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\ 
·Developing Jan an's Domestic Bond Market Robert F. Erne~ 

It is ironical that Japan--a rapidly growing, irrlustrialized, count~, 
'With strong demands for financial capital--has tolerated during the postwar 
period only a partially developed bond market. Since the late 1950's, bond 
issues have provided only a small per cent of total capital needs. Holdings of 
bonds by individuals are small and the country lacks an active trading market 
in bonds. Although the volume of bond issues compares favorably wi. th new stock 
issues, the market, nevertheless, remains generally underdeveloped. ];,/ 

The main reason for this anomaly is indirect governmental control over 
bond issues, including bond yields. During most .of the postwar period, bond 
yields have been held at artificially low levels 'in relation to the return on 
other investments. The authorities have not yet made any real attempts to re
move these controls. As a result, Japan's bond market has fallen far short of 
playing a full role in the expanding economy. Development of the market is 
especially important in Japan because of the high rate of investment and the 
rapid rate of economic growth, If the Japanese economy is to develop its full 
potential, it needs an active, uncontrolled bond market. 

There are numerous ways in which development of the bond market would 
benefit Japan. Fuller develooment of the bond market would broaden the distri
bution of bond issues among the various financial sources so that corporations 
would not be too heavily dependent on a few financial sectors. In the long-run, 
this should help keep Japan's corporations on a sounder financial basis. It is 
also quite possible that with a wider range of financial sources, the total flow 
of financial capital ~uld increase. Although the total flow of capital in Japan 
is relatively large, economic growth has been so fast in the postwar period that 
basically Japan is a. capital-short country. One of the main indicators of this 
is the high level of domestic interest rates relative to Europe and the United 
States. 

Although there is widespread recognition in Japan that the domestic 
bond market should be developed further, virtually no serious efforts have been 
made in this direction in the postwar period, Such efforts would involve in
creasing the trading actiVity in the bond market, as well as developing a 
larger volume of issues of private industrial bonds. This article attempts to 
examine the degree of actual underdevelopment of the bond market, to analyze the 
causes of underdevelopment, and to offer some possible measures for developing 
the market. 

1/ For a discussion of the underdeveloped nature of the bond market, see: 
Money and Banking in Japan, Bank of Japan, 1961. p. 29; Outline of the Bond 
~,Harket in Japan, Industrial Bank of J<3pan, 1962, p. 24; and Japan Stock Exchange 
!Manual, Da.iwa Securities Co., Ltd., Tokyo, 1963, p. 229 and p. 2S7. 
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Degree of underdevelopment of the bond market. 

Japan makes less use of long-term bonds as a means of financing business 
and governmental activities than do most industrialized countries. J.s indicated 
in the table below; bond issues provided a relatively low proportion of business 
funds in Japan compared to other industrialized countries. 

SOURCES: 

Table 1 

Proportion of Business Funds Obtained from 
Bond Issues: 1961-63 

United Kingdom 
United States 
Italy 
France 
Japan 
~-Test Germany 

13,6 per cent 
10.1 per cent 

9. 7 per cent · 
4.3 per cent 
3.1 per cent · 
1.9 per cent 

United Kingdom, Financial St~tistics, Central Statistical Office, and Board 
of Trade Journal, Board of Trade; United States, Federal Reserve Bulletin; 
Italy, Report of the Year, Bank of Italy; France, Rapport sur les Comptes de 
la Nation, Ministere des Finances et des Affaires Economiques; West Germany 
Monthly Report, Deutsche Bundesbank; and Japan, Economic Statistics Monthly, 
Bank of Japan. 

As indicated above, private corporate bond issues have provided 
about 3.1 per cent of the total supply of corporate business funds in Japan 
in recent years. In actuality, this figure was swelled by a temporarily large 
volume of bond issues in the first half of 1961. The figure was 1.9 per cent 
in both 1962 and 1963. The Japanese figure is below the percentage of funds 
supplied from this source in the United Kingdom, the United States, and Italy. 
However, it is above the percentage in West Germany, another country which has 
enjoyed a very high rate of industrial growth. The major sources of Japanese 
business funds in recent years have averaged 50.5 per cent from bank loans, 
19.1 per cent from depreciation, 11.8 per cent from retained earnings, 9.1 per 
cent from stock issues, 4.5 per cent from government credits, 3.2 per cent from 
foreign funds, and 1.9 per cent from bond issues. ~/ 

Int"'rn~l indic~t.ions of underdevelopment--When measured in terms of 
the annual suuply of private financial capital, the bond market plays a relatively 
minor role in Japan. In 1963, the total net volume of new oond issues of all types 
(excluding short-term government securities} was !924 billion compared with approx
imately I8,800 billion in other funds supplied to Japanese industry. The net supply 
of funds from issues of industrial and bank debentures only, was a relatively low 

y Monthly Circular, Mi tsubishi Economic Research Institute, Tokyo, June 1964, p. c 



- 3 -

¥537 billion. The outstanding volume of bonds, however, was approximately 60 
per cent of the market value of the outstanding volume of stocks. Thus, at the 
end of 1963, bonds outstanding totaled ¥4,959 billion compared to ¥8,277 billion 
(market value) for stocks. ll 

There are other indications of the underdevelopment of the bond market 
such as the relatively low volume of bond trading and the small number of corpora
tions that issue bonds. The total reported bond volume on the Tokyo exchange for 
listed bonds in 1963 was ¥14,438 million. 4/ This was equal to only .07 per cent 
of Japan 1 s GNP for 1963, a very small proportion. In the United States, on the 
other hand, the proportion was 3.5 times higher, being .25 per cent. 2/ Actu~ly, 
the bulk of the bond trading in both Japan and the U.S. takes place in the over
the-counter market, but no suitable data on these transactions are available. In 
J~pan, it has been estimated that approximately 85 per cent of all bond sales take 
place in the over-the-counter market. ~/ 

The number of corporations issuing bonds is also relatively low, Only 
32 public and private bonds were listed on the Tokyo Stock Exchange at the end of 
1963. 7/ In March of 1963 there were 212 corporations that had successfully made 
public-offerings of bonds and the bulk of these are traded in the over-the-counter 
market. But 212 is only a very small part of the approximately 827,000 incorporated 
establishments in Japan at the end of 1963. The only bond issue that is actively 
traded by the general public is that of the Nippon Telephone and Telegraph Public 
Corporation, and this is for special reasons that will be discussed more fully later. 

Ownership of bonds by the non-corporate private sector, mainly individuals, 
is relatively small in Japan, indicating that there is scope for a wider distribution 
of ownership. Of total bonds outstanding, holdings by individuals at the end of 
1963 totaled only 13.6 per cent compared to 24.7 per cent in the United States. The 
one area where individual ownership is relatively high is for bank discount deben
tures. These are one-year bonds that have generally yielded about 6.2 per cent. 
This is higher than the rate of 5.5 per cent that has been paid on one-year bank 
deposits since April of 1961. Since 1958, over 90 per cent of these discount bonds 
have been owned by individual investors. 8/ Discount bonds in mid-1964 totaled 
¥535 billion, or 26 per cent of total bank debentures outstanding at that time. 
Table 2 below indic,.tes the distribution of bond o1.mership in Japan and how it has 
changed since 1958. There are five main types of bond issues: bank, industrial, 
public corporation, central and local government. Bank debentures are issued on 
both a discount and regular interest-bearing basis. All Japanese bonds are issued 
with a maturity of seven years with two exceptions. Interest bearing bank debentures 
have a maturity of four years and eleven months, and bank discount debentures, as 
indicated above, have a maturity of only one year. 

3/ Economic Statistics Monthly, Bank of Japan, Tokyo, May 1964, pp. 169-70. 
4/ Annual Statistics Report: 1963, Tokyo stock Exchange, Tokyo, 1964, p. 280 
2/ New York Stock ~xchange Fact Book: 1964, New York Stock Exchange, New York, 

April 1964, p. 41. 
£/ Regular data on the volume of transactions in the over-the-counter market are 

not available, but one report indicates that from April 193)6 through December 
19.58 they accounted for as per cent of total bond transactions •. Securities 
Market in Japan, Japan Productivity Cent·3r, Tokyo, 1959, p. 18. 

7/ Annual Statistics Report: 1963, ibid., p. 280. 
~/Securities Market in Japan, op.cit., p. 19. 
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y Monthlv Circular, Mi tsubishi Economic Research Institute, Tokyo, June 1964, P• 6 



l, Banks 

2, Bank ot Japan 

), Other Fin. Inets, 

4. Trust Fund Bureau 

S. Securities Companies 

6, Corporate Business 
(Other than· Securi· 
ties Companies) · 

1. Non-corp. Private 

8, Total 

- 4 -

Table 2 

Distribution of Bond Ownership 
(in b!11ions of yen) 

End ot Bank 
Year Deben. 

Public ~ · Central 
Indus, · Corp, Govt. 
Bonds Bonds Bonds 

Local 
Govt, 
Bonds 

1958 ~(--691.8 (56.6%}1------YI> (30.4%)--?-

703.) 
(51.1%) 

222.2 
(77.3%) 

2.2 
( 0,8%) 

o. 
-- ) ( 0.2%) 

91.1 122.2 2.2 13.0 
( 6,6%) ... (11,2%) . (14~0%) . ( 4.5%) 

~ ~430,7 (100,o%) 

Sources: A ~tudy on Flov of Furxis In Jatan, Bank of Japan, December 1959 1 
pp. 69-71; and Economic Statis ics Monthly, Bank of Japan, May 1964, 
PP• 169 .. 70, 

To tel 

154.7 
( 9.4%) 

OJ,J 
(14.2%) 

199.8' 
12.1% 
7 .5 

(13.6%1 
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Japanese rommercial banks are the main purchasers and holders of bonds. 
There are several reasons 'Why banks are heavy purchasers of bonds. With bond yields 
ranging from approximately 6.5 to 7.5 per cent per annum and interest on one-year 
time deuosits being fixed at 5.5 per cent, banks are able to make a profit on their 
bond investments. In addition, bonds are generally acceptable as collateral for 
commercial bank rorrowing from the Bank of Japan, and this is another factor in im
proving their attractiveness. Bonds are also helpful in bolstering a bank 1 s liquidity 
position for bank inspections qy the Ministry of Finance since the Ministry's regula
tions tr8at bonds as "liquid assets. '1 Banks also tend to purchase a large share of 
the bonds issued by companies with which the bank has had a close financial relation
ship in the past. 

As pointed out earlier, only O,OJ per cent of the private corporations in . 
Japan have issued bonds. This is primarily because there are only a relatively small 
number of large corporations that can use this type of financing. In addition, 
regular commercial banks do not issue bonds. There are only five debenture-issuing 
banks in Japan and these are goverrunental or semi-goverrunent institutions. 2./ 

Another indication of the relative underdevelopment of the bond market 
is the fact that there are very few private placements of industrial bonds. 10/ 
This contrasts with the situation in the United States where 21 per cent of ·the bond 
issues in 1963 were issued privately rather than publicly. 11/ There are several 
factors contributing to the low volume of direct placementsin Japan. The relatively 
high costs involved in direct placements are a discouragement to potential issuers. 
In addition, bonds placed directly are not eligible for serving as collateral in 
commercial bank borrowing from the Bank of Japan and this discourages potential pur
chasers. Lastly, the Bond Issue Adjustment Council in establishing the monthly 
volume of bond issues, tends to favor open market issues, leaving little room in the 
total amount authorized for direct placements. 

The decreased importance of some institutional investors in postwar Japan 
has also been a factor in reducing bond market activity. The total assets of in
surance companies in 1963, for example, were only half the proportion of GNP that 
they were in 1938. In addition, the proportion of bonds in total insurance company 
holdi.ngs of secilri ties fell from 54 per cent in i937 to 8 per cent in 1963. Con
sequently, insurance companies have been of diminishing relative importance as 
holders of bonds. 

There are virtually no single, large-scale corporate flotations on the 
Japanese bond market because of the limited supply of funds under presently pre
vailing market conditions. Many ir.dustrial corporations find that they have to 
offer bonds several times a year in order to obtain the amount of funds they need, 
rather than offer only one issue during the year. Most electric power companies 
find that they have to arrange new issues almost every month. This situation is 
one indication, of course, of the excess demand for funds in relation to their 
supply in the bond market. 

:2/ The five include three long-term credit banks (The Industrial Bank of Japan, Ltd., 
the Long-Term Credit Bank of Jap;m, Ltd,, and the Hypothec Bank of Japan, Ltd.), 
and two special financial institutions (The Central Cooperative Bank of Agriculture 
and Forestry, and the Central Bank for Commercial and Industrial Cooperatives). 
Outline of the Bond Market in Japan, op. cit., p. 14 

t2./ Ibid., p. 27 
11 Federal Reserve Bulletin, September 1964, p. 1181. 
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Although the Japanese bond market is underdeveloped in certain respects 
as indicated above, the volume of bond issues compares favorably with new stock 
issues. In 1963, for example, net issues (total issues less redemptions) of indus
trial and bank debentures were ¥537 billion compared to ¥665 billion in new shares 
of stock issued. Net issues of all bonds, including those of the central government, 
local governments, and public corporations, totaled ¥924 billion in 196). 

On the other hand, trading activity in both the listed and over-the
counter bond markets is reported to be relatively low, even for the nature of the ( 
security involved. Japan's stock market,.however, is very active and well-developed., 
Thus in 1963, the total volume of trading in stocks on all Japanese stock exchanges 
was ¥8,233 billion, which was equivalent to 38 per cent of Japan's GNP in 1963. 

In general, the main flow of non-bank private financial capital by-passes 
the bond market. In 1963, of the total increase in assets held by the "personal" 
sector, 12/ the increase in time and savings deposits accounted for 47 per cent and 
stocks account~d for 11 per cent. The net increase in holdings of bonds and deben
tures accounted for only 4 per cent of the total. }1/ 

Causes of market underdevelopment. 

The bond market remains underdeveloped in Japan for one main reason. 
This is because of the governmental control over the market. As a result,of this 
control, yields on other types of investment tend to be more attractive than bonds. 

Indirect government control of the market--The market for private bonds, 
when measured in terms of the volume of trading, has always been relatively small 
in Japan. In the years prior to the Second World \-Tar, however, a substantial 
amount of governm~nt bonds circulated, and there was a Special Bond Post on the 
stock exchange. 14/ During 1938, for example, the total sales volume of bond trans
actions on the Tokyo exchange was about ¥6,029 million, or 22 per cent of the current 
GNP. In 1963, the respective figures were ¥14,438 million and 0.7 per cent. 

Since the early 1950's, the total amount of central government debt out
standing has been relatively small (less than 5 per cent of GNP in 1963), and there 
has been very little, if any, expansion since 1953 in the total amount of inter
mediate and long-term debt due to a policy of having approximately balanced governmen 
budgets. Consequently, the Special Bond Post has not been revived in the postwar 
period and the amount of trading in government bonds is relatively small. 

During the first three to four years after the end of the W3.I', there was 
no formal bond market. In June of 1949, however, the Bank of Japan took steps to 
establish a limited market by agreeing to accept specified bonds as collateral in 
granting loans to commercial banks. 15/ The Bank also purchased Reconversion 
Finance Bank debentures and government securities, provided the previous holders 

12/ 
U/ 
14/ 

1~/ 

Includes the non-financial, non-corporate part of the private sector. 
Economic St~tistics Monthly, Bank of Japan, May 1964, pp. 167-8. 
Japan Stock Exchange 1'1anual, op. cit., p. 232, and Japanese Securities 
Harkets, oo. cit., p. 118-21. 

Japan Stock Exchange Hanual, oo. cit., P• 259-61. 
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of these securities agreed to buy new issues of corporate bonds. 16/ These steps 
were apparently successful in expanding someWhat the volume of new bond issues, but 
the economy was also being stimulated from mid-1950 on by the Korean ~far, The 
volume of bond trading, as distinct from new bond issues, continued to remain rela
tively small, being limited mainly to a few individuals, brokers and financial 
institutions. 11/ 

Because of the strong demand for capital and the limited supply available 
in 1949, a Bond Issues Council was established late in that year to decide not only 
the amount and terms of bond issues, but also who w::>uld be permitted to issue bonds. 
This Council {sometimes referred to as the Council for the Adjustment of Bond Issues 
or the Bond Flotation Council), was composed of representatives from the Bank of 
Japan, the Ministry of Finance, the Industrial Bank of Japan {government-owned), the 
underwriting companies, the trustee banks, and the issuing corporation. }1eeting 
monthly, the Council regulated the amounts of capital that could be issued, the 
inter~st rate, and all other terms of issue. The Council had no specific legal 
basis for requiring adherence to its decisions, but the power and prestige of the 
Bank of JRpan, the Ministry of Finance, and the Industrial Bank of Japan were suffi
cient to obtain compliance. 

With a general easing in both the money and capital markets in 1955 and 
1956, the governmental Rnthori ties relaxed slightly their tight control over the 
bond market. In Au gus·: of 1955, the Bank of Japan and the Ministry of Finance 
withdrew from the Council, leaving the supervision largely up to the Industrial 
Bank of Japan, A fewmonths later in December, the Bank of Japan discontinued its 
advance designation of bonds that would be eligible as loan collateral for commercial 
bank borro-wings from the Bank of Japan. 18/ In April of 1956, the bond trading mar
kets were formally reopened in Tok,yo and-osaka, but the volume of trading has re
mained small relative to the volume of trading in the stock market. In mid-July 
of 1956, the bond issue market was "liberalized." Previously issue terms were 
fixed by the Bond Issues Council, but effective in mid-July, flotation terms were 
ostensibly left to be individually fixed qy the issuing parties, 19/ 

This "freeing" of the bond market in 1956 turned out to be largely 
nominal, as relatively firm indirect controls over the market have been maintained 
since then, Since the spring of 1961 these controls h~ve actually been tightened. 
In A~ril of 1961~ the interest rates at vmich various bonds can be issued (i.e., 
the nominal rateJ, were standardized. 20/ In effect, this has led to stable yields 
on n. month-to-month b;sis for public corporation bonds, central and lo~!'l.l govcrn
'n?nt bonds, and discount bank debentures, and only slightly changin5 yields for in
~ustrial bonds and intere~t-bearing bank debentures, since all new issues h~ve been 
'11 !:>.ccd -with approxim!'l.tely the same terms as were first established in April 1961. 21/ 
1 rl ~J]_:_h•.nf of, J!:> qn: Its Function !1nd Or anization on. cit., p. 49. -
!7/ .:~cunhcs ·'~r P. ~n apan, apan ro nc ~v~ y enter, 1959, p. 18, 
IE/ Bank of Jan~n~ Its Function and Organization, op. cit., p. 49 
U/ Outline of the Bond HarkP.t in Japan, op. cit., p. 9; and The Oriental Sconomist, 

Tokyo, Sept~mb~r 1956, p. 426. 
?0/ J~pan f't.ock Exchange }1anual. op. cit., pp, 251-55. 
21/ Ibid,, P• 253. Yields on local goverrunent bonds were not actually stabilized 

until later in Janu~ry of 1962. Yields as of October 1164 are given below: 
Central government securities 6.43? ner cent 
Local gov~rnment securities 7.354 p3r cent 
Public corporation bonds 1.053 per cent 
Interest-bearing ba~~ debentures 7.285 ner cent 
Discount bank debentures 6. 224 per c':lnt 
Industrial bends 6.47-3 per cent 
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Under present arrangements, the volume and terms of bond issues are 
decided by tYl> main groups. These are the "trustees for flotation" and the large 
securities companies. 

The "trustees for flotation" are the banks (approximately 24 in total) 
that oversee the distribution of the securities, and these include certain commer
cial banks, trust banks, and some government-owned banks, of which the Industrial 
Bank of Japan is the most irnporta nt. In actuality, the Indus trial Bank plays the 
main role in influencing the group that decides on the volume and terms of the 
bond issues. 

The securities companies consist primarily of Japan's four largest 
companies in t~.s field. 22/ They transact the bulk of the country's securities 
operations and generally serve as underwriters for the bond issues, 23/ 

The "trustees for flotation" and representatives from the four largest 
securities companies meet every month and decide on the volume of terms of each 
issue for the coming month. ~ It is at these meetings that the Government is 
able to exercise its indirect control of the bond market through the Industrial 
Bank of Japan. It is able to do this even though the existing laws and regulations 
leave the interested parties free to establish any terms for the bond issue that 
they desire. 2~/ 

Because of the indirect control of the market by the Government, a dual 
pricing system has arisen. In a sense, Japanese bonds have both a 11 theoretical11 

price and an "actual" price, 26/ . 

The "theoretical" price is the one assigned under government guidance at 
the time of issue, This price tends to remain more or less unchanged during the 
term of the issue, except, of course, that the price of discount bonds increases 
regularly to its par value by maturity. Changes in the money market have no 
influence on these theoretical prices, and only when there is a basic revision in 
the price and terms at the time of issue, will the price change. 

22/ They are (in alphabetical order) Daiwa, Nikko, Nomura, and Yamaichi. 
23/ Prior to the Second ,<'orld Har, banks served as the major under-writers. 
-- But since the Securities Transactions Law of 1948, the underwriting of cor-

porate bonds has been conducted exclusively by the securities companies. 
Banks, however, still serve as underwriters of government-guaranteed bonds 
and local eovernm:mt bonds. 

Most bonds are issued by means of an indirect-offer-for-subscription 
system. Thus, instead of having the subscription offer made by the issuing 
company, it is made through a mediator, usually one of the securities com
panies. The direct-offer-system, however, is used for government bonds, and 
occ~siona.lly for municipal bonds. Banks generally pl~ce their own finance 
debentur~s dir~"ctly. 

?!d Outline of th~ '3ond Markl'!t in Japan, op. cit., p. 18. 
?f!.l Honey and Banking in Japan, oo. cit., p. 30. 
7[6/ J~~an Stock xchg.nge Hanual, oo. cit., pp. 264-67. 
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Bond prices quoted on the Tokyo and Osaka exchanges are consequently 
not realistic and reflect only nominal quotations. A large proportion of the 
trading on the exchanges consist of~-~ (sell-buy) transactions. These. are 
also referred to as cross trading operations. Frequently a member-dealer f1rm 
will have buying and selling orders in similar amounts for the salne issue. 
Rather than execute separate contracts ~th other firms at a greater cost to the 
customers these buying and selling orders are matched, \.1 th the member-dealer 
generally' serving as a party to the order. This type of transaction, however, 
is only permitted at a price which is within a reasonable ran~e of the regular, 
quoted market price, 27/ 

The "actual" price is the one determined by supply and demand condi. tions 
in the over-the-counter market, and reflects current conditions in money and capital 
markets. As in the United States, most of Japan's bond trading takes place in the 
over-the-counter market, but unfortunately, data on prices, the volume of trans
actions, the nature of buyers and sellers, etc., are very few and are not published. 
Most of the bond transactions that take place involve direct negotiations between 
the brokerage firms and their customers. 

The net result of strong government control over the bond market in the 
'postwar period has been a relatively low volume of issues for the private industrial 
sector and the absence of any sizeable or realistic trading in bonds, The volume 
of private bond issues is closely geared to the supply of funds available, but 
because the yields on bonds have been set relatively low, this supply has not been 
large, 

There are several factors accounting for the lack of substantial or 
realistic trading in bonds, some of them being the same ones that have discouraged 
a higher volume of bond issues. One is the fact that wi. th few exceptions, the 
main holders of the bonds--financial institutions and the Government--tend to hold 
them to maturity because they know that they would have to take a relatively large 
capital loss if they i..rere to sell the bonds prior to maturity. Since the bonds 
can also serve as a source of funds from the Bank of Japan (either through sale to 
the Bank of Japan with a repurchase contr~.ct or by serving as loan collateral), 
banks find it attr~ctive to hold them to maturity. The low yields and long maturi
ties (7 years) for most bonds have also been fa~tors tending to limit trading. 
Except for one-year bank debentures, individuals have been reluctant to purchase 
bonds because there is a danger of capital loss if the bonds have to be sold prior 
to maturity, and cert::tin other investment outlets have higher yields. 

There is one issue, however, where there is relatively realistic trading 
in the bond market, This is for the debentures issued by the Nippon Telephone and 
Telegraph Corporation, A person is able to have a telephone installed in Japan if 
he purchases at least 601000 yen ($167) worth of NT&T debentures. 28/ He is given 

. a choice of either fixed-interest bearine or discount debentures. ~any subscribers, 
for one reason or another, do not c~re to hold their debentures, so they sell them 
on the market. Because the market is relatively free, yields are attractive and 
produce sufficient buyers. The price of the debentures fluctuates, depending on 

llf Ibid., p. 264; Outline of the Bond Market, op. cit., p. 32; and David E. Spray 
(ed. ), The Princi al Stock Exchan es of the World, International ~conomic Pub
lishers, Inc., ~·Jashington, D.C., 19 , p. 2 • 

28/ Nomura's Investors Beacon, Nomura Securities Co., Ltd., September 1963, p. 22. 
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the pre'\ ailing financial situation, and thi.s produces yields somewh!'J.t higher 
than the yields fixed by indirect government oontrol on other comparable stcuri ties, 
At the end of 1963, for example, the NT&T fixed-interest bearing debentures and dis
count debentures w~re selling to yield 9.01 and 9.24 per cent, respectively, com
pared to 7, 0~ per cent for various public corporations. 29/ 

There are two aroas where bonds have proven attractive to individual I 

investors contrary to the usual pattern of purchase mainly by financial institutions
1 

The first area relates to the one-year bank debentures. Bank debentures are issued 1 

either as interest-bearing debentures with a maturity of 4 years and 11 months or ' 
as discount bonds with a maturity of only one year. Since the one-year maturity is 
relatively short, and the yield--currently at 6.22 per cent--is attractive compared 
to the 5. 5 per cent yield on one-year bank deposits, these "discount bonds," which 
account for about 30 per cent of total bank debentures, have proven popular with 
individuals. According to one report,over 90/er cent of these "discount bonds" 
have been held by individuals since 1958. 30 . 

The second area relates to the bond investment trust funds which had a 
flurry of popularity in 1961. During the postwar period a variety of investment 
trusts have been established in Japan and sales of shares in these trusts have been 

'substantial. Until 1961 the main types of investment trusts included: (1) unit, 
or semi-closed-end, trusts; and (2) open-end investment trusts. Beginning in 
January of 1961, however, the four main securities companies began to sell shares 
in new open-end bond trusts, Sales were very heavy during the first half of 1961, 
In retrospect, the operation was not too sound because the securities companies 
promised a high minimum guaranteed return of 7,7 per cent per annum on the shares, 
allowed purchasers to redeem the shares for cash at any time, and engaged in large 
advertising and promotional expenditures. The result was that when the Government 
inaugurated a tight money policy in July of 1961, the securities companies were 
forced to reduce the guaranteed yields from 7.7 to 7.3 or 7.2 per cent. This 
discouraged investors and prompted a very high volume of cash redemptions. These 
developments placed heavy financial pressure on the securities companies, and the 
sales volume has not yet regained the levels of early 1961. 

High yields from other financial assets--In one of its basic publications 
on the financial system in Japan, the Bank of Japan states that 11 ••• it is undeniabl 
that the abnormal money rates system is the biggest factor hindering the develop
ment of the debenture issue market."31/ Elsewhere in the same paragraph it is made 
clear that the "abnormal money rateseystem" refers to the relatively high rates of 
interest prevailing in Japan's call money market. Since 1957, call loan rates 
have generally ~en higher than the yield on private bonds. 

In a broad sense, the stR.tAment quoted above is correct, Indirect 
government controls h~ve kept bond prices hi~h and bond yields relatively low, but 
looked at from the other side of the coin, yields on call loan money, commercial 
bank loans and cert~in other finqncial assets h~ve been high relative to bond yield 
1:hile both of th~s~ fl3.ctors help to ex::'lain the underdevelopment of the bond market 
they are actually part and parcel of the same broad phenomenon. 

29/ Annual Statistics Report: 1963, op. cit., p. 281. 
30/ Securities Harket in Japan, oo. cit., p. 19. 
31/ Noney and Banking in Jaoan, The Bank of Japan, March 1961, p. 30, 
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In this vein, development of the bond market has been partly hindered 
by competition from the relatively high yields in the call loan money market. 
The table below indicates the average yields in per cent per annum in recent years 
on some of the more important forms of investment in the two markets. 

Industrial Bonds 
Call Loans !/ 

Table 3. 

Average Yields on Industrial Bonds and Call Loans 
. (in per cent per annum) . 

1956 1957 1958 1959 1960 1961 ~ 1963 1964 

7,68 7.64 7.90 7.91 7.91 7.66 7.48 7.48 7.49 2/ 
6.57 11.81 9.74 8.47 8.40 8.29 8.84. 7.54 9.52 ]/ 

y Average unconditional call loan rate in Tokyo, i.e., money repayable within 
one day after notice. 

J/ January to August. 

Source: Economic Statistics of Japan, Bank of Japan. 

Thus, only in 1956 during the 1956-64 period did yields on·industrial bonds exceed 
the rate for unconditional call loan money. 

In the same paragraph quoted from above, the point is made that "· •• the 
call loan rate has been abnormally high recently." EJ It is interesting to note, 
however, that since 1961 call loan rates have not only remained high but, in general, 
have increased. Since these high rates occurred even during an tteasy money" period 
(1963) and have now been in evidence for several years, it would appear only logical 
to recognize that these high rates may not be temporary, but rather may continue for 
some time to come. Thus a program to develop the bond market could not realistically 
assume that there will be a substantial decline in call loan rates in the near future. 

Although bond yields in Japan are relatively high by United States' stan
dards, they do not compare too favorably ~th yields from other domestic assets. 
In general, bond yields are higher than interest rates paid on commercial bank time 
deposits, but lower than the rate on bank loans and discounts. 33/ The rate paid 
in recent years on central government bonds (6.432 per cent) haSibeen lower than 
the rates on other seven-year bonds with the consequence that they are·not parti
cularly attractive to the financial community and over two-thirds of them are held 
by the central bank and Trust Fund Bureau. Some of the relevant rates are listed 
below: 

32/ Ibid. 
33/ 'FI'Ti'ancial Conditions in Japan, Banking Study Team IV, Japan Productivity 

Center, Tokyo, 1963, p. 29. 
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Table 4. 

Selected Interest Rates 

Mid-1964 

1. Unconditional call loan money (Tokyo) ••••••••••••• 10.~9% 
2. AvRrage rate of interest on bank 

loans and eli scounts •••••••••••••••.•••••••••••••• 
3. Yields on: 1-year bank discount bonds •••••••••••• 

: · 4-year and 11-month bank 
debentures • ....••.•....•... , ...•.•.• 

: 7-year private industrial bonds ••••••• 
4. Trust (shintaku) accounts: over 1 year ••••••••••• 

2 years or more ••••••••••••••••••••••• 
~ ye~rs or more ••••••••••••••••••••••• 

~. One-year bank time deposits ••••••••••••••••••••••• 

7.98% 
6.22% 

7.28% 
7.48% 
5.~0% 
6.30% 
7.07% 
5.50% 

~·!l"r~s: The first i tern is dc,·ived from the mode, The second i tern refers to the 
agr0ed rate of interest on new and renewed bank loans. Yields on these credits 
~re substanti.ally h1gh~r because of the 20-30 per cent compensatory balances nor
mally req'lli.red in JC~.pan. Shintaku, or trust accounts, normally involve long-term 
investment agreements Where funds are left on deposit for one to five years or 
more, a certificate being issued for the funds deposited, and where the funds are 
placed in a variety of investments similar to the portfolio of an investment 
company. The dividend rate on loan trusts is slightly higher (.30 percentage 
points on two-years or more money}than for money placed in a regular i.e., moneyJ 
trust. 

Sources: 1., 2., and 3. Economic Statistics Monthly, Bank of Japa~ September 
1964, Tables 54, Sl and 58, respectively. 

4. and ~. Economic Statistics of Japan, Bank of Japan, September 1964, 
Table 78. 

Of the rates listed above, all but a few are controlled either directly 
or indirectly by the Government or various financial organizations. The uncondi
tional call loan rate is supposedly subject to a maximum limit established on a 
voluntary oasis by the Nt!\t.ional Federation of Bankers 1 Associations. 34/ In 
actual practice, however, this ceiling has not been a serious impediment to a 
general rise in call loan rates. The rate of interest on commercial bank loans 
and discounts is regulated in part by the Temporary Money Rates Adjustment Law 
of 1948. 3~/ The dividend rates on trust or shintaku accounts are also subject 

34/ 

35/ 

11 The Call Money Market and the Call Money Dealer in Japan," Call Money 
Association, Tokyo, July 1963, p. 8. 

For loan interest rates, the law applies only to loans 'With a maturity under 
one year and for an amount exceeding ¥1 million ($2,778). Other loans 
remain outside the scope of the law. Financial Conditions in Japan, 
op. cit., p. 29. 
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to specified legal ceilings, but because these ceilings are relatively high, 
dividend rates have been voluntarily fixed by trust banks at someWhat lower levels. 
Ba~~ time and savings deposits rates are tightly controlled under the Temporary 
Money Rates Adjustment Law. 

On the Whole, these voluntary or legal ceilings have probably not 
helped the development of the oond market. The "voluntary" call loan ceilings 
have frequently been breached and call loan rates have moved substantially above 
bond yields, Bank lending has produced higher effective yields despite interest
rate ceilings because of compensatory balance requirements. Even shintaku ac
counts are more attractive than bonds because of their greater liquidity. 

Another factor inhibiting further development of the bond market has 
been the tendency of banks and other financial institutions to hold bonds to 
maturity. In the case of commercial banks, the bonds are attractive si nee they 
can be used for obtaining credit from the Bank of Japan. But probably even more 
important, since there is no ready market for bonds, quick sale usually involve~ 
a substantial capital loss. Consequently, the bonds have usually been held tc 
maturity, Which makes it difficult for potential purchasers (should there. be any) 
to trade in e:xi sting bonds. 

Another factor possibly hindering development of the bond market is 
the paucity of bond price information, especially for the over-the-counter market. 
Lack of information makes it difficult to compare alternative investments and 
generally acts as ~ drag on smooth trading operations. The lack of bond price 
quotations for the over-the-counter market (those for the stock exchange are 
fairly standardized) stems, of course, from the indirect government control of 
bond prices, No Japanese securities dealer is likely to quote freely prices 
which deviate from those established on a quasi-official basis for fear of in
curring official displeasure and/or punitive action. 

Lastly, Japan had a Special Bond Post on the stock exchange prior to the 
Second Horld ~!Jar. 36/ There was a fair amount of trading in government bonds at 
this post. Today, although 32 companies issuing bonds are listed on the Tokyo 
stock exchange, the Special Bond Post has not yet been re-established. The 
presence of a Special Bond Post might help in part to promote more extensive issuing 
and trading in bonds. 

Suggested measures to develop the market. 

. ~~ile it is difficult to be certain without a more intensive on-the-spot 
lnvestigation that the following measures are the crucial ones really needed to 
develop Japan's bond market, the data and information available tend to point to 
their primacy. The first measure is very important, and if it could be implemented 
successfully, possibly as much as four-fifths of the basic gpal of relatively full 
development of the bond market will have been achieved. Altogether there ~uld 
Rppear to be two basic measures that can be undertaken plus a group of minor measures. 

1£/ Japanese Securities Markets, T.F.M. Adams, Seihei Okuyama, Tokyo, 1953, pp. 118-21. 
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Freeing the bond market--A sine gua non for development of the bond 
m~rket is ~bandon the present system of indirect government control and to let 
bond prices find their own level freely in the market. This ¥Ould mean that the 
Government would have to condone price quotations and bond trading at whatever 
terms market conditions dictated. Thus the present "theoretical" prices would 
tend to fuse with the nactual" prices. New bond issues would have to be offered 
on terms similar to those prevailing in the market, including a wider variety of 
maturities, so as to be attractive to potential purchasers •. 

I£ bond prices w~re left free to seek their own level, there would be 
certain advantages in applying this move to all categories of bonds at the same 
time. To free the bond market for a certain category of bond, say industrial 
debentures, ~ile retaining restraints on·another category, say bank debentures, 
would run the risk of causing a sharp drop in the demand for bank debentures be
cause of the new attractiveness of industrial aebentures. In addition, freeing 
the market for all categories at the same time would reduce the total period of 
uncertainty regarding bond yields and prices, compared to a program of freeing one 
category at a time over a period of months, or years. 

One important problem that would arise is the effect of the capital 
losses that bond holders would have in the event of the freeing of the bond market. 
Fortunately, the proportion of bond holdings to other assets for banks and other 
financial institutions is not terribly large, currently being only about 11 per 
cent. Thus, just as American financial institutions weathered a freeing of the 
market in U.S, government securities in 1951, so it would appear that Japanese 
institutions could do so likewise. ·In addition, it can be argued that since bond 
prices are somewh~t artificial at present, a freeing of the market would not 
destroy any real values, but rather would merely recognize what the values actually 
are. Special credits "dght have to be. arranged, however, to ease any financial 
difficulties of the bond investment trusts, which would likely be the hardest hit 
of any of the financial institutions, Judging from the relatively free price quo
tations for the Nippon Telephone and Telegraph Company, however, bond yields would 
likely not shift more than from one to two percentage points, i.e., from about 7. 5 
per cent up to around 8.5 to 9.0 per cent. If the shift was from 7.5 to 8.5 per 
cent for seven-year bonds, this would involve a loss of about I520 for each bond 
of ¥10,000 face value. 

Improving the bond trusts--As was pointed out earlier, there was a flurry 
of activity in bond trusts back in 1961, but since the spring of 1962, the levels 
of activity have been substantially lower. In retrospect, it appears that the 
management of the new bond trusts ran into difficulties partly because they pro
mised investors certain minimum yields mich later turned out to be too difficult 
to achieve and because they permitted cash redemption at any time. In order to 
encourage greater interest in the bond trusts, and hence broaden the bond market, 
the trusts should be placed on a financially sounder basis. This latter objective 
;.101.1ld probably be aided if the bond trusts were to avoid the promise to investors 
of guaranteed minimum returns. The freeing of the bond market proposed earlier, 
if carried out, would probably more than compens-3-te for the withdrawal of the 
minimum return feature because of the generally higher yields that would prevail. 
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other mel3.sures--Another measure that might be taken would be to make it 
easier for banks and other bond holders to sell their bonds prior to maturity. By 
so doing, more l:onds would be freed for active trading and purchase by individuals. 
The best way to achieve this object would be to encourage active trading in bonds 
at realistic prices so that banks and othe:rs muld not be in danger of suffering 
s.ubstantial capital losses upon sale of the bonds. 

Another measure that might help in developing the market would be to 
offer domestic bonds in a wider range of maturities. At present, all maturities 
are for a flat seven years with t\ro exceptions. Interest-bearing bank debentures 
carry a 4-year, 11-month maturity, and discount bank debentures carry a 1-year 
maturity. By incorporating greater flexibility in the maturities, and thus 
tailoring the maturities to the investors' needs to some extent, the bonds should 
consequently become mar~ attractive to potential investors. 

At present, the Securities and Exchange Law of 1948 prohibits banks 
from serving as underwriters of bond issues except in the case of government, 
municipal, and government-guaranteed issues. 37/ There may be some merit in al
lowing banks to serve as underwriters for all types of bonds, as they did· in the 
prewar period, in order to stimulate banking interest in selling bonds to the 
general public and thereby broadening the general ownership of bonds. This step 
might also discourage banks from holdings bonds to maturity if they can find better 
profit opportunities from underwriting or occasional sale of the bonds to the 
public. · " 

Summary and conclusions. 
• ~ ... . ; ... '~' t ~. ~ ..... ~ ~.) 

Japan 1 s bond market is primarily an issue market, but a!though-tne· ..... ·• . ...... .... • ........ t ... 
total volume of issues is high, those for the non-financial private •&e·o'tol:·•CO'l'l,.., 
stitute a relatively small part. In addition, an active trading market in bonds 
is virtually non-existent, and holdings of bonds by the non-corporate private 
sector are relatively small. 

This state of underdevelopment is primarily due to indirect government 
control of issue terms, especially the artifically low yields assigned to almost 
all bond issues. Relative to other investments, bonds are generally not attractive 
to potential purchasers, with a few exceptions. These are the one-year bank deben
tures which have a good yield for the short period involved, Nippon Telegraph and 
Telephone Bonds which are traded freely at market-determined prices, and the bond 
trusts which stimulated some interest in indirect purchase of bonds. 

Although the total volume of net bond issues compared to issues of stock 
is substantial, bond issues constitute a relatively small source of new capital 
funds for non-financial business corporations. This is because the funds from 
most bond issues accrue to public corporations, local governments, and quasi
governmental batiks, and only a minor proportion is channeled to the corporate busi
ness sector. 

111 Japan Stock Exchange Manual, op. cit., PP• 228-30. 
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Lack of substantial trading in bonds is an even more serious problem 
and is an abnormal phenomenon for a country of Japan's development. The establish
ment of active trading in the bond market would likely help industrial corporations 
in raising additional funds from the bond market, in obtaining a better palance in 
their alternative sources of funds, and in lessening their dependence on direct 
bank lending. 

The main step necessary for developing Japan's bond market is to free 
the market from indirect government control and thus let bond prices find their 
own level in response to the free play of supply and demand forces. New bond 
issues would be placed on terms consonant with market developments, Other 
supplementary measures (a by no means complete list) that could be taken include: 
(1) expanding the flexibility in terms and denominations for bond issues; (2) 
placing the bond trusts on a sounder financial basis; and (3) allo~ng banks to 
serve as underwriters for all types of bonds. · 

With only a relatively small amount of effort, Japan is capable of 
establishing a realistic and active bond market. Recently there have been re
ports that the Government is considering an increase of up to one percentage 
point in yields on public and corporate bonds. 38/ There do not appear to be 
any strong reasons why Japan should not take such action in the near future, 
rather than postpone any longer the inevitable, 

33/ ~~hon Keizai Shimbun (International Weekly Edition), December 1, 1964, P• 2. 


