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Supervisory Policy and Business Model Transformation:

Evidence from Japanese Regional Banks

Yoshihiro Kimura'* Takeshi Osada?

Summary

The transformation of bank business models has become a central issue in both banking
research and financial regulation. Technological innovation, the emergence of FinTech
firms and other non-bank competitors, prolonged low interest rates, demographic
change, and evolving regulatory frameworks have fundamentally altered the operating
environment of banks. In response, supervisory authorities have increasingly
emphasized the importance of developing sustainable business models. Although these
developments are widely believed to have influenced banks' strategic decisions,
empirical evidence on the determinants of business model transformation remains

limited.

This paper investigates whether changes in the supervisory stance of Japan's Financial
Services Agency (FSA) influenced the evolution of regional banks' business models.
The analysis builds on Kimura (2024), which identifies seven business models (BMs) of
Japanese deposit-taking financial institutions using an unsupervised clustering approach
based on balance-sheet characteristics. Among these business models, BM4 represents
the traditional regional bank business model, while BM1 represents the major-bank
business model. Kimura (2024) documents that, beginning around 2014, a number of
regional banks gradually moved away from BM4, with some becoming increasingly
similar to BMI1. However, the factors underlying this transformation remained

unexplored.

Using financial statement data for Japanese banks from fiscal years 2011 to 2018, this
study examines whether supervisory policy contributed to these observed changes.
Business model transformation is measured by changes in the Euclidean distance

between individual banks and the centroids of business model clusters. Three alternative
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dependent variables are constructed to capture (i) movements away from the regional
bank business model, (i) movements away from BM4 together with convergence
toward the major-bank business model (BM1), and (iii)) movements away from BM4
combined with convergence toward whichever alternative business model the bank

approaches most closely.

The key explanatory variable is a proxy for the FSA's supervisory stance. It is
constructed by interacting bank-specific profitability with the frequency of the term
business model appearing in the FSA's annual supervisory policy documents,
particularly in the contexts of business model sustainability and relationship banking.
This interaction is intended to capture the extent to which supervisory guidance exerted
pressure on individual banks to reconsider their business models. The empirical analysis
employs fixed-effects estimation while controlling for regulatory capital constraints,
profitability pressures associated with declining interest margins, and the Bank of

Japan's monetary policy under Governor Haruhiko Kuroda.

The results provide several important findings. First, supervisory policy significantly
encouraged domestic-standard regional banks to move away from the traditional
regional banking business model. This result is robust across alternative specifications
of the supervisory policy variable. Second, supervisory policy does not appear to have
systematically directed banks toward the major-bank business model. Although some
regional banks became more similar to major banks, this transition cannot be explained
solely by supervisory guidance. Instead, convergence toward specific alternative
business models appears to have been driven primarily by broader macro-financial
conditions and bank-specific strategic decisions. Third, no statistically significant
effects are found for internationally active banks, although this may partly reflect the

limited number of such institutions in Japan.

The analysis also provides new insights into the role of Japan's prolonged monetary
easing. The findings suggest that the low-interest-rate environment associated with the
Bank of Japan's quantitative and qualitative monetary easing increased pressure on
regional banks to reconsider their business models. However, monetary policy alone did
not systematically promote convergence toward the major-bank business model. Rather,
monetary policy and supervisory policy appear to have played complementary but
distinct roles: monetary easing intensified profitability pressures, while supervisory

policy encouraged banks to respond by pursuing more sustainable business strategies.

These findings have important policy implications. Rather than prescribing a particular



business model, the FSA's supervisory approach appears to have encouraged banks to
move away from unsustainable business models while leaving the choice of alternative
strategies largely to individual institutions. This suggests that effective financial
supervision should facilitate strategic adaptation rather than promote a uniform business
model across the banking sector. The study therefore contributes to the literature on
bank business models by providing one of the first empirical analyses of how
supervisory policy influences business model transformation. More broadly, it
highlights that structural change in banking is jointly shaped by supervisory policy,
macro-financial conditions, and the strategic choices of individual banks, underscoring
the complementary roles of regulatory guidance and market forces in the evolution of

financial intermediation.
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