: the variability of the yen as a source of 

market risk, the dangers of derivatives trading and the imponderabilities in the transfer of 

cross-border payments.  

 

Market risk is defined as the possibility of losses as a result of changes in market prices. In 

general, this is measured by the variance or standard deviation. Compared, for example, to the 

European currencies, whose variability is limited by their countries´ participation in a regional 

exchange-rate mechanism the Japanese yen at times shows particularly large fluctuations. 

                                                 
16 See for the details Reszat (1998), pp. 32-35 and the literature cited there. 
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However, as a look at the long-term volatility of effective exchange rates demonstrates, even 

compared to the US dollar its variability seems high (Table 3). 

 

Table 3: Long-term volatility of effective exchange rates* 

 

 

Country 

 

1960-69 

 

1970-79 

 

1980-85 

 

1986-89 

 

1990-94 

 

United States 

 

0.2 

 

1.1 

 

1.8 

 

2.1 

 

1.5 

 

Japan 

 

0.3 

 

1.9 

 

2.4 

 

2.4 

 

2.4 

 

Germany 

 

0.7 

 

1.2 

 

1.0 

 

0.8 

 

0.9 

 

France 

 

1.0 

 

1.2 

 

1.1 

 

0.8 

 

0.7 

 

United Kingdom 

 

1.0 

 

1.5 

 

2.0 

 

1.8 

 

2.0 

* Standard deviation of monthly changes in per cent. 

Source: Edey and Hviding (1995): Table 24. 

 

But, there is a second aspect which in this context, so far, is often neglected. For exchange 

rates as well as many other financial data measures such as the variance or the standard 

deviation are no reliable means of risk analysis. Time series of those data exhibit several 

"stylised facts" which are not compatible with the normal distribution and the underlying 

linearity assumption traditional economic theories and concepts of risk are based on. The most 

important are a non-constant variance and an extremely long-range persistence in the data, in 

the literature also referred to as the Joseph and the Noah effect (Box 2).17  

 

Emprirical studies trying to cope with those phenomena generally concentrate on two 

statistical properties of exchange rates, heteroscedasticity, i.e. a nonconstant variance, and 

leptokurtosis. Kurtosis is the name for distributions with ´fat tails´. Normally exchange rates 

have distributions which show more occurrences far away from the mean and, at the same 

time, more peakedness than the normal distribution which is a direct implication of the Noah 

effect. On the one hand, there are far more ´outliers´ than predicted by a normal distribution 

and, on the other,  too many small variations. Leptokurtic distributions are characterised by an 

                                                 
17 In this context, the issue can only be treated in a very rudimentary way. See for a detailed analysis Reszat 

(1998), chapter 5. 
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additional skewness, i.e. by an asymmetry with more, or larger, occurences in the left half. As 

a result of leptokurtosis, risk estimates based on the standard deviation tend to give a wrong 

picture of the frequency of  large exchange rate changes and the frequency and/or extent of 

changes in either direction. In this case, taking into account a change of two or three standard 

deviations as is often done in riks analyses does not cover 95 or 99 per cent of all occurrences 

as under the normal distribution but less.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The bias appears particularly marked for  the yen. Studies have shown that the distribution of 

the Japanese currency normally exhibits more peakedness and fatter tails as well as more 

skewness than that of other major currencies. This is also demonstrated in Figure 2 which 

shows the histograms and normal distributions of monthly changes in exchange rates vis-á-vis 

the US dollar for the Japanese yen, the D-mark, the British pound and the French franc 

respectively. One conclusion drawn from this evidence is that the yen does not only tend to 

fluctuate more than other currencies but that, in addition, the standard tools to measure the 

range of those fluctuations, and thereby the market risk involved in foreign-exchange trading, 

are less reliable. 

 

Box 2: The Joseph and the Noah effect  

 
It was Benoît Mandelbrot who first observed these two phenomena for certain speculative prices in 
the early 1960s and coined their names. The Joseph effect points to the biblical story of the seven 
fat years and the seven lean years standing for very long-run dependencies where large positive or 
negative exchange rate changes tend to be followed by large changes of the same sign. Under this 
influence the time series seems to go through a succession of cycles, including very long ones with a 
wavelength extending over the total sample size, which, however, as spectral analyses have 
demonstrated, at a closer look, prove to be artifacts. The conclusion drawn from this observation is 
that there are very long run non-periodic dependencies which influence price behaviour. As a result, 
the normal distribution hypothesis, although still justified for short series where this long run 
persistence is not so manifest, appears no longer valid with the lengthening of the sample period. 
 
The second phenomen, the Noah effect, refers to the emergence of unusually high outliers which 
come and go like a spring tide. They make different samples of the same time series appear 
different in that sample variances vary eratically and nothing like ´the´ population variance can be 
estimated. Compared to a normal distribution, on the one hand, the price data show too many small 
variations and on the other, the large jumps observed are too large as well. It is the emergence of 
both influences at a time, the Joseph and the Noah effect, which according to Mandelbrot and others 
has serious implications for the statistical modelling of the time series. Under the Joseph effect alone 
for short periods of time the assumption of a normal distribution as well as the traditional linearity 
assumption of standard economic models are still valid. On the other hand, the existence of an 
´infinite´ variance allows to keep the latter only by sacrifying the former. As soon as both effects 
come together, the linearity assumption has to be given up once and for all ´for the sake of 
coexistence´ (Mandelbrot 1969: p. 86). 
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Figure 2: Skewness and Fat Tails 

 

 

a  yen/US dollar rate* 

 

 

 

b  D-mark/USdollar rate* 

 

 

 

 

c  British pound/US dollar rate* 
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d  French franc/US dollar rate* 

 

 

*Monthly percentage changes, 1985-1995. 

             Source: Reszat (1998), p. 95.  
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Another kind of risks to which the Japanese foreign exchange market appears particularly 

exposed are those related to derivatives trading. Due to the high leverage of those instruments 

losses on market positions can be considerably larger than for any other activities and there is 

a danger of volatile conditions invalidating assumed correlations between markets on which 

hedging strategies are based.18 

 

Table 4: Derivative financial instruments traded on organised exchanges* 
 

Region
 

1989 1990 1991 1992 1993 1994 

 

United States 

 

286.2 

 

310.9 

 

301.5 

 

340.1 

 

380.3 

 

509.5 

 

Europe 

 

64.4 

 

83.0 

 

110.5 

 

185.0 

 

263.5 

 

398.5 

 

Japan 

 

45.7 

 

60.6 

 

66.2 

 

51.7 

 

57.8 

 

70.5 

 

Total 

 

 

420.4 

 

478.3 

 

510.5 

 

635.6 

 

788.0 

 

1,140.2 

of which: 

 Currency 

futures 

 

 

27.5 

 

 

 

29.7 

 

30.0 

 

31.3 

 

39.0 

 

69.7 

 Currency 

options 

20.7 

 

18.9 22.9 23.4 23.8 21.3 

* Annual turnover in millions of contracts. 

Source: Bank for International Settlements. 

 

 

Derivatives trading has a long tradition in Japan. Its roots can be found in the commodities 

markets. Perhaps the first organised exchange worldwide on which forward contracts were 

traded was a rice exchange that developed in the front yard of a house of  one of Hideyoshi´s 

war merchants in Osaka. It became institutionalised with the establishment of the Dojima Rice 

Exchange  which from 1710 onwards began to issue and accept rice warehouse receipts, so-

called rice coupons.19   

 

Regarding the volume of derivatives traded on Japan´s exchanges today, there seem few 

remnants left of these glorious days. In contrast to the rapid growth in Europe and the United 

                                                 
18 Compare with respect to the reliability of option pricing models in this context in greater detail Reszat (1997). 
19 See also Nison (1991), pp. 14-15. 
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States in recent years, derivatives trading on organised exchanges in Japan shows a rather 

stagnant development (Table 4). The reasons for this observation are manifold. In parts it is 

said to reflect an overall risk aversion as a result of Japanese banks´ weakness in the aftermath 

the speculative wave of the 1980s.  However, this would only hold insofar as activities in 

other comparable markets were low as well which is not the case as the volume of  over-the-

counter (OTC)  trading in similar instruments shows. More probably, it is the comparative 

advantages of the OTC markets with their depth and  liquidity and their broad range of tailor-

made products that count. In addition,  regulators´ attention in Japan is focusing on the 

exchanges. From their very beginning, new financial instruments were met with distrust and 

scepticism by the authorities, and for investors the transparency  of  exchange trading may be 

an additional disadvantage in this context. 

 

Table 5:  Notional amounts outstanding of OTC Contracts* 
 

 Global 

amounts 

 

Japan 

United 

Kingdom 

 

United States 

 

Total OTC contracts 

 

40,714 (100) 

 

8,327 (100) 

 

12,220 

 

11,044 (100) 

 

 Foreign exchange 

 

 

13,153 (32) 

 

3,211 (39) 

 

1,429 

 

2,664 (24) 

 Forwards and swaps 

 Currency swaps 

 Options 

 

8,742 (21) 

1,974 (5) 

2,375 (6) 

2,474 (30) 

540 (7) 

192 (2) 

-- 

822 

596 

1,264 (11) 

258 (2) 

1,114 (10) 

 Interest rates 

 

26,645 (65) 5,100 (61) 10,382 8,147 (74) 

 FRAs 

 Swaps 

 Options 

4,957 (11) 

18,283 (45) 

3,548 (9) 

174 (2) 

4,516 (54) 

378 (5) 

2,590 

6,692 

1,036 

874 (8) 

5,558 (50) 

1,595 (14) 

* In billions of US dollars, in parantheses percentage shares. The figure for the UK does  

not include foreign exchange outright forwards and swaps outstanding. Global amounts  

differ from those in Table 2.20 due to adjustments made for estimated gaps in reporting. 

 

Source: Bank of Japan (1996b), Table 2.  

 

 

With respect to OTC trading the picture looks wholly different (Table 5). Considering the 

notional amounts outstanding of all contracts reported on 31 March 1995, Japan had a share of 

around 20 per cent compared to 30 per cent for the United Kingdom and 27 per cent for the 

United Stated. But, at first sight, the dangers here seem not so much to loom in the currency 

realm but rather in other market segments with the bulk of activities (61 per cent) 



 17 

concentrating on interest rate instruments. However, this impression needs to be modified in 

at least two ways. First, in general, market risks are much higher for currency instruments 

resulting in much higher gross market values. The latter are defined as the costs that would 

incur if the outstanding contracts would have to be replaced at prevailing market prices thus 

representing a more accurate picture of the risks than notional amounts. For example, 

although at the end of  March 1995 the reported notional amounts outstanding of OTC 

contracts for interest rate instuments worldwide were about $28,850 billion, and those for 

foreign exchange instruments "only" $17,700 billion, the estimated gross market values for 

the former were $700 billion while for the latter they were $1,420 billion.20 Second, compared 

to other countries, the share of those riskier instruments in Japan is particularly high. While, 

for example, in the United States foreign-exchange instruments account only for less than one 

quarter of all reported OTC derivatives trades, in Japan they make 39 per cent. 

 

Over-the-counter trading in foreign exchange derivatives in Japan consists mainly of 

traditional foreign-exchange forwards and swaps. In 1995, their share was more than 77 per 

cent compared to 66,5 per cent for the global amounts. At the same time, in the United States, 

traditional forward and swap transactions even accounted only for about 47 per cent of all 

foreign exchange derivatives. Sometimes, this leaves the impression that those activities are 

less risky than trades in the numerous, more sophisticated instruments developed in recent 

years. In Japan´s accounting and disclosure rules for banks, for example, swaps, in contrast to 

other foreign-exchange derivatives such as currency futures and options, need not be marked 

to market and are not subject to any disclosure standards.21  The contrast is true: As far as 

those instruments are used to establish or prolong an open foreign-exchange position they are 

exposed to the same leverage and volatility, and thereby to the same kind of risk, as any other 

derivative (Box 3). And, as far as that risk remains widely unnoticed, and unreported, the 

inherent dangers are even greater than elsewhere. 

 

In Japan, current accounting rules for swaps have resulted in some undesirable effects in this 

context. For example, Japanese banks show a  tendency to shun a closing of contracts before 

maturity when this would unfavourably affect current profits. This unnecessarily limits their 

scope of action putting them at a disadvantage  compared, for example, to their US 

                                                 
20 Compare Bank for International Settlements (1996), Table II. 
21 Observers consider the lack of standards for swaps particularly unsatisfying. See, for example, Kuroda et al. 

(1994), p. 55, and for this issue in general Reszat (1998), pp. 68-75. 
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competitors. In addition, some Japanese banks are executing swap transactions not by 

themeselves but hand them over to swap houses as overseas  subsidiaries which further adds 

to existing risks because of the lower capitalisation of those institutions. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

A third kind of risk the Japanese market is particularly exposed to is payment system risk. 

When in 1991 the Bank of Credit and Commerce International (BCCI) collapsed an unnamed 

Japanese bank lost a large amount in a yen/dollar trade which was due the day the US 

authorities froze the assets of BCCI SA in New York. At that time, the yen amount had 

already been payed to BCCI SA in Tokyo via the Japanese yen clearing system. 

Box 3: The risks of modern arbitrage 

 
Why do swaps play such an eminent role in today´s foreign exchange trading and why are they not 
necessarily less risky than other derivatives? The answer lies in the motives behind those trades, in 
their flexibility and profitability. Nowadays, many dealers in banks and other firms active in the 
foreign-exchange markets worldwide engage in what is called arbitrage. In principle, there are two 
main versions, spot arbitrage and swap-rate arbitrage. On the one hand, dealers search to exploit 
even minimal price differences in time. They buy (sell) a currency spot in the hope to sell it (buy it 
back) later in the day at a higher (lower) rate. If their expectations do not fulfill, or if prospects 
continue to look promising, they prolong the position by a swap or a respective money market 
transaction to the next business day or any other short-term date. For example, with a 
tomorrow/next or tom/next swap a dealer that bought dollars spot can close the position after one 
business day selling the dollars with the short leg of the swap, which is one day, and establishing 
another open position with the long leg buying the dollars back for in two days. In these cases, like 
for traditional forward trades,  due to market practices, no liquidity is needed. What needs to be 
paid is only the difference between spot and forward rate in case of incurring losses. Thus, the 
leverage is similar to that of a traditional forward trade leaving the dealer equally exposed to the 
odds of volatility.  
 
Another widespread technique based on swaps aims at exploiting smallest variations in the swap 
rate or interest differential. In principle, swap-rate arbitrage involves a combination of forward 
contracts of different maturities. Both trades are executed as swaps with the respective spot legs 
compensating each other. If, for example, the US interest rate for a given period is higher than the 
Japanese one and, at the same time the forward discount for the US dollar for two months is 
higher than  for one month (the interest differential for two months is higher than for one month) a 
dealer expecting a fall, or at least no rise, in the interest differential for the next two months may 
profit from buying dollars for two months and at the same time selling the dollars first for one month 
and then for another one.   
  
During the first month, there is no currency risk. Currency and amount for the dollar short and long 
position are the same. But, this does not hold for the second month, because the dealer does not 
know in advance the conditions he will get for the second one-month trade. If his expectations 
come true and the interest differential does not change he will make a loss from the trade after the 
first month when he has to buy the dollars spot at a higher rate than the agreed forward rate for 
one month to settle that trade. But, the loss will be more than compensated when after the second 
month he gets the dollars from the two-month trade at a low rate selling them at a higher rate to 
fulfill the second one-month trade. Figure 3a demonstrates such a successful outcome under the 
assumption of a constant spot rate and a constant interest differential for one month. However, if 
his expectations do not come true, and the interest differential is rising, the gain at the second 
month may no longer suffice to compensate for the first month´s loss by which it may easily be 
eaten up (Figure 3b). 
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Figure 3a: Successful swap-rate arbitrage 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 3b: Unsuccessful swap-rate arbitrage 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The BCCI case demonstrates the dangers related to cross-border payments. In principle, in a 

foreign exchange transaction where funds denominated in different currencies are exchanged  
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there are two main sources of payment system risks. On the one hand, there is a lag between 

the time a trade takes place and each of the two legs is performed, which is the settlement lag. 

On the other hand, there is a lag between the completion of the two legs, i.e. asynchronous 

settlement. Both can give rise to two fundamental types of risk: credit and liquidity risk. The 

first is the risk of loss on outstanding claims on participants in the transaction, the second is 

the risk that settlement will not be made at the time due resulting in a cash-flow shortfall. As 

far as relatively expensive borrowing, unprofitable asset sales, induced defaults on other 

contracts or even bankruptcy are the result, the latter bears an induced credit risk as well. 

Regulators´ attention in this context focusses on a third type of risk called systemic risk. This 

is the danger that if one party fails to meet its obligations this may trigger a chain reaction 

eventually affecting the whole financial system.  

 

 Traditionally, most large-value interbank payments and settlements systems worldwide 

operate on the basis of netting. The systems are constantly keeping track of  the net position of 

banks which are sending thousands of payment instructions (but no cash) to each other in the 

course of the day.  At the end of the day the net amounts owed are settled by means of 

transfers between the participants´ accounts at the central bank, if the payment system is a 

public one, or at the clearing house, if the system is privately run.  

 

The main drawback of a net settlement system is the accumulation of commitments to transfer 

funds over time and the related risks. The alternative is continuous or real-time gross 

settlement (RTGS) which is, at least for some financial transactions, in operation in most G-

10 countries. There are a number of variants of RTGS systems but common to all of them is 

that funds transfers are settled individually as soon as the corresponding orders are sent 

provided that the sending bank has sufficient cover in its account with the central bank. As a 

result, the individual transfer becomes unconditional and irrevocable. 

 

Typically, settlement of the two legs of a foreign exchange trade takes place in the country of 

issue of the respective currency and, until very recently, there has been no overlap at all 

between the operating hours of the large-value interbank funds transfer systems of the United 

States, Japan and Germany which are the countries with the most actively traded currencies 

worldwide. The lag is particularly long for yen/dollar trades. For example, until recently, when 

transacted through FEYCS and CHIPS the party delivering the yen would have had to wait at 
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least 17 hours after having payed out the funds before it would have received the dollars. 

Based on the opening hours of the BOJ-NET and Fedwire, the shortest lag would have been 

seven and a half hours.22 In the meantime, there have been efforts to shorten these spans. For 

example, in the United States, the opening hours of Fedwire and CHIPS were extended 

considerably recently - since December 1997 both start operating at 12.30am. Nevertheless, 

the overlap with Japan is still small. 

 

There is another aspect which makes  the Tokyo market appear particularly exposed to 

payment system risks which is the volume of transactions. In Japan, there are two electronic 

large-value interbank funds transfer systems. The Zengin system (Naikoku Kawase Kessai 

Seido) is a private system established in 1973 to settle payments between Japanese banks. It 

has a large number of participants and a two-tiered structure with 4,751 out of 4,917 being 

non-settlement members. Until March 1993 the Zengin system has been a next-day settlement 

system, then it switched to same-day settlement. In addition, there is a system specifically 

designed to settle payments related to foreign exchange and euroyen transactions, the Foreign 

Exchange Yen Settlement System (FEYSS) or Foreign Exchange Yen Clearing System 

(FEYCS). Founded in October 1980, this is a private clearing system managed by the Tokyo 

Bankers Association. It provides settlement of foreign exchange and other cross-border 

financial transactions on a net basis.  

 

In 1993, FEYCS handled far over six million transactions of ¥5950.6 trillion (about $53.5 

trillion) worth (Table 6). On average, there were 23,000 payments or ¥24.1 trillion ($217 

billion) transacted per day. In 1995, the average daily amount had even risen to about ¥35 

trillion.23 Like the Zengin system the FEYCS settles through the Bank of Japan´s BOJ-NET. 

This is a real-time gross settlement (RTGS) system which is also used for net settlement. The 

value of transactions handled by this system dwarfs that of other large-value interbank funds 

transfer systems worldwide. For example, in 1994, its ¥81,401 trillion value of transactions, 

which was about $796.5 trillion, had to be compared with the about $211 trillion of the US 

Fedwire and the $295 trillion of CHIPS, the US system originally specifically designed to 

support payments related to international transactions, leaving other countries´ systems even 

farther behind (Table 7).  

                                                 
22 Compare Borio and Van den Bergh (1993), pp. 56-57. See for the following in detail Reszat (1998), chapter 7 

and the literature cited there. 
23 See Nikkei Online 1996. 
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Table 6: Transaction values in major Japanese payment systems
a 

Year BOJ-NET
b
 Zengin system FEYCS 

1990 73,740 

(+24.3) 

1,870 

(+16.9) 

7,258 

(+42.2) 

1991 67,961 

(-7.8) 

1,777 

(-5.0) 

6,258 

(-13.8) 

1992 71,784 

(+5.6) 

1,725 

(-2.9) 

6,208 

(-0.8) 

1993 78,589 

(+9.5) 

1,793 

(+3.9) 

5,951 

(-4.1) 

1994 81,409 

(n.a.) 

1,894 

(+5.6) 

6,647 

(+11.7) 

1995 81,693 

(+0.3) 

2,067 

(9.1) 

7,670 

(+15.4) 

a In trillions of yen, annual percentage changes in parantheses.  

b Due to a break in the time series data for 1993 and 1994 are not directly comparable. 

 

Source: Bank of Japan (1996c), p. 86, Table 31. 

 

Due to its dual nature and the combination of real-time and same-day settlement the BOJ-

NET, despite its design as a RTGS system, is highly vulnerable to payment system risks. On 

the one hand, there are participants which are allowed to enter funds transfer instructions 

continuously in which case settlement takes place on the central bank books immediately. On 

the other, there are several settlement times to which instructions can be designated. Operating 

hours are from 9 o´clock a.m. to 5 o´clock p.m. There is a ´day´s open´ at 9 o´clock a.m., a 

´bill clearing time´ at 1 o´clock p.m. and an ´end-of-day´ at 3 o´clock p.m. FEYCS participants 

can enter payment instructions for same-day settlement between 9 and 1:45 p.m.24 There are 

plans to abolish designated time-settlement by the end of the year 2000, but so far, the 

discussions are still at a preliminary stage. 

 

IV. The State of the Banking System 

 

In principle, the described risks are no hindrance to proceed with the planned liberalisation in 

course of Japan´s Big Bang program. During the last decade, the nature of foreign-exchange 

                                                 
24 See Sakata (1994), p. 35, Bank of Japan (1997), p. 102. 
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trading worldwide has changed fundamentally and the related risks generally appear much 

higher than ten years ago. All G-7 currencies are volatile, the market in London is as much 

influenced by derivatives trading  as those in Tokyo and New York, and payment system  risks 

are by their very nature an international phenomenon. As far as the liberalisation paves the 

way to better risk management practices, an improved regulatory approach and an increase in 

market transparency risks may even be reduced in the long run.  

 

 

 Table 7: Transaction values in major payment systems worlwide
*
 

Year Fedwire CHIPS CHAPS EAF SAGITTAIRE 

1990 199,067 

(+9.0) 

222,108 

(+16.8) 

18,880 

(+28.1) 

24,993 

(-) 

35,393 

(+55.3) 

1991 192,255 

(-3.4) 

217,312 

(-2.2) 

19,050 

(+0.9) 

54,936 

(+119.8) 

43,845 

(+23.9) 

1992 199,175 

(+3.6) 

238,256 

(+9.6) 

20,928 

(+9.9) 

83,023 

(+51.1) 

59,219 

(+35.1) 

1993 207,630 

(+4.2) 

262,256 

(+10.1) 

23,545 

(+12.5) 

129,305 

(+55.7) 

108,750 

(+83.6) 

1994 211,202 

(+1.7) 

295,444 

(+12.7) 

25,053 

(+6.4) 

144,904 

(+12.1) 

110,847 

(+1.9) 

* In billions of national currency, annual percentage changes in parantheses.  

 

Source: Bank of Japan (1996c), p. 86, Table 31. 

 

                                       

 

However, two aspects appear  worth thinking again. One is the described accumulation of 

risks in Japan. Obviously, the exchange rate of the yen tends to show irregularities that differ 

from that of other G-7 currencies, the share of derivatives trading in Tokyo is larger than in 

other places, the willingness to take risks appears higher and the market is particularly 

exposed to payment system risks. Liberalising foreign-exchange trading will increase the 

share of unexperienced traders in the market and necessarily result in an increase in overall 

risks and in a larger number of actors exposed to those risks. 

 

 

 



 24 

Table 8: Japanese banks´ bad loans* 

Group of banks Bad loans/total loans Coverage by loss 

reserve 

Major banks (20) 4.5 39.8 

     Higher than 10%:  

- Nippon Credit Bank 13.9 25.0 

- Hokkaido Takushoku Bank 13.3 34.3 

- Yasuda Trust & Banking 10.9 33.2 

- Mitsui Trust & Banking 10.2 38.3 

 Lowest:  

- Tokyo Mitsubishi Bank 2.8 45.4 

- Sanwa Bank 2.5 42.8 

   

First-tier regional banks (64) 2.5 37.0 

 Highest:  

- Asikaga Bank 8.0 39.3 

- Ryukyu Bank 7.7 17.4 

 Lowest:  

- Toyama Bank 0.2 53.5 

   

Second-tier regional banks (65) 4.2 28.9 

 Higher than 10%:  

- Midori Bank 15.0 3.9 

- Tokuyo City Bank 11.6 21.5 

- Kyoto Kyoei Bank 10.8 22.9 

- Kokumin Bank 10.6 24.1 

 Lowest:  

- Tokushima Bank 0.4 123.3 

   

Cooperative-type institutions 4.8 18.1 

- Shinkin Banks (412) 4.8 24.5 

- Credit Cooperatives (368) 12.3 5.7 

- Agricultural Cooperatives (2264) 1.0 25.0 

   

All depository institutions 4.2 34.0 

* In per cent as of May 1997. 

Source: Taniuchi (1997), Table 3. 

 

The other aspect is the state of the Japanese banking system. Japan´s banks are still suffering 

from the aftereffects of a speculative bubble which hit the economy in the second half of the 

1980s. Its breakdown, the resulting decline in land and asset prices and the wave of 

bankruptcies that accompanied the following long-lasting economic weakness left them with a 

massive overhang of bad debt whose true extent is widely unknown so far. In 1995, at the 

height of the jûsen scandal, there were official estimates of the "true" total amount of bad 

loans in the system of about 40,000bn yen. End of 1997, after massive write-offs, Japan´s 
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leading eight commercial banks (excluding Bank-ofTokyo-Mitsubishi) alone reported a 

combined level of bad loans of ¥9,862 billion ($78.4 billion). And, these figures are only the 

tip of the iceberg since there are many other institutes whose ratio of bad loans to total loans is  

at least as high or even higher (Table 8). The official estimate of the total level of bad debt in 

the system is now ¥27,900 billion ($215 billion),25 but the situation of many institutes, above 

all the country´s more than 100 regional banks, is widely uncertain. 

 

The figures are not reliable. Whenever in the last months bankruptcies occurred the liabilities 

nearly always vastly exceeded the officially disclosed ones. Another big uncertainty in this 

context is the extent to which the linkages within the large industrial groups impose additional 

burdens to the banks. Given the shaky state of the Japanese economy and taking into account 

that a large keiretsu consists of a hundred and more firms (in 1990, the eight biggest groups 

contained more than 900 companies) the dimension of this problem appears uncalculable. 

 

While it is true that nowadays all financial centres worldwide face the same kinds of 

problems, some of them seem better prepared than others to digest an external shock such as 

the deregulation program Japan´s government is envisaging now as a look at returns and 

capital ratios clearly demonstrates (Table 9). In international comparison, Japanese banks 

traditionally show an extremely low profitability and their overall capital/asset ratios provide a 

highly insufficient cushion. This makes them ill-equipped to cope with the challenges of 

liberalisation. 

 

Japan´s regulators have made efforts to improve the situation. The increase of capital ratios is 

one pillar of the ´Prompt Corrective Action´ program, a plan to strengthen Japan´s ailing 

financial system the Ministry of Finance announced in 1996.26 Its aims are twofold: a revision 

of the national standard for capital adequacy and  a thorough reform of bank management. 

With respect to the latter, banks coming under the concept are divided into three groups: With 

a capital ratio along international standards of less than eight but at least four per cent, or less 

than four but at least two per cent along the national standard, they are required to simply 

formulate and implement a management improvement plan. Those with a BIS ratio of less 

than four per cent (two per cent national standard)  face a whole bundle of measures from the 

formulation of plans how to increase capital over restraints on asset changes, the prohibition 

                                                 
25 Tett (1997). 
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to enter new business fields and restrictions on current business activities up to the prohibition 

to pay dividends or bonuses to directors and to take deposits at high interest rates. The third 

group of banks has a capital ratio of ´less than zero per cent.´ As a rule their business will be 

either wholly or partly suspended although instead of suspending the business other measures 

such as those for the second group can be taken if either the net value of assets including 

unrealised gains is positive or is expected to become positive under certain circumstances. 

 

 

Table  9: Return on equity (ROE) and capital/asset ratios of commercial banks
* 

 

Country 1991 1992 1993 1994 

United States     

 Number of banks 12,269 11,689 11,242 10,741 

 ROE 9.90 16.77 20.62 22.18 

 Capital/asset ratio 6.67 7.18 7.85 7.88 

Germany     

 Number of banks 339 329 300 294 

 ROE 8.56 10.15 13.09 12.76 

 capital/asset ratio 8.67 8.21 7.54 7.56 

Japan     

 Number of banks 143 141 140 140 

 ROE 7.91 6.24 4.14 2.52 

 capital/asset ratio 4.12 4.42 4.73 4.87 

* In per cent. For Germany, figures for 1993 and thereafter are based on reunified Germany.  

 

Source: Bank of Japan (1996c), Table 34. 

 

 

V. Conclusion 

 

Initially, the new rules were to be adopted by Japanese banks from April 1998 onwards. 

However, fears of a credit crunch made the Japanese government delay the program for an 

indefinite time. As a consequence, Japan´s financial liberalisation will start without the 

accompanying regulatory strengthening which seemed an indispensable prerequisite for its 

success. However, without tighter regulatory standards there is a danger that the additional 

risks imposed by the Big Bang will by far outweigh the economic advantages. 

 

                                                                                                                                                         
26 See Study Group on Prompt Corrective Action (1996). 
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Given the weak state of the Japanese economy, and the fragility of its financial system, the 

dangers of liberalising the foreign exchange market are twofold. On the one hand, it seems 

almost certain that the banks´ situation will deteriorate further as a direct consequence of  

increasing competitive pressures. This will encourage them to take higher risks in search of 

profits, in particular, in a market where their activities remain widely unnoticed and 

unreported and where the turbulence concomitant with periods of change makes it difficult to 

judge them from outside. On the other hand, firms unexperienced  in this field whose access 

to the market had been limited so far  may become tempted to take excessive risks in currency 

trading, too, in order to compensate for a poor performance in their core business. Both may 

result in new failures and uncertainties adding to the existing strains without need. 

 

The lifting of foreign exchange restrictions will give Japanese investors a supposedly greater 

freedom and responsibility in allowing them to choose between a wider range of financial 

products as well as of - domestic and foreign - financial institutions. The state of Japan´s 

banking system, inadequate regulatory structures, firms´ unexperience and the prevailing lack 

of transparency which prevent market mechanisms to fully come into force will make this 

choice a game of hazard. But, liberalisation in the current situation does not only present an 

extraordinary challenge to Japan´s financial institutions and investors but to the international 

financial community as well. The recent currency crisis in Asia has demonstrated once again 

the interconnectedness of markets and the danger of contagion. Increasing risks in one part of 

the world may easily spread threatening financial stability elsewhere. In this respect, the 

prospects of foreign-exchange market liberalisation in Japan give rise to growing concern 

worldwide. 
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