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Preface

The arguments contained in this book are based primarily on the per-
spective of institutional requirements of a financial system to perform its
credit monitoring and supervising functions. This book, I believe, explores
a new hypothesis that can help to shed light on why the Japanese banks
and regulators are still trapped in a unique type of ‘transition failure’ at
the end of the 2000 decade.

My analysis suggests that it was not feasible for the Japanese financial
system to effectively transform into the Anglo-American system for a
number of reasons. In particular, in the latter system, individual inves-
tors and households have demonstrated a willingness to absorb the risk
and uncertainty implicit in investments in the corporate sector in a
frontier economy. This broad investor base was absent in the Japanese
economy. The types of financial institutions that may work better in
the Japanese frontier economy require further institutional analysis and
practical experimentation. Meanwhile, it is very important to recognize
the significance of improving the ‘hybrid’ system that characterizes the
Japanese financial sector, consisting of both an emerging ‘direct-finance’
market and a predominant ‘indirect-finance’ market. In particular, an
efficient indirect-finance mechanism run by banks is still critical for the
overall Japanese financial system. It follows that Japanese banks have
to develop and adapt their monitoring system for the corporate sector
because this type of long-term lending is not amenable to a fully codi-
fied and algorithmic mode of monitoring as was implicitly attempted
in the Big Bang and subsequent reforms in Japan.

This book recognizes that the traditional system of monitoring by
lead banks had run into trouble and could not be continued. But we
believe that lead banks could have exercised a substantially higher
degree of effort in collaboration with regulators to use the network
relationships that they had enjoyed to develop new ways of classifying
and monitoring uncertainty and risk. A reform attempt that built on
the strengths of the Japanese financial system rather than attempting to
abandon it entirely would probably have had a greater chance of success
and would have been more consistent with Keynes and post-Keynesian
heterodox analysis of the non-quantifiability of uncertainty in fron-
tier investments. This book does not propose an alternative financial
structure because such a structure can only be constructively adapted

xii



Preface  xiii

through a process of trial and error. Rather, our policy conclusion is
that the direction of experimentation in Japan has not been the most
effective one.

This book challenges the conventional explanations of Japan’s pro-
longed financial slump and suggests a different set of failures that
affected the Japanese banking system. We argue that, firstly, an impor-
tant driver behind the structural failure was the inability of Japanese
banks to respond to the ‘uncertainty’ created in the economic environ-
ment as a result of the changes introduced in the 1980s as Japanese
banks tried to integrate into a global financial market in a context in
which Japan was itself transforming from a ‘catching-up’ economy into
a frontier one. Secondly, we argue that the problem of adaptation was
in fact compounded by an ill-planned transition to the Anglo-American
monitoring system and Basel requirements. This new system failed to
address how Japanese lenders were to manage intensifying uncertainty
in the new international system given the specificities of the Japanese finan-
cial context. Finally, we argue that the internal collapse of trust in the
system can explain how the Japanese financial system has fallen into
a unique type of ‘transition failure’ that prevents it from responding
to the obvious failings of its financial structure. We suggest that these
problems result from a significant lack of complementarity between the
viable parts of the pre-existing Japanese financial system and the parts
of the Anglo-American system that were being added. In other words,
the emergent ‘mixed’ institutional structure had more serious problems
compared to the pre-existing ‘main bank’ system or the coherent ver-
sions of Anglo-American banking system operating in countries where
it had gradually evolved over time.
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1

Introduction and Summary

1.1 Fundamental questions about Japan’s financial
monitoring system

In the 1980s, Japan’s financial system - and, in particular, its banking
system — was the largest in the world. In terms of loan asset size nine of
the world’s top ten banks were Japanese, including the Long-Term Credit
Bank of Japan Limited (LTCB). They were expanding their international
banking operations vigorously and accounted for 34 per cent of
the world’s international lending business, supported in part by the
strength of the Japanese Yen. Today, the picture is very different.
In contrast to the buoyant 1980s, the ‘bank-led’ financial system has
been in a slump. The LTCB collapsed in October 1998. Japanese banks,
with the exception of the Mitsubishi-UFJ Financial Group,! no longer
rank among the world’s top ten and their credit ratings have declined
dramatically.

What has caused this dramatic change in fortunes? For one, a large
proportion of the non-performing loans (NPL) held by the Japanese
banking sector became a drag on its economy after the bursting of the
‘bubble’. Particularly until the mid-2000s, Japan had been trapped in
a vicious circle, where a massive overhang of non-performing debt in
the banking sector hampered the growth and recovery of the whole
economy. At the same time, lingering economic stagnation exacerbated
the overhang. Fundamentally, effective screening and monitoring by
lenders and investors are critical for the proper functioning of financial
markets, at least in terms of preventing the rapid build-up of NPL. In
normal financial markets, it is the case that individuals and firms usu-
ally seek more funds than there are available. From the perspective of
asymmetric information facing lenders and borrowers, the efficient

1



2 Japan’s Financial Slump

allocation of scarce funds requires ex ante monitoring by lenders for
selecting projects to be funded, ongoing monitoring to track how the
allocated funds are used, and then ex post monitoring to identify
financial outcomes and take action based on them. To the extent that
lenders and borrowers face fundamental uncertainty (in the sense that
the ex ante risk associated with many investment activities is arith-
metically unquantifiable), the lender’s ongoing monitoring activities
become even more significant and are now required on a continuous
basis to protect the lender.

It is widely argued that the accumulation of a huge volume of NPL
in Japanese banks represented a malfunction of the traditional mode of
monitoring. Commonly accepted theories suggest that (1) this problem
was due to a protective institutional framework in the traditional ‘main
bank’ and ‘convoy’ monitoring system (see section 3.3 for details),
which created a false sense of security that Japanese banks would not
be allowed to go bust. This in turn created a moral hazard problem
since banks arguably believed that any dismal loan portfolio would be
finally bailed out by the regulator (for instance, see IMF 2000; Patrick
1998; Saito 1998; Harada 1999; Takeda 2001; Hoshi and Kashyap
2001; Ikeo 2006). Other theories suggest that this problem was com-
pounded by (2) Japan’s slow process of transforming its traditional
system towards the Anglo-American mode of monitoring promoted in
the name of financial deregulation by the US since the mid-1980s (for
instance, see IMF 2000; Cabinet Office 2001; Kanaya and Woo 2000;
Chan-Lau 2001; Miyoda 1994). This book challenges these theories
and suggests that as far as arguments such as (1) above are concerned,
moral hazard was a relatively minor problem for the Japanese banking
system as it had its own effective form of monitoring. Rather, the crisis
can be better explained in terms of an intensification of ‘uncertainty’
which magnified previously manageable structural and institutional
problems in the Japanese financial system. In respect of arguments
like (2) above, the book argues that it was in fact the badly planned
transition to an monitoring framework based on the Anglo-American
and Basel model that further contributed to Japan’s prolonged slump
in financial intermediation. In order to justify these objections, this
book aims to analyse the institutional change in the Japanese financial
system from the point of view of the institutional setting necessary for
carrying out an effective reform of its mode of monitoring. The mode
of monitoring here includes the method of credit risk screening and
monitoring by banks as lenders (or investors in general), as well as the
mode of monitoring and supervising by the financial authorities as
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regulators and monitoring agents of banks. This book suggests that the
institutional failure in the transition of the mode of monitoring was the
root cause of the prolonged financial stagnation after the hard landing
of the bubble economy.

This book aims to answer the following questions:

1 Why was the Japanese traditional mode of monitoring, which had
been fairly effective during the high-growth period, no longer effec-
tive? What institutional characteristics of the traditional mode were
effective during the high-growth period and what institutional
settings were hindering effective monitoring in the subsequent
period? How can we understand the relation between the institutional
settings and the associated costs of monitoring?

2 Given the external pressures to change from the higher cost of
monitoring in the traditional mode to the Anglo-American and Basel
mode of monitoring, to what extent was the transition feasible?
What were the foundations and institutional settings necessary for
the transition to the Anglo-American and Basle-type mode? Did
Japan possess these foundations?

1.2 Economic realities

To analyse the factors that constrained screening and monitoring
activities, which had an impact on Japan’s prolonged financial slump,
this book divides the structural change in Japan’s economy into the
following phases:

1 The ‘catching-up’ period, that is, the period up to the mid-1970s
when Japan's economy enjoyed ‘high economic growth'.

2 The ‘moderate economic growth’ period from the mid-1970s until
the hard landing of the ‘bubble’ economy. During this period, many
Japanese industries had already reached the international technology
frontier. By the end of this period, Japan had become what we can
describe as a ‘frontier economy’ in terms of technology.

3 The period of prolonged ‘economic and financial stagnation’ since
the onset of financial crisis when the bubble finally burst.

In the ‘catching-up’ period, when Japan’s economy was trying to
catch up with that of the US, the business model of absorbing and
improving engineering know-how absorbed from abroad made a
substantial contribution to Japan’s high levels of economic growth.



4 Japan’s Financial Slump

This period was ended by the ‘Oil Shock” of 1974. During the subse-
quent ‘frontier economy’ era, many Japanese industries were getting
closer to or even reaching the international technology and marketing
frontier. A number of empirical studies have observed a trend of
‘internationalization’ and ‘technological change’ in Japanese firms
since the mid-1970s (Aoki et al. 1994; Schaberg 1998; Patrick 1998;
Kanaya and Woo 2000; Hoshi and Kashyap 2001). This book sug-
gests that the trend of internationalization and technological change
intensified in the mid-1980s. Furthermore the frontier economy
had seen a substantial increase in the share of the tertiary sector in
the overall economy. It can be reasonably argued that the develop-
ment paradigm for the Japanese economy shifted to that of a frontier
economy around 1975. This period also comes to an end around 1991
when the financial bubble that had been developed eventually burst
and the adverse macroeconomic consequences became significant. As a
result, we take 1992 to be the starting point of the prolonged economic
and financial slump. Table 1.1 illustrates the average real GDP growth
rate in each phase.

This book considers the structural and macroeconomic environ-
ment changes that led to changes in the modes of monitoring used by
Japanese banks from the catching-up period to the frontier economy
period. We identify a number of ‘structural failures’ and ‘transition fail-
ures’ in the evolution of new modes of monitoring as the root cause of
Japan’s lingering financial slump. Structural failures refer to inadequa-
cies in the structure of the new institutions for achieving efficiency,
including efficient levels of monitoring, while transition failures refer
to inadequacies in the pace and direction of institutional change to
achieve better efficiency over time (Khan 1995).

Table 1.2 shows the typical changes in the sectoral shares of different
types of activities in the Japanese economy as it matured over the period
we are discussing in the three phases. From these data, it is evident that
the shares of primary and secondary sectors were in decline, while the
share of the tertiary sector was on the increase.

Table 1.1 Japan’s average real GDP growth rates (at constant prices)

1966-1974° 1975-1991° 1992-2008"
8.82% p.a. 4.05% p.a. 1.20% p.a.

Notes: *base year = 1990, "base year = 2000.
Source: Author based on statistics of Cabinet Office and ESRI (2008).
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Table 1.2 The changes of the share of each industry in Japan’s GDP (at current
prices)

Sector 1966-1974 1975-1991° 1992-2008"
Primary 7.5% 3.8% 1.8%
Secondary 40.7% 36.7% 28.5%
Manufacturing 33.5% 27.9% 21.3%
Tertiary 51.8% 59.5% 69.6%

Source: Author based on statistics of Cabinet Office* and ESRI (2008)P.

The recent stagnation of the Japanese economy, together with periods
of negative growth, can be observed in Figure 1.1. One reason which
has been suggested for this prolonged economic slump is the structural
failure in the intermediation of financial resources (Cabinet Office
2001, 2008; Hoshi and Kashyap 2001; Ikeo 2006; Tsuru 2006). Since
the mid-1990s the government had been operating its monetary policy
of increasing the money supply. In spite of this, the level of lending
by private banks was falling. The outstanding loans towards small and
medium-sized enterprises (SME?) had dropped sharply — from ¥344.9
trillion in December 1998 to ¥260.3 trillion in December 2003, then
to ¥253.1 trillion in December 2009 (see Figure 1.2). Clearly, the
Japanese banks were very conservative when it came to assessing the
credit risks of SME. According to SMEA (2009), the Survey on SME
Business Conditions, which surveyed about 19,000 SME, including
enterprises with capital of less than ¥20 million that were not covered
by the Bank of Japan (BOJ) National Short-Term Economic Survey of
Enterprises in Japan (referred to as BOJ Tankan), indicated that the
SME’s business conditions DI (Diffusion Index) continued to decline
for 12 consecutive quarters, from second quarter of 2006 to first quarter
of 2009. The Business conditions DI in the fourth quarter of 2008 had
been the worst since the revision of the survey contents in 1994, until
a new record was made in the first quarter of 2009.

The argument in this book has implications for such explanations of
Japan’s prolonged and deep financial slump. Explanations® that place
much of the blame on the Ministry of Finance (MOF) as the regulator for
persistent failures of omission and commission from the bursting of the
bubble to the nationalization of the LTCB are insufficient. Such theories
fail to explain why policy errors apparently continued over such a long
period. In particular, why did the regulator change the financial policy
radically to an Anglo-American rules-based supervision system, which
had an adverse effect on banks that were already in financial trouble?
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And, subsequently, why did the regulator allow one of the major banks
(the LTCB) as a quasi-insider in the convoy system to go bust?

The book also addresses a number of important policy questions.
Japan’s financial deregulation was almost complete after the financial
‘Big Bang’. This made a very limited contribution to bailing out the
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Japanese banks and lifting the Japanese economy out of its prolonged
period of stagnation. If the reason for this was the difficulty in applying
the Anglo-American monitoring system to Japan, or, at least, the
difficulty in achieving a smooth transformation, is it possible to revert
to the ‘traditional’ Japanese monitoring system? And if it is not possible
for Japan to revert to the system it abandoned, can Japan find a better
alternative system? The traditional monitoring system, in which the
bank as lender was deeply involved as a quasi-insider in the operation
of the client firm and the associated convoy system, was based upon
a dense information network between the regulators and the banking
industry and this contributed to the efficient allocation of financial
resources in the post-war period of rapid economic growth. Why does
the Japanese abandon this system and yet fail to find a well-working
alternative system?

1.3 Analytical framework

This book draws on the traditions of Post-Keynesian economics, with
its focus on ‘uncertainty’ (for instance, Keynes 1936, 1937; Knight
1921; Davis 1995; Dymski 1993, 1999; Kindleberger 2000; Minsky 1975,
1977, 1984; Shackle 1957, 1972; Simon 1983, 1996). In this case, the
monitoring actors (the banks as lenders and the government as the
regulator) were working under conditions of uncertainty and bounded
rationality. This means that monitoring activities are not mechani-
cal, and that they are based intrinsically on judgements that are often
extremely difficult. Uncertainty is fairly understated in academic
arguments on this issue.

Second, this book supports the proposition that effective screening
and monitoring is dependent upon institutions in terms of ‘rules that
constrain economic behaviour’. For instance, the creation of rents
for banks or the imposition of capital adequacy requirements is by
themselves not necessarily effective in achieving the desired outcomes.
Rather, these strategies can turn out to be more or less effective,
depending upon the institutional setting in each financial system. This
draws on the work of Masahiko Aoki (Aoki 1994, 2001; Aoki et al. 1994),
Masahiro Okuno-Fujiwara (Okuno-Fujiwara 1997, 2002), Joseph Stiglitz
(Stiglitz 1988, 1994; Stiglitz and Weiss 1981, 1992; Hellmann, Murdock
and Stiglitz 1997; Stiglitz and Greenwald 2003) and Ronald Dore (Dore
1998, 2000) comparing the financial systems of Japan and the US, and
on Mushtaq Khan'’s analysis of the efficacy of rents in different institu-
tional and political contexts (Khan 1995, 1999, 2000a, 2000b).
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Third, this book draws on the theoretical contributions of the New
Institutional Economics and Transaction Cost Economics (for instance,
Alchian and Demsetz 1972; Aoki 2001; Arrow 1974; North 1981, 1990,
2005; Knight 1992; Williamson 1985), and applies some of these con-
tributions to an analysis of changes in the Japanese banks’ monitoring
system. In particular, the analysis in this book addresses not only formal
institutions but also informal or intangible ones. Although there should
not be an overemphasis on the cultural factors, this book argues that
‘mutual trust’ played an important role in reducing transaction costs
in the traditional Japanese ‘relation-based’ economic system. The spe-
cific ways in which trust was created and maintained drew on some
Japanese cultural norms. Although it is almost impossible to quantify
the informal and intangible variables, the economic performance of a
‘relation-based’ economic system can be expected to vary in accordance
with a change in the relations or degree of trust in the system.

1.4 Summary of conclusions and contributions

This book addresses the institutional changes in the Japanese financial
system and their relationship with the prolonged financial slump
since the 1990s, focusing in particular on changes in the modes of
monitoring borrowers.

1 This book suggests that since the 1980s there has been a structural
failure to respond to the increased ‘uncertainty’ in the economic
environment facing Japanese banks. This was associated with
the growing internationalization of Japanese banks, and financial
deregulation and technological changes since the 1980s. This in turn
led to the Japanese traditional monitoring system becoming increas-
ingly ineffective.

To explain this phenomenon we analyse and clarify the distinct char-
acteristics of the traditional Japanese monitoring system in comparison
with those of the Anglo-American system, drawing on the existing
analyses of the ‘convoy’ system advanced by Aoki, Okuno-Fujiwara and
others. We will focus on an important element of this traditional ‘con-
voy’ monitoring system in which informal institutional features helped
to counter aspects of lenders’ uncertainty. These included: (i) The non-
algorithmic mode of monitoring, in which the main banks were deeply
involved as quasi-insiders in the operation and management of their
client firms; (ii) the role of bank rents, which facilitated the channelling
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of financial resources to new industries and the stabilization of lender
confidence by pooling monitoring skills and knowledge; and (iii) dense
information networks between the regulators and the regulated, which
contributed to mitigating some of the banks’ uncertainty.

In the period when the Japanese economy was still catching up
in terms of technological capability, one important element in the
screening and monitoring process of the Japanese banks was to look
at the managerial ability and efforts of the borrowing firm to absorb
and improve engineering expertise developed abroad. During this
period the assessment of the commercial and engineering values of
an emergent technology per se was less important for the banks. The
lender’s confidence in the borrower depended more on whether the
lender believed the borrower was making an effort in learning the use
of existing technologies or whether they were shirking their respon-
sibilities. These judgements, while difficult, involved a very different
type of uncertainty than the uncertainty involved in betting on new
innovations that may be undertaken by a borrower. During this period,
the participation of the main bank as a quasi-insider in the operation
of firms provided information that made it difficult for the borrower
difficult to shirk.

However, once Japan entered into the ‘frontier economy’ period, when
more Japanese industries were reaching the international technology
and marketing frontier, their business and investment was exposed
to increasing levels of fundamental uncertainty. As more and more
lending went to investments that involved R&D and the development
of frontier technologies, both firms and banks were exposed to the
type of fundamental uncertainty discussed by Keynes and the post-
Keynesians. Even if the bank was deeply involved as a quasi-insider
in the operation of the firm, its detailed network of knowledge on
management quality did not have a significant mitigating effect for
this type of environmental uncertainty. During the catching-up period,
the majority of the uncertainty was the result of shirking and a vari-
ability in management quality. In the frontier economy, uncertainty
was fundamental and was related to innovation and new product
development. In this respect, this book suggests that Japan could not
resolve this transition challenge by simply maintaining its traditional
mode of monitoring, and even less by reverting to it again now.

2 We also suggest, however, that an ill-planned transition to the Anglo-
American and Basel-type approach to monitoring (which we describe
as ‘algorithmic monitoring’ because it is based principally on the
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codification of credit risk and the development of an arm’s-length
approach to maintain an adequate capital buffer against unexpected
credit losses; see section 3.2 and 4.3 for details) exacerbated the
transition problems faced by the Japanese banking system. The adop-
tion of elements of this ‘algorithmic monitoring’ model neglected
the important question of how Japanese lenders were to manage
uncertainty given their greater exposure to industrial lending, and
given the particular ways in which Japanese banks were intermediat-
ing financial resources in the macro economy.

The Japanese banking system started to adopt Anglo-American and
Basel-type modes of monitoring when the exposure to greater fron-
tier uncertainty began to undermine the traditional network-based
‘relationship banking’. The pace of this transition accelerated after the
bursting of the ‘bubble’ economy but the transition had actually begun
much earlier. The deregulation of the deposit rate ceiling was completed
in 1994 and the financial ‘Big Bang’ deregulation was enacted in
1998. Against this background, the LTCB collapsed in 1998 and major
Japanese banks continued to suffer from significant NPL until the
mid-2000s. Clearly, the financial deregulation was unable to achieve a
smooth revitalization of the Japanese financial system.

One critical problem that prevented a significant adoption of impor-
tant aspects of the Anglo-American system emanates from a character-
istic feature of the Japanese financial structure. The revealed preference
in portfolio selection by the Japanese household sector, the largest
source of funds for the Japanese banking system, shows that this sec-
tor remained risk averse during the 1990s (the Japanese households
owned substantially more ‘safe’ assets, in proportional terms, than the
US households, see section 4.4), so that finance for industry continued
to rely on the intermediation of these savings through the Japanese
banking system. Thus, Japanese banks were required to transform the
savings of risk-averse Japanese households into long-term loans for
industry. However, this long-term intermediation had to continue even
as Japanese banks were shifting over to meeting the short-term portfo-
lio quality conditions under the Basel Accord. These conditions were
required after deregulation but they only made it far more difficult for
the Japanese banks to perform their traditional role of converting risk-
averse funds into long-term industrial loans, a role that they could not
abandon given the structural features of the Japanese financial system.
From another perspective, this meant that Japanese bank managers had
to somehow attempt to adjust themselves to a securities-based financial
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system in the absence of the critical foundation for such a system,
namely a sufficient and diversified base of individual investors willing
and able to absorb small amounts of uncertainty in diversified indi-
vidual portfolios. Therefore, while the Japanese financial system had a
huge surplus of ‘safety’ investors in currency and deposits, there was a
scarcity of the ‘risk’ investors in shares, equities and securities necessary
for the incubation of new enterprises and industries if banks were to
withdraw from this role. The inherent structural contradiction in adopt-
ing an Anglo-American model of financial intermediation without the
Anglo-American distribution of risk-absorbing small investors was a
crucial factor in Japan'’s deepening financial slump and the inability of
the banking system to contribute to its resolution.

The 8 per cent capital adequacy requirement of Basel was devised to
ensure the solvency of banks by ensuring that investments in assets
with uncertain returns are limited. However, these requirements do not
address the fundamental problem faced by the Japanese financial struc-
ture, which is that Japanese banks have to absorb risk and uncertainty
for a risk-averse investor base. If financial sector reform in Japan does
not address this problem, there can be no guarantee of an adequate
intermediation of financial resources from savers to investors.

3 The book also looks at how the change in the Japanese monitoring
system actually affected Japanese bank operations and contributed
to the 1997-1998 financial crisis. To this end, the book analyses the
economic and financial performance of the collapsed LTCB as a case
study.

In the Japanese traditional ‘rent-based’ and ‘relation-based’ financial
system, banks functioned as a buffer to absorb risk and uncertainty, leav-
ing individual savers with ‘riskless’ savings. This system worked because
the intense monitoring of management in a catching-up scenario miti-
gated uncertainty and ensured that the pooling of savings was sufficient
for providing savers with their desired risk-return profile. In addition,
the availability of relatively cheap finance for industry contributed to
the economic success of post-war Japan. As the uncertainty associated
with industrial lending increased in the frontier economy, this arrange-
ment would not remain viable for too long. The asset price boom of
the bubble economy and the subsequent burst both hid this underly-
ing problem and exacerbated it by accelerating the financial demise
of a number of Japanese banks. Some of them, including the LTCB,
went bust because of their insufficient capacity to cover the losses they
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incurred. While the collapse of the LTCB was exceptional, its failure
demonstrates important features of the crisis affecting the Japanese
banking system in general.

4 The arguments in this book provide a new perspective on the
‘transition failure’ in the Japanese financial system. The term transi-
tion failure can be applied to two different types of problems. First,
transition failures can occur where the costs (including political
costs) of abandoning an existing institutional arrangement are sub-
stantially higher so that a new, more efficient institutional arrange-
ment does not emerge (remembering that the identification of a more
efficient institutional arrangement is itself subject to uncertainty).
But secondly, transition failure can also occur with an ill-planned
transition to an alternative that proceeds despite very high costs of
transition, and a net loss for society because the transition cost is
higher than the potential gains from the new institutional arrange-
ment. We argue that elements of both types of transition failure can
be identified in the Japanese case.

5 The book also sheds light on the nature of trust in the traditional
Japanese financial system, and how it was created and maintained.

In the traditional monitoring system, trust played a role in the relation-
ship between banks and borrowing firms, as well as between banks and
the regulator. The trust between banks as lenders and firms as borrowers
was based on a number of characteristics of this financial system and
had a number of important consequences. First, the deep involvement of
the bank as quasi-insiders (in particular, the main bank) in operations of
the client firm contributed to a strengthening of the banks’ confidence
in the borrower. Based upon this confidence, repeated transactions
between the same parties led to a long-term relationship in which
lenders developed ‘trust’ in the credibility of the borrower, in the sense
that the borrower would not shirk from putting in high levels of effort
into the business and would not take opportunistic actions against the
lender. Based upon the creation of such ‘trust’, there was a reduced
need for detailed monitoring of day-to-day decisions. Secondly, trust
based on a long-term relationship also enabled the firm to expect the
necessary financial support from the main bank, including stable lend-
ing for investment and working capital as well as rescue operations if
the firm experienced temporary difficulties. Where culture and context
probably played a role for both parties, the failure to meet the other’s
expectations in such a context of mutual dependence would hurt its
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‘reputation’ and thereby affect their chances of relationships with other
banks or firms.

The second aspect of trust was between regulators and banks in the
‘convoy’ monitoring system. This was based upon a protection and
sanction mechanism. Our understanding of this system comes from the
author’s experience as a Japanese bank insider, supplemented by inter-
views and secondary literature. The elements of this system included,
first, the co-operation of banks as quasi-insiders in the regulator’s
process of modifying financial policies. The participation of banks in
this process built trust between the banks and the regulators. The close
relationship between banks and regulators meant that banks in trouble
could report the situation promptly through a non-public route for
sharing information, thereby enabling regulatory action without creat-
ing panics. In this scenario, the banks - and, in particular, the main
banks - acted as long-term monitoring agents of their client firms and
any failure here would violate the trust regulators had in the main
banks. It was understood that this, in turn, would probably be penalized
by the reduction of rent opportunities for the errant banks. The banks
on their part trusted the regulator’s guiding role, and the expectation
in the banking industry was that the regulator would be benevolent,
particularly in unexpectedly adverse situations.

These relationships of trust began to break down in the transition
from a ‘catching-up’ economy to a ‘frontier’ economy. In the lat-
ter, Keynesian fundamental uncertainty becomes prominent and the
‘mutual trust’ between the main bank and the client firm may not
necessarily create favourable outcomes for both parties. Rather, this
relationship of trust can contribute to banks being exposed to excessive
risks. In addition, this trust and the cultural norms on which it was built
made it difficult for banks to resort immediately to a legal process for
liquidation or corporate reorganization to deal with the firms in trouble
when they made the transition to an alternative Anglo-American mode
of monitoring. It is against this background that this book proposes
a new perspective for explaining why the transition to a rules-based
Anglo-American mode of financial monitoring and supervision exac-
erbated the 1998 financial crisis and led to a deepening of its adverse
effects including the bankruptcy of LTCB and the subsequent financial
stagnation.

6 This book potentially provides an alternative framework for assessing
institutional developments in the financial and corporate sector tak-
ing into account the lack of success to date of the reforms intended
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to introduce the Anglo-American financial system in Japan. We con-
clude that, first, there are good reasons for policy to support a mix of
direct and indirect monitoring systems as well as direct and indirect
financing of investment in a ‘hybrid’ system given the specific char-
acteristics of the Japanese financial structure, and second, the policy
challenge is to ensure prompt adjustments in that mix as economic
conditions evolve over time.

1.5 Chapter outline

Chapter 2 surveys the theories and arguments related to monitoring
activities (including the significance of monitoring, the incentives for
monitoring, the regulatory objectives of the monitoring system and the
relevance of bounded rationality and uncertainty). This develops the
conceptual tools used for the main analysis of this book and presents
the theoretical framework. Chapter 3 looks at the distinctive character-
istics of the Japanese traditional financial system from the perspective of
monitoring activities, in comparison with those in the Anglo-American
system. It describes how the institutional features of this financial sys-
tem were designed to ensure an appropriate balance between two regu-
latory objectives. The first objective was to maintain financial stability
and the second to achieve sound financial intermediation in a very
specific financial structure. The relevant institutional features include
not only formal institutions but also informal and intangible ones.

Drawing on the New Institutional Economics and Transaction Cost
Economics, Chapter 4 argues how the change in the economic environ-
ment in which Japanese banks operated in the 1980s may have affected
the efficiency of the traditional monitoring system and the relationship-
based method of screening and monitoring. It was also at this time that
the transition to the Anglo-American and Basel-type monitoring system
began, but we argue that in fact this transition made it more difficult
to resolve the structural failure affecting the Japanese financial system.
How did the change in the economic environment surrounding the
Japanese financial and monitoring system actually affect the economic
performance of Japanese banks and cause the 1997-98 financial crisis in
Japan? A case study of the collapsed LTCB is provided as an illustration
in Chapter 5.

Chapter 6 describes the political and economic realities of the
1997-98 financial crisis and the prolonged financial stagnation based
on the persistent failure of regulators to achieve a successful transition
to resolve the critical problems facing the Japanese financial system.
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Chapter 7 attempts to shed further light on this ‘transition failure’.
It analyses this issue from the perspective of intensified uncertainty,
drawing on the argument on the factors of ‘trust’ and ‘opportunism’
in New Institutional Economics. Chapter 8 concludes and draws some
of the lessons that we can learn from Japan’s prolonged financial
stagnation.



2

Theoretical Framework and Basic
Analysis of Monitoring Activities

2.1 Introduction

Despite very significant discussions in the literature on the institutional
specificities of the Japanese banking system, less has been done to
investigate the reasons why the institutional changes in Japan’s finan-
cial system, especially reforms that attempted to change the framework
of monitoring activities resulted in poor outcomes for the Japanese
economy. In the banking sector, the framework of monitoring activities,
include: (1) the mechanisms through which credit risk is monitored by
banks as lenders (and by investors in general) by collecting informa-
tion about borrowers and screening firms that are potential borrowers;
(2) the mechanisms through which financial authorities, as regulators,
monitor and supervise financial institutions by collecting informa-
tion about the activities of banks and investors, setting regulatory
rules and implementing these rules together with associated sanctions
(see Figure 2.1).

This chapter looks at the theories and arguments related to the effi-
cacy and design of monitoring activities, and offers a critical review
of the issues raised by different theories and arguments. Section 2.2
reviews the theories mainly related to (1) above and section 2.3 reviews
theories mainly related to (2) above. There is, of course, some overlap
between the two sections as banks as financial institutions are involved
in both sections.

In the economics literature the word ‘monitor’ means ‘to check or
regulate’ (Aoki 1994, p. 111). In the context of this book, we are inter-
ested in monitoring activities related to the financial system. These
include: (i) the ex ante monitoring that goes on in screening projects
to be funded as well as for evaluating the credibility of particular

16
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Banks as Lenders and

Financial Intermediaries as :(> Firms as Borrowers

Investors (1) Monitoring: see 2.2

o The nature of the monitoring actors; See 2.2.3
(2) Supervising: see 2.3 Herd behaviour in credit monitoring: See 2.2.4

Regulatory authorities, Government
Regulatory purposes: (i) ensuring financial stability and (ii) maintaining
and improving financial intermediation

Figure 2.1 The ‘monitoring system’

borrowers; and (ii) interim (or on-going); and (iii) ex post monitoring for
ensuring that the allocated funds are used for the purposes allocated.
This includes checking the schedule and status of projects as well as
the borrowers’ financial status in the process, and regulating borrowers’
contractual obligations. The interim and ex post monitoring includes
making due claims for compensation as well as taking due process for
accelerating the loan expiry when borrowers’ contractual obligations
are not fulfilled.! The manner of monitoring financial systems differs
vastly across major capitalist countries. As Aoki (1994) points out,
corporate monitoring and control is only possible with professional
expertise, resources for accumulating skills, and a broad scope in terms
of cross-sectional coverage as well as product/firm life cycle. In capitalist
economies, the system has seen the emergence of a variety of financial
intermediaries and agents specializing in corporate monitoring and
control. The Anglo-American financial system has a highly decentral-
ized structure of monitoring in which the three stages (ex ante, interim
and ex post) of monitoring are delegated to separate specialized inter-
mediaries such as investment banks, venture capital firms and rating
companies. This was very different from the Japanese traditional ‘main
bank’ system in its heyday where the three stages of monitoring were
highly integrated and exclusively delegated to the main bank of the
borrower (see section 3.3 for details).

This leads us to a very important question: how should the lenders
themselves be monitored? In this book we try and address this question
by shedding light on the institutional setting of the financial system,
and look at the incentives lenders have for their monitoring efforts and
the impact this has on their decisions vis-a-vis undertaking (excessive)
credit risk. In this respect the monitoring and supervision institutions
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of the regulators and their regulatory capacities become important,
showing the interrelationship of the two aspects of monitoring outlined
in Figure 2.1. We therefore also have to analyse the monitoring (super-
visory) activities of the regulatory authority that was deeply involved in
designing the institutional framework that operated in the traditional
Japanese financial system and the ways in which these regulatory
requirements changed over time, leading the regulators themselves to
support changes in the way bank monitoring was organized.

In addition, we should ask: how does an institution change? This
book draws on the tradition of New Institutional Economics (NIE) and
Transaction Cost Economics for its theoretical framework of analyses.
Section 2.4 aims to survey their theories of institutional changes.
Institutional approaches insist that institutional failure is the result of high
transaction costs, which is avoidable only if it moves to an alternative insti-
tutional structure with lower transaction costs. It also provides an overview
of the concepts of ‘trust’ and ‘opportunism’ on which NIE sheds analytical
light as variables determining transaction costs.

2.2 Theories related to monitoring activities: Screening
and monitoring activities by lenders and investors

There is widespread agreement in the literature that effective screen-
ing and monitoring by lenders and investors are critical for the proper
functioning of a financial market. In most financial markets, it is usu-
ally the case that individuals and firms seek more funds than are avail-
able. Efficient allocation of scarce funds requires ex ante monitoring for
selecting projects to be funded, ongoing monitoring for tracking how the
allocated funds are being used, and then ex post monitoring for verify-
ing the financial outcome and judging the actions taken by borrowers
to see if action needs to be taken to protect the interests of the lenders.
Despite the availability of sufficient funds, monitoring activities still
matter because the failure of monitoring by lenders would exacerbate
the asymmetric information problem from which lenders suffer, and
thereby restrict the optimal allocations of funds. In the light of this, it is
surprising that standard neoclassical general equilibrium theory has not
considered the monitoring activities of lenders in any detail. Although
the general equilibrium model has been criticized and modified as a
result of the development of the economics of information, we begin
with the overview of an Arrow-Debreu simple general equilibrium
model in which the public sector (the regulator) is not required and
therefore typically not introduced in the models to retain simplicity.?
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2.2.1 Arrow-Debreu general equilibrium model

In this model, the ultimate provider of financial resources is the house-
hold sector. This is because the profit and value added which are earned
mainly in the corporate (firm) sector are considered to be transferred
to households in the form of salaries, dividends and so on. Some por-
tion of the incomes received by households is consumed whereas the
rest goes to savings (S). On the other hand, the largest user of financial
resources is considered the corporate sector. Essentially, firms make vari-
ous investments (I) in order to maximize their profit. To finance these
investments, firms need financial resources. For the macro-economy
and from an ex post perspective, the savings of households finance the
investments in the corporate sector.

The funding source for firms, that is, the flow of funds from savings
(S) held by households to investment (I) of the corporate sector, has two
routes: First, the ‘direct finance’ route in which the stocks or corporate
bonds issued by firms are purchased directly by households through
the capital and securities market. Second, the ‘indirect finance’ route
in which banks as financial intermediaries play the role of collecting
funds from households in the form of ‘deposits’ and then provide
funds to the corporate sector in the form of ‘loans’. The most distinc-
tive difference between direct finance and indirect finance lies in who
undertakes the credit risk of the firms that borrow and use funds. In the
indirect finance route, banks absorb the credit risk. Even if a borrower
becomes bankrupt, the default does not directly affect any deposit
contract between the bank and households as depositors. In contrast,
in the direct finance route, the credit risk of the firms which issue their
stocks and bonds is absorbed directly by the households as purchasers
and holders of these securities, even if these securities are sold through
securities brokers and investment banks which play the role of inter-
mediaries in the capital and securities market. For example, when an
issuer becomes bankrupt, the households holding these securities suffer
the loss.

The Cabinet Office (2002) of Japan defines ‘indirect finance’ as a
system in which financial institutions essentially absorb the borrowers’
default risk by playing the role of intermediaries between households
and firms where they lend to firms using the funds collected from
households as deposits. It also defines ‘direct finance’ as a system in
which the ultimate investors, including households, directly absorb the
risk of default by purchasing primary securities (notes, stocks, corpo-
rate bonds, commercial papers, and so on) issued by firms through the
capital and securities market. Then, how are the separate ‘direct finance’



20 Japan’s Financial Slump

and ‘indirect finance’ routes balanced across the whole system? While
attempting to answer these questions, the general equilibrium model
faces a serious limitation that is largely of its own making. The standard
general equilibrium model assumes zero monitoring costs (indeed zero
transaction costs, see section 2.4), but this makes it difficult to explain
why banks as financial intermediaries exist at all.

The financial decisions of economic agents in a simple general equi-
librium model of Arrow-Debreu are represented in Figure 2.2. Each type
of agent is denoted by a particular subscript: f for firms, h for house-
holds, and b for banks. The superscript ‘+’ represents supply, and the
superscript ‘-’ represents demand. In addition, D represents deposits, L
represents loans and B represents bonds (securities) here.

1 Savings (S) held by the households are invested either in securities B,,
or deposits D*.

2 Investments (I) made by the firms are financed either by the funds
raised in the securities and capital market B, or loans from banks L~.

3 Banks provide loans L*to meet the demand of firms. Banks in turn
collect the necessary funds either from the securities and capital mar-
ket B, (each bank as a firm can issue its stocks or corporate bonds) or
deposits collected from households D~.

Securities and Capital Market

Firms i \ Households
Assels Liabilities ¥ " Assels Capitl
Investment (/) |securities (B,) Securities (B,) | Savings (S)
I;oans (L) Reposits (D*) | »

A \ FR |
N \ .
" “\ Banks ‘\‘ K [ |
| 3 ’:' x
e \ Assets Liabilities ¥ N
mEm R OE R OE) gans (LY) | Securities (Byy mme

Deposits (D7)

=== Direct Finance = = =) Indirect Finance

Figure 2.2 General equilibrium model in direct and indirect financing
Source: The author has based this upon Freixas and Rochet (1997, p. 9).
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4 In the securities and capital market, the demand of firms By as well as
that of banks B, should be balanced with the supply from the house-
holds B,,.

In this model in which all agents are considered to behave competitively,
each market clears:

I = § (goods market)

D* = D~ (deposit market)

L* = L~ (credit market)

B, =B, + B, (securities and capital market)

It is clear that if there were zero monitoring costs the only possible
general equilibrium would be one where all risk-adjusted interest rates
are equal. In such an economy risk would be due to nature, rather than
to the moral hazard problems that emerge as a result of costly monitor-
ing. Household investors would therefore face the same risk regardless
of whether they invested directly and carried out the costless monitor-
ing themselves or indirectly through banks, leaving the bank to do the
costless monitoring. In this simplistic framework the coupon rate on
securities (denoted by r) and the deposit rate (denoted by rp) for the
households should be perfect substitutes. If one of the two rates is higher
than the other, households would prefer to invest all their savings there,
resulting in the potential disappearance of the other. Therefore, these
interest rates should be equal: r = r;,. Secondly, the funding rate through
the securities market (denoted by r) and the interest rate on bank loans
(denoted by r,) for the firms are perfect substitutes. Therefore, these
interest rates should be equal; r = r;. General equilibrium is characterized
by a vector of interest rates (7, r,, rp). As a result, the only possible equi-
librium is realized when all interest rates are equal, r=r, =r1;.

Clearly this general equilibrium is unrealistic. In particular, banks
would necessarily make a zero profit at equilibrium. A zero profit gives
banks no incentive to play the role of financial intermediaries, and
indeed banks would have no reason to exist. This is why, if firms and
households have unrestricted access to perfect financial markets, then
at the competitive equilibrium, banks make a zero profit. That is, the
Arrow-Debreu paradigm leads to a world in which banks are redundant
institutions. In reality, each borrower has distinctive credit risks related to
their type and the type of activity in which they engage. Thus, investors
face significant and borrower-specific information and monitoring costs
for screening and monitoring this credit risk. It is extremely difficult and
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costly for individual investors (households) who are not professionals in
monitoring to evaluate the credit risk of SME, although it may be some-
what easier to do this for internationally reputable large firms. The del-
egation of monitoring activities to banks as professionals in the indirect
finance scheme would result in lower transaction costs of monitoring
for the household compared to the situation in which the households
do the monitoring themselves. In addition to this, delegating monitor-
ing activities to banks can help to accumulate knowledge and skills
for monitoring in banks as financial intermediaries, which leads to a
further improvement of the financial intermediation of resources. Thus,
by dropping the assumption of zero transaction costs of monitoring, we
can begin to explain the emergence of a system of financial intermedia-
tion. Banks can perform a function as financial intermediaries because
the monitoring costs faced by banks are very likely to be lower than the
potential cost of monitoring by individuals. This is a different argument
from the one that is commonly made, namely that banks can reduce the
risk faced by investors by pooling large portfolios.

2.2.2 The incentive approach

Transactions between investors (including banks) and industrial bor-
rowers undertaking business projects entail a substantial degree of
information asymmetry and imperfection (Aoki 1994, p. 109). Aoki
(1994) points to: (i) an adverse selection problem; where investors may not
be as well informed as the firm with regard to technological and market-
ing opportunities and management capabilities and intentions which
define the outcome of a project; (ii) the coordination problem; where
managers of the firm may not necessarily be in an advantageous posi-
tion with regard to information if the financial returns of the project
depends upon coordinated undertakings of complementary projects by
other firms; and (iii) a moral hazard problem; where a manager’s promise
to use funds for profitable purposes may not be fulfilled because of the
manager’s incompetence or effort-avoiding behaviour that cannot be
clearly identified because they are hidden behind stochastic natural
variations in outcome that constitute noise.

Transactions between shareholders and managers also entail a substantial
degree of information asymmetry and imperfection. The analysis of the
consequences of the separation of ownership and control has been one
of the major subjects of research in the economics of information. With
costly information or costly contracting, the principal-agent problem
arises when those who own physical assets must rely on others to make
use of them. For instance, firms are not run directly by shareholders
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(principal) but by managers (agent). With costly information, shareholders
can only exercise limited control over managers. Thus managers have to
be provided with incentives to perform well. Their incentives have to be
based on the actual performance of the firm (Stiglitz 1994, pp. 98, 177).
The problem of bank shareholders or other owners controlling the execu-
tives who actually give loans is a principal-agent problem.

‘Information Economics’ has seen notable advances in the scope and
depth of the theory of market failure applied to credit markets facing
information problems. As Stiglitz (1994) points out, it is a common-
sensical observation that in the process of mediating transactions,
banks acquire considerable information that might be valuable in loan
assessment and monitoring (Stiglitz 1994, p. 103). This observation
supports the incentive approach that is disregarded by the standard
neoclassical model. The central problem of incentives also affects the
bank management, because depositors and bank shareholders cannot
also take it for granted that bank managers will be efficient and put
in all their effort in monitoring the bank’s portfolio so that credit is
extended only to the most efficient borrowers and rapid action taken to
withdraw resources from borrowers who appear to be failing. Therefore,
the quality of bank management and their incentives are other variables
that matter as much as the rules for allocating funds.

In theory, the owners of a bank in the form of shareholders have
the incentive to monitor the managers of the bank because the proper
monitoring of managers brings them higher residuals in the form of
higher dividends. This insight from Alchian and Demsetz (1972) is a
development of their explanation of the emergence of the capitalist
firm as a solution to the ‘shirking’ problem that arises due to the moral
hazard problem of teamwork in a context of asymmetries of infor-
mation where each team member (player) has an incentive to shirk.
This solution requires: (i) a monitor, (ii) incentives for the monitor to
monitor efficiently, and these are achieved by making the monitor the
residual claimant. The monitor has to have the power to observe and
discipline team members, and this is a description of the capitalist firm.
However, Alchian and Demsetz’s residual claimant solution is attenu-
ated as soon as we have a separation of ownership and control when
shareholder ownership emerges. The shareholders are the true residual
claimants but they have to delegate the monitoring task to managers
whose incentives are attenuated. Even if bank managers were effective
in monitoring, they cannot by definition capture the entire residual,
though incentive payment schemes or a market in managers can be
devised to reduce — although not entirely eliminate — this problem.
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For instance, the discretion of bank managers can lead to moral hazard
problems if they use their discretion to lend to their friends, and the
possibility of significant negative externalities due to this type of moni-
toring problem results in the necessity of outside regulation of banks.
Therefore, owners of banks as well as regulators have to spend resources
monitoring and creating incentive structures that aim to ensure that
bank managers adequately manage and monitor their loan portfolios.

The question is how to create adequate incentive for owners of banks
to engage in monitoring. There is an argument that the bank itself must
earn a ‘rent’ that gives the bank ‘franchise value’ if anyone is to have
strong incentives to monitor its management. The franchise value is
the worth of the bank that the owners of the bank will try to protect
by ensuring good management (Hellmann et al. 1997, pp. 171-4; see
section 2.3.2). Hellman et al.’s model assumes that the bank’s owner-
ship structures were such that the rents earned provided an incentive
for owners to monitor their portfolios effectively. The institutional
structure that would best achieve this would be one where banks were
owner-managed and the owners appropriated the rents. A second-best
structure would be one in which banks were not owner-managed but
the owners could coordinate their actions to hire and fire managers
to maximize their rents. However, in this second-best structure, the
adequacy of franchise value for creating sufficient incentives for moni-
toring by shareholders is by no means self-evident.

This is why externally enforceable criteria such as capital requirements
become perceived, presumably by owners of banks, as important mecha-
nisms for constraining the behaviour of bank managers. These mecha-
nisms could - in theory and probably sometimes in practice — achieve
the good monitoring which franchise value does in theory. For instance,
capital requirements or reserves are often used to discipline banks to keep
a part of their portfolio in government securities. This forces them not
to take risks because there is an asset base that can be called on to pay
bad debts. However, this issue is controversial. We will argue in section
2.3.4 why capital requirements are not always effective. For instance,
in the context of their ‘portfolio’ approach, Kim and Santomero (1988)
show that solvency regulations on capital requirements entail a rec-
omposition of the risky part of the bank’s portfolio in such a way that
risks may be increased, particularly because some small banks cannot
completely diversify their risks. Ironically, the probability of the bank’s
failure may increase after the solvency regulation has been imposed (see
also Hellmann, Murdock and Stiglitz 2000 who point out that the capital
requirement regulation can yield Pareto-inefficient outcomes).
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As financial markets have internationalized, major central banks
have cooperated to standardize the rules preventing internationally
active banks from taking excessive risks. In particular, the BIS Capital
Accord and credit risk modelling that is being standardized by the Bank
for International Settlements (BIS) or Basel Committee on Banking
Supervision (BCBS) have played an increasingly important role in risk
management and performance measurement processes of international
bank managers and owners of banks (see section 4.3 for more details).
Increasingly, bank managements are requested directly by their national
supervisors or choose voluntarily to pay more attention to the calcula-
tion of required reserve requirements but also to performance-based
compensation, customer profitability analysis, risk-based pricing and
active portfolio management.

Stiglitz claims that ‘information’ about the financial position of the
firm is a public good (Stiglitz 1994, p. 211). Private rating agencies, such
as Moody’s and Standard & Poor’s for bonds, and Dun and Bradstreet
for other investments, do play a role in providing private incentives
for disclosure as good ratings reduce the cost of capital for borrowers.
In addition, most governments have decided that international dis-
closure requirements such as those suggested by the BCBS would further
improve the information available for more effective monitoring of
both borrowers and bank managements. We need to assess the extent
to which these types of international codes of monitoring, and the
development of private ratings for quantifying credit risks, are effective
in providing banks or financial institutions the appropriate information
and incentives for improving their monitoring.

Thus, the economics of information has identified a series of market
failures in credit markets that can lead to credit rationing even in
equilibrium, caused by information asymmetries between lenders
and borrowers. Information economics insists that the incomplete
information paradigm explains why financial markets cannot be
complete and shows why banks as financial intermediaries exist. This
approach makes a significant contribution to our understanding of
the importance of banks as monitoring actors and the incentives of
monitoring for bank managers, bank shareholders and regulators that
are collectively required to achieve effective financial intermediation.
However, information asymmetries do not exhaust all the problems
faced by financial institutions, borrowers and lenders. This is because
monitoring is subject to ‘bounded rationality’ and ‘uncertainty’. The
information and incentive approaches do not take all of these factors
into consideration.
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2.2.3 Determinants of imperfect monitoring solutions

As economies become more complex, the screening and monitor-
ing activities of bank managers and regulators are intensified. This
book proposes that ‘bounded rationality’ and ‘uncertainty’ need to be
emphasized as primary drivers of this increase in complexity.

Bounded rationality

Herbert Simon developed the thesis that economic actors are intendedly
rational but only limitedly so, partly because of information problems
but mainly because of the complexity of computing best strategies. In
the real world, instead of trying to work out Nash equilibria or solve
complex optimization problems, individuals follow rules of thumb.
Simon himself treated the use of rules of thumb as short-cut devices
for decision-making. This is not because they are irrational, but simply
because they economize on a scarce resource, the brain’s limited com-
putational capacity.

Suppose that the forces of internationalization and technological
change in the banking and credit market mean that lenders (as well as
regulators) face ever more difficult tasks of monitoring and supervision.
As Williamson (1985) and Hargreaves Heap (1992, p. 17) point out, the
increasing cost of monitoring often drives people to use rules of thumb
to save the cost of acquiring the information for calculating the opti-
mal course of action. That is, as there is an increase in the complexity
of monitoring, bounded rationality will induce lenders to use codes for
measuring credit risks and externally accepted sources of credit risk
information instead of effort- and computation-intensive internal skills
and knowledge for monitoring. Perhaps their behavioural pattern aims
to be instrumentally rational at the beginning. Then, as more complex
risk factors are encountered, the computation becomes too onerous.
This results in changing their behavioural pattern to be limitedly instru-
mental, eventually becoming procedurally rational at best.

According to Weale (1992, pp. 62-5), homo economicus is intendedly
and instrumentally rational and calculates how to maximize preference
satisfaction, typically appearing in neoclassical economic theory as a
maximizer of utility. The main activity of homo economicus is to calculate
preference satisfaction within the available freedom of manoeuvre. On
the other hand, homo sociologicus is introduced in the process of inves-
tigating how this freedom of manoeuvre might be bounded by prevail-
ing technology and/or by the preferences of others. In particular, this
introduces constraints on human action through norms. The associated
sociological concept of a role shows how homo sociologicus is educated
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from childhood to adulthood, thereby encoding norms and conform-
ity to norms into roles that become immediate motives of behaviour.
Norms make the calculation tasks easier but actions based on prevalent
social norms will typically be difficult to justify in terms of instrumen-
tal rationality. If all individuals reason in a role- or rule-bounded way,
their collective action may fail to achieve and certainly to maximize
individual or collective benefit. This type of approach that looks at the
tension between computational costs and collective interests allows
us to identify conceptual limitations and arbitrariness in any codified
assessment of credit risks as under the Basel rules (see section 4.3).
Another salient feature of the Simonian analytical perspective is that as
a result of our bounded rationality, we can greatly enhance our effective-
ness by accepting information and advice from social groups of which we
are members. Individuals who are docile therefore have a great advantage
in fitness over those who are not docile (Simon 1996, p. 45). In fact, docil-
ity can be taxed by influencing people to take certain actions that are not
personally beneficial for them but are beneficial to the group. As long
as taxation is not so onerous that it cancels out the advantages of docil-
ity, the altruistic individual will be fitter than the non-docile individual.
This can explain why altruism, as well as opportunism (see section 2.4),
can survive as important human motivations within organizations and
institutions. These are insightful observations but Simon does not clearly
identify the conditions under which following rules of thumb are actu-
ally viable and allow effective solutions to the computation problem.

Uncertainty

Since the consequences of actions extend into the future, accurate fore-
casting is essential for making objectively rational choices. But in the real
world, most choices take place under conditions of uncertainty. Knight
(1921) drew a famous distinction ‘between “measurable uncertainty” or
“risk”, which may be represented by numerical probabilities and “unmeas-
urable uncertainty” which cannot’ (see Ellsberg 1961). Numerical prob-
abilities, in turn, are based on the possibility of repeated observation of an
event that allows the calculation of a statistical probability for that event.
In contrast, many events in the economic domain are not of this type.
There is no repeated observation that can give us an objective probability
for the success of an innovative process. Here, the risk involved is a subjec-
tive judgement, and this can vary across persons making the judgement
based on their experience and knowledge of subtle and unquantifiable
aspects of a situation. The formulation of subjective probability judge-
ments is what Knight described as decision-making under uncertainty.
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This book adopts the Knightian definition of uncertainty as the
subjective assessment of the likelihood of events whose objective prob-
ability is not susceptible of measurement. Subjective probability can be
distinguished from statistical or objective probability in the sense that
uncertainty cannot be reduced to measurable risks. Knightian uncer-
tainty, the same as Keynesian uncertainty, emerges when: (i) stochastic
variation is not governed by stable probability distributions; (ii) agents
lack costless information providing insight into the ‘true’ state of affairs
in the economy; (iii) agents cannot always determine the extent to
which their own actions are responsible for the outcomes they experi-
ence; (iv) it is impossible to preclude the possibility of systemic risk,
because the economy has no parameters (see Dymski 1993). Uncertainty
may be more or less ignored or, alternatively, subjective probabilities
may be applied, together with a risk premium to cover unspecified
adverse events. Since there is no precise economic theory of how deci-
sions are made under uncertainty, agents tend to observe each other’s
responses and do not deviate widely from the norm regarding which
factors should be taken into account and how much weight should be
assigned to them. But, ‘when the crowd is wrong ex-post, there is the
making of a financial crisis’ (Davis 1995, p. 135).

This book draws on the contributions by the Post-Keynesian econo-
mists who shed analytical light on ‘uncertainty’. The fundamental
implication of Keynes’s uncertainty is that all economically meaningful
behaviour derives from agents’ efforts to protect themselves from uncer-
tainty (Dymski 1993). Keynes defined what he meant by ‘uncertain’
knowledge:

By uncertain knowledge, let me explain, I do not mean merely to
distinguish what is known for certain from what is only probable.
The game of roulette is not subject, in this sense, to uncertainty;
nor is the prospect of a Victory bond being drawn. Or again, the
expectation of life is only slightly uncertain. Even the weather is only
moderately uncertain. The sense in which I am using the term is that
in which the prospect of a European war is uncertain, or the price of
copper and the rate of interest twenty years hence, or the obsoles-
cence of a new invention, or the position of private wealth owners
in the social system in 1970. About these matters there is no scien-
tific basis on which to form any calculable probability whatever. We
simply do not know. Nevertheless, the necessity for action and for
decision compels us as practical men to do our best to overlook this
awkward fact and to behave exactly as we should if we had behind us
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a good Benthamite calculation of a series of prospective advantages
and disadvantages, each multiplied by its appropriate probability
waiting to be summed. (Keynes 1937, pp. 213-14)

Market failure in credit markets, such as credit rationing in equilib-
rium, can be caused by information asymmetries between lenders and
borrowers (Stiglitz and Weiss 1981). However, market failures in credit
markets can be caused by other types of information problems. This
book proposes that important market failures in credit markets are
caused by divergences in the state of confidence of lenders and borrowers
in the information used to assess risk or in the reliability of the instru-
ments for measuring risks. The difference in the degree of confidence
emanates intrinsically from differences in the market perspectives of
borrowers and lenders. Under conditions of uncertainty, swings of confi-
dence are apt to be substantial and volatile.

‘The state of confidence, as they term it, is a matter to which practi-
cal men always pay the closest and most anxious attention’ (Keynes
1936, p. 148). The state of confidence with which one makes a forecast
determining the state of long-term expectation is one of the major fac-
tors determining the marginal efficiency of capital a la Keynes. We will
argue later that the volatility stemming from lenders’ uncertainty in
credit risk management is one of the most crucial factors making their
monitoring activities difficult and ineffective. Some difference in the
degree of confidence between lenders and borrowers will always occur,
because their market perspective is intrinsically different. Under these
circumstances, a swing of lender’s confidence in whatever information
or instrument for measuring risks under conditions of uncertainty can
then result in a type of market failure that is peculiar to credit markets.

Uncertainty makes decision processes both complex and volatile.
Volatility stemming from lenders’ uncertainty, in particular, in terms of
subjective probability in credit risk management, is a crucial factor in
the systemic fragility of financial markets (Meltzer 1982; Davis 1995).
Uncertainty often encourages agents to adopt rules of thumb because
standardization and coordination may be more effective than individual
prediction (Simon 1996, p. 42, Koppl 2002). However, such standard-
ized rules of thumb can themselves become constraints on our decision-
making: if they acquire the status of norms, they can reduce us to mere
engines of procedural rationality. In international banking and credit
operations, a codified assessment of credit risk in purely quantitative
statistical terms is now a widespread practice. The codified rule of thumb
encourages lenders to measure expected credit losses mathematically
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and to maintain a capital buffer against unexpected credit losses. One
important example of this paradoxical response to uncertainty is the
gradual adoption of the Basel guidelines in international credit markets.
To promote the stability of international banking and credit markets,
banking regulators at the BCBS established a required capital ratio of
8 per cent as the international norm for a capital cushion; lenders are
discouraged from assuming credit liabilities that cause their capital ratio
to fall below this threshold. But we will also see that the convergence to
standardized credit risk modelling creates a misleading homogenization
of information flows and can contribute to undermine financial stabil-
ity by amplifying herd behaviour in lending.

2.2.4 Minsky’s financial fragility hypothesis and herd behaviour
in credit risk assessment

Hyman Minsky, a man with a reputation among monetary theorists for
being particularly pessimistic (Kindleberger 2000, p. 13), made a sig-
nificant contribution to the modelling of the fragility of the monetary
system and its propensity to periodic disaster.

Financial fragility is an attribute of the financial system. In a fragile
financial system continued normal functioning can be disrupted by
some not unusual event. Systemic fragility means that the develop-
ment of a fragile financial structure results from the normal func-
tioning of our economy; financial fragility and thus the susceptibility
of our economy to disruption is not due to either accidents or policy
errors. Therefore, a theory of systemic fragility endeavours to explain
why our economy endogenously develops fragile or crisis-prone
financial structures. (Minsky 1977, pp. 139-40)

Kindleberger points to another of Minsky'’s views about the determinants
of financial fragility, namely events leading to a financial crisis often start
with a ‘displacement’, some exogenous shock to the macroeconomic
system (see Kindleberger 2000, p. 14). Yet it is apparent that Minsky’s
emphasis is placed on the endogenous determinants of financial
fragility.

Minsky referred to the following three dimensions as the determinants
of the robustness or fragility of a financial system: (i) the mix of hedge,
speculative, and Ponzi finance in the economy; (ii) the weight of cash or
near-cash assets in portfolios: the liquidity narrowly defined, of various
classes of business units; (iii) the extent to which ongoing investment
is debt-financed.
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According to Minsky, if a business unit’s cash flow commitments on
debts are such that over some period the cash receipts are expected to
exceed the cash payments by a significant margin, the unit is said to be
engaged in ‘hedge’ financing. Then, a ‘speculative’ financing unit has
cash flow payments that exceed the cash inflows expected during some
of the periods. However, the present value of the cash flow expected
to accrue to the firm from owned assets exceeds the present value
of contractual cash payments. Since a speculative financing unit has
positive net worth, the borrower may be able to refinance its position.
Finally, a Ponzi financing unit is a speculative financing unit for which
the interest portion of its cash payment commitments exceeds its net
income cash receipts — that is, business units engaged in Ponzi finance
have a negative net worth in computation of present values (Minsky
1977, p. 143). Minsky emphasized that the business units that engage
in speculative or Ponzi finance, even in hedge finance, are vulnerable to
changes in interest rates as well as to events that reduce the cash flows
from assets. For instance, increases in interest rates may increase cash
flow commitments without increasing receipts. In addition, if the lender
refers to an increasing market rate as discount rate for calculating the
present value of cash inflows, the expected income on a present value
basis will decrease. However, it is intrinsically difficult to determine the
appropriate discount rate for net present value calculations, because
future interest rates are uncertain.

Although Minsky did not emphasize this, so far as cash flow projections
are subject to conditions of uncertainty, the lenders’ evaluation of the
project — the lenders’ screening and monitoring — matters for their assess-
ment of financing or refinancing. Lenders’ screening and monitoring
is the basis of their assessment of the extent to which expected cash
inflows will cover cash payment commitments (Minsky labelled the
excess ‘margins of safety’). Therefore, the screening and monitoring of
borrowers is critical for credit appraisal. However, monitoring is always
intrinsically imperfect because monitoring agents are always exposed to
bounded rationality and uncertainty.

2.3 Theories related to monitoring activities: Supervising
and monitoring activities of regulatory authorities

2.3.1 Overview

There is a delicate relationship between monitoring by lenders and the
financial regulation of the credit market. Effective, appropriate and
active screening and monitoring by lenders and investors are critical for
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a properly functioning financial market. The same applies to banking
and credit market regulation. Credit markets deal not only with inter-
temporal trade but also with promises whose fulfilment is uncertain
(Stiglitz 1994, pp. 209-11), ‘What is exchanged is money today for a
(often vague) promise of money in the future’, ‘A financial contract is
a money today-money tomorrow deal. Money today-money tomorrow
deals are a pervasive reality in our economy’ (Minsky 1977, p. 142).
Lenders’ solvency is undermined by borrowers’ defaulting on their
promises to repay. Hence, these markets are exposed to a systemic risk of
potential contagious runs, which cannot be prevented and resolved by
the ordinary auction market mechanism.

The intangible and uncertain nature of the information relating to
the risk associated with a borrower’s promise to repay makes it almost
impossible for this market to perform efficiently as an ordinary auc-
tion market. Since banks exchange huge amounts of liquidity for the
settlement of various payment orders in interbank money markets, the
insolvency of a bank could trigger a system-wide bank run. In addition,
the possibility of a contagion of expectations and collective loss of con-
fidence leading to a run or collapse of the system means that in prin-
ciple even the insolvency of a single bank could mark the beginning
of a collapse of the entire banking system, with severe macroeconomic
consequences. Consequently, financial regulation and government
intervention are very important to maintain financial stability.

Most banking textbooks emphasize liquidity risk — the inability to
obtain funding for current obligations. Instruments like deposit insur-
ance and central bank lender of last resort facilities have been developed
to counteract liquidity risk by maintaining confidence in banks. The more
important and more complicated issue for banking regulators is how to
discourage banks from acquiring bad loans in the first place. Monitoring
banks is costly and necessarily imperfect because of: (1) the element of
uncertainty in credit risk assessments (the difficulty of estimating the sub-
jective probability of default); and (2) asymmetries of information between
banks and banking supervisors, which can possibly create an inefficient
protective structure, resulting in moral hazard problems in the loan port-
folio management by banks. As Stiglitz (1994) points out, the structure
of financial markets is in some important respects vastly different among
major capitalist economies. The differences are important; each country’s
institutions reflect an adaptation to particular cultural or economic cir-
cumstances. It follows that the appropriate rules for socializing risk and
uncertainty to allow better monitoring and more efficient allocation of
financial capital may vary according to historical circumstance.
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Aoki (1994), Davis (1995), Dore (2000) and Stiglitz (1994), among
others, have made useful comparative analyses of the economic and
financial systems of Japan and the United States. One common observa-
tion is that banks play a dominant role in corporate finance in Japan,
while the financial role of US banks is limited largely to making short-
term working capital loans. Securities markets in Japan are relatively
underdeveloped, while more long-term funds are mediated through
bond and equity markets in the United States. Bank loans amounted to
at least 90 per cent of total corporate finance in Japan in the catching-
up and subsequent period until the early 1990s, while American banks
contributed no more than 30 per cent (Davis, 1995, p. 37).

Each financial structure evolved over a long period based on country-
specific conditions, and therefore could not be easily reproduced else-
where (Davis 1995; Stiglitz 1994). Japan, however, has been encouraged
to abandon its traditional financial system. Since the mid-1980s, Japan
has moved to adopt the Anglo-American style of financial deregulation
which has been promoted and propagated by the United States. Although
American banks play a limited role in providing corporate finance, they
are subject to strict disclosure rules and tight capital adequacy require-
ments as discussed later in this book. At the same time, US regulators,
worried that tighter capital adequacy standards might cause US banks to
lose their competitive edge in international financial markets, promoted
the establishment of an international capital adequacy standard at the
Basel Committee. In the US financial system, the diversification of risk
and uncertainty was accomplished through securities markets comprised
of a large and diversified base of investors. This unique structure (see
sections 3.2 and 4.4 for details) allowed and encouraged US banks to
avoid large exposures to particular companies or industries. By contrast,
given the predominance of Japanese banks in corporate funding, the
limitation of their important financial intermediary and monitoring
roles had profound implications for the Japanese economy.

2.3.2 Bank rents

The analysis of bank rents has provided a new tool as an institutional
approach to investigating the important role of banks. According to the
definition by Khan (2000a), rents refer to ‘excess incomes’ which, in
simplistic models, should not exist in efficient markets. ‘More precisely,
a person gets a rent if he or she earns an income higher than the mini-
mum that person would have accepted, the minimum being usually
defined as the income in his or her next-best opportunity’ (Khan 2000a,
p. 21). This section aims to assess the ‘financial restraint’ regulation of
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creating bank rents, as an important institutional setting in the Japanese
traditional financial system. As is argued later in section 3.3, this insti-
tutional setting contributed to creating and maintaining an ‘integrated’
monitoring system in which the Japanese main banks played important
roles as financial intermediaries and monitors in the heyday of the
system. Meanwhile, it is often said that the stability in the Japanese
main bank system was achieved in part by interest rate controls, with a
wide spread between deposit and lending rates, so that the major banks
could earn profits. Patrick (1998) points to this arrangement whereby
the essence of the regulatory regime was to guarantee that banks would
not fail, so that management, stockholders and depositors were pro-
tected from systemic collapse while effective monitoring of lenders was
achieved through the internal incentives of the banking system. In this
context the Hellmann et al. (1997) financial restraint model provides a
theoretical framework that provides the core elements of an explana-
tion for the efficiency and effectiveness of the Japanese ‘rent-based’
main bank system in its effective period.

The Hellmann et al. financial restraint model

The model advanced by Stiglitz and Weiss (1981) is of importance
in showing that credits are intrinsically rationed as the result of
asymmetric information problems. Since lenders cannot perfectly and
without costs select the right borrowers ex ante and monitor the behav-
iour of borrowers ex post, the price mechanism does not clear the excess
demand for funds. For instance, even when a borrower deemed by a
bank to be uncreditworthy offers to pay higher interest rates, the bank
may decline the loan application, because this offer is interpreted as a
signal of higher default risk. Hellmann et al. (1997) expand this theory
by arguing that government can enhance the incentives for banks to
actively monitor their loan portfolios by enhancing bank-based rents.
If government imposes ceilings on the deposit rate paid to savers that
are below the market-clearing rate, rent opportunities may emerge in
the form of a significant gap between deposit and lending rates that will
give banks strong incentives to monitor their portfolio more carefully.
According to this financial restraint framework, the household sector
supplies funds, the corporate sector is a user of funds, and banks act as
financial intermediaries. Figure 2.3 shows the market equilibrium at
interest rate r, as the intersection of a supply curve of household funds
and a corporate demand curve for funds. If the government intervenes
in the financial sector by regulating the deposit rate of interest, financial
intermediaries can capture rents. The new lending rate will be r; and the
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gap between the regulated deposit rate, 1, and the market lending rate,
r;, is the source of the rent. The rent will continue to be available for
banks, more precisely for owners of banks, only if the banks’ portfolio
of assets and liabilities is managed sufficiently well to keep the portfolio
solvent (see Khan 2000a, p. 58). It is possible to argue that a similar set
of government interventions in Japan along the lines suggested by the
financial restraint framework were key elements of the Japanese finan-
cial system, and gave its major banks an incentive to improve their skill
and expertise in monitoring and in financial intermediation. This in
turn contributed to an efficient social allocation of financial resources
at least in the catching-up period in Japan.

The model also argues that while savings may respond favourably to
higher interest rates, this elasticity is likely to be very low (Hellmann et al.
1997, p. 168). On the other hand, the model assumes that the amount of
savings depends on the available infrastructure for deposit collection, in
particular on the extent of the bank branch network and the efficiency
of services provided to the local communities. The model thereby claims
that by increasing the returns to intermediation, banks have strong
incentives to increase their own deposit bases. The model considers the
possibility that the ‘rent effect’ on savings is large — that is, the increased
savings resulting from greater deposit security and/or increased invest-
ments in improving the deposit infrastructure and facilitating access
to the formal financial sector will shift the supply curve rightward in
Figure 2.3. If the rent effect is large relative to the interest-elasticity of

r (rate)
A

Demand

H »
* Lad
Q Q (Loanable funds)

Figure 2.3 Financial sector rents as incentives for portfolio monitoring
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savings, then it is possible that the total volume of funds intermediated
through the formal financial sector will be larger with financial restraint
than would be the case with free markets (Hellmann et al. 1997).

Although net benefits for society are not always consistent with those
for individuals, the important role of bank rents was to create incentives
for individual banks to operate as long-run agents that monitored bor-
rowers effectively. We would then look for explanations for changes in
bank commitment to monitoring efforts in changes in the organization
of this ‘financial restraint’ system. On the one hand, the prospective
benefits from monitoring efforts in the rent-based mode include the
rent that a bank earns if it can preserve its ‘franchise value’ (Hellmann
et al., 1997, pp. 171-4) and its ‘reputation’ (Stiglitz 1994, p. 223). On
the other hand, the threat of losing these rent opportunities prevents
banks shirking their monitoring function (Aoki 1994). The Japanese
rent-based mode of monitoring relied on these incentive and sanction
mechanisms and the effective control of this mechanism by regulators.
We will elaborate on the mechanism in section 3.3 and 4.2.3.

2.3.3 How should credit risks be socialized?

Effective screening and monitoring of borrowers by lenders and inves-
tors is very important for the efficient running of a financial market.
However, since each agent’s capacity of screening and monitoring is
limited as the result of bounded rationality and conditions of uncer-
tainty, the financial regulatory framework cannot rely solely on these
monitoring efforts. A further factor that is important in the design of an
effective financial system is the socialization and absorption of lenders’
uncertainty. The socialization of credit risks and of uncertainty depends
upon the formal and informal institutional settings and the associated
background of each country. This means that a system that works in
one country will not necessarily have universal applicability.

The most important regulatory objectives for any regulatory author-
ity are: (1) to maintain financial stability, in particular, to preserve the
stability of the banking system by preventing contagious bank runs;
and (2) to improve financial intermediation (mobilizing savings from
surplus units and intermediation to investors in such a way that there
is a minimization of the friction of transaction costs and the inef-
ficiencies of asymmetry of information), including, in particular, the
acquisition and accumulation of skills and knowledge for credit risk
management in the monitoring process. However, we will argue later
that to promote one of these objectives may hinder the achievement of
the other. Ensuring an appropriate balance between the two objectives
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is therefore most important in the design of an appropriate financial
system. Table 2.1 compares the features of the institutional setting in
the Anglo-American financial system and the Japanese traditional one,
in the light of these regulatory objectives (see chapter 3 for details).

The Anglo-American financial system is characterized by a ‘division
of work’ and ‘specialization’. Both the credit (bank loans) market and
the securities (bonds) market play important but clearly distinguished
roles in the US framework of corporate finance. For example, the credit
market caters the short-term working capital requirements while the
securities market mediates long-term funds for medium- to long-term
investment. Financial and banking stability, on the one hand, is pre-
served by the imposition of tight regulations on the credit market, i.e.
US commercial banks, and by constraining excess competition among
the banks under a protective framework. On the other hand, the exist-
ence of a large and diversified base of investors who can absorb various
risks and uncertainty in the securities market - that is, the market for
bonds, stocks, securities and venture capital funds — results in stability
in that market while regulators ensure sufficient information disclosure
and prevent insider trading that could undermine confidence in these
markets amongst small to medium-sized investors. Regulators also aim
to maintain competition among financial and informational interme-
diaries. The fairly free and competitive securities market intermediates
a significant part of financial resources and maintains the dynamism
of the economy by channelling these resources into corporations and
through venture capital funds into new investments.

The Japanese ‘rent-based’ mode of financial intermediation and mon-
itoring also included a protection and sanction mechanism that was
effectively controlled by the regulators during the heyday of the system
(Aoki 1994, pp. 126-7). On the one hand, the prospective benefits from
monitoring efforts in this mode included the rent — in other words, the
protected profits that a bank wished to preserve as part of its ‘franchise
value’ (Hellmann et al., 1997, pp. 171-4) and ‘reputation’ rent (Stiglitz,
1994, p. 223). On the other hand, the threat of reduced rent oppor-
tunities (that is, the threat of not getting the licence for opening new
branches) played an important role in preventing banks from shirking
on their monitoring functions. While the US system could limit the
scope and role of commercial banks to ensure financial stability, Japan
relied upon indirect finance under its financial structure where the
Japanese households’ preference for portfolio selection was risk-averse.
Therefore, the Japanese needed to design an institutional framework
to create incentives for Japanese main banks to play the important role



Table 2.1 Comparison of the institutional setting of regulation in the US and Japan

Institutional arrangements for ensuring financial stability

Institutional arrangements for maintaining and improving
sound financial intermediation

Us
o Tight regulations on commercial banking (severe capital
adequacy ratio, severe requirement for disclosure of
information) — preventing banks from undertaking excess
credit risks — limiting the role of bank loans in corporate
finance (No more than 30% of total corporate finance in the
US depends on bank loans. Besides, these loans are extended
for short-term working capital) — limiting the economic
power of US banks.
o Constrained banking competition (by Glass-Steagall Acts?,
Limitations on interstate banking)

Japan
o Protection mechanism: Constrained competition by
controlling licences to entry and to expand branches.
Creation of bank rent opportunities (see section 2.3.2) by
controlling deposit and lending rates

o The existence of a large and diversified base of investors with
quite different animal spirits and initiatives which is essential for
financing the entire range of economic activities in a growing
and changing economy — Competitive and market-oriented
securities markets are promoted

o Financial intermediaries specialize in credit risk screening and
monitoring functions. For instance, investment bankers act as
underwriters, venture fund managers as incubators and rating
agencies as evaluators in this framework

o Scarcity of ‘risk’ funds for direct investment due to the
risk-averse preferences of Japanese households. The system
depends upon indirect finance (Around 90% of total corporate
finance, including working capital as well as long-term loans for
equipment, relied upon bank loans in the past)
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o Sanction mechanism: Effective power retained by the o A high degree of bank capability of screening and monitoring
inspection team of the Ministry of Finance — Penalties borrowers was required. Incentive (such as bank rent

imposed by sending a retired high-ranking MOF bureaucrat opportunities) to monitor were important

as the president or director to banks that shirk on

monitoring efforts or otherwise reducing their rent

opportunities

o ‘Relation-based’ system for sharing information between o Long-run relationship of repeated transactions may have
regulators and the major banks: Ensures flexibility in contributed to the pooling and accumulation of the skill and
creating and changing financial regulations for resolving knowledge for incubating new ventures, screening & monitoring
problems and restructuring corporations. Banks play the important role of

financial intermediaries and integrated monitors with a
quasi-partner strategy for the client firms’ success, rather than a
short-sighted approach to portfolio management.

Note: 2 Although on 12 November 1999, the Gramm Leach Bliley Act was enacted to repeal the Glass Steagall Act of 1933, there remains a high level
of separation in practice between commercial banking and investment banking in the US.
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as long-term agents of other financial intermediaries and effectively
screen and monitor client firms as well as managing risk in their own
loan portfolios. In effect, both systems imposed protective regulation
on commercial banks for the maintenance of financial stability. It is
worth noting that the purpose of setting such a protective institutional
framework for the US banks was to limit the scope of their business and
to weaken their economic power. In contrast, the purpose of Japanese
banks playing a regulatory role was to strengthen the profit base of banks
and to get them to act as financial intermediaries and monitors.

It is widely argued that the accumulation of a huge volume of NPL in
Japanese banks after the creation and collapse of the ‘bubble’ economy
represented a malfunction of the traditional ‘rent-based’ and ‘relation-
based’ banking system. These theories, however, focus only on the nega-
tive aspects of bank rents — in particular, the moral hazard consequences
or the unproductive character of rent-seeking activities. This period saw
some very significant changes in the Japanese banking sector. First, the
collapse of the bubble economy encouraged Japanese banks as well as
banking regulators to move away from the traditional mode of screen-
ing and monitoring towards an Anglo-American mode of monitoring
which used external criteria such as risk-adjusted returns on capital to
quantify credit risks solely by objective, or at least ‘objectifiable’ infor-
mation. Second, the Anglo-American-influenced Basel Capital Accord
had increasingly become a normative standard for solvency regulation
and therefore another constraint on the behaviour of Japanese bank
managers. Japanese bank managers were increasingly encouraged to
adjust to the new style of financial intermediation, monitoring and risk
management based on the practices of the Anglo-American ‘securities-
based’ financial system.

The introduction of a capital adequacy requirement (the 1988 Basel
Accord with its 8 per cent capital adequacy requirement) was designed
to strengthen the international banking system by making internation-
ally active banks maintain an acknowledged buffer to cover a variety of
risks and unexpected losses. The BCBS explains that the 1988 Accord
was expected to be the cornerstone of the international financial archi-
tecture and its overriding goal was to promote safety and soundness in
the international system (BCBS 1999b, p. 9). The primary concern of
banking regulators was to prevent bank runs, which could be triggered
by the insolvency of internationally active banks that were outside the
geographical control of national regulators. This led to the idea of pro-
moting convergence to international standards that would improve the
trade-off between financial liberalization and financial stability in terms
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of preventing international bank runs. For instance, Eichengreen (1999),
an IMF economist in 1997-98 and a strong supporter of the Basel Accord
New Framework (see section 4.3), provides just such an argument. This
Accord looked at the justification of supervisory reviews and the enhance-
ment of market discipline in its Pillars 2 and 3 respectively (see BCBS
1999b) to encourage lenders to ration credit to those borrowers who
failed to take the steps necessary for ensuring their financial stability.
According to Eichengreen’s neoclassical view, financial liberalization,
both domestic and international, was being driven by powerful changes
in information and communications technologies that made it far more
difficult to regulate financial transactions. In order to retain their effec-
tiveness, controls on international transactions must therefore become
more onerous and distortionary (Eichengreen 1999, p. 2). However, the
question that arises is: how would the convergence to the Basel Accord
conditions affect financial intermediation in domestic markets? The
mainstream argument does not address this sufficiently. For instance,
Eichengreen assumes that the flows and allocations of financial resources
would be better managed under an Anglo-American securities-based
financial system. Later we will look at this assumption in the setting of
an individual country’s institutional and financial structure.

2.3.4 Theories of solvency regulation

It is worth noting that one key feature of the 1988 Basel Accord was a
minimum level of capital determined at 8 per cent of qualifying capital
relative to aggregate risk-weighted assets as a common framework for
maintaining capital adequacy and solvency. We consider theories of sol-
vency regulation by means of capital requirements. These approaches
have been controversial. Although there are several approaches that
attempt to analyze and model the optimal regulatory scheme, they can
be classified into two broad types: the portfolio approach and the incen-
tive approach.’

The Portfolio Approach was pioneered by Kahane (1977) and later inves-
tigated by Freixas and Rochet (1997), Kim and Santomero (1988) and
Koehn and Santomero (1980). The main idea was that if banks behaved
as portfolio managers when they selected their portfolio of assets and
liabilities, it was important that they used risk-related weights for the com-
putation of their capital asset ratio. Interestingly, using a mean-variance
model, Kim and Santomero (1988) compared the bank’s portfolio choice
under incomplete markets for the diversification of their risks before and
after the imposition of a solvency regulation. They showed that the sol-
vency regulation entailed a recomposition of the risky part of the bank’s
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portfolio in such a way that its risks were increased, particularly because
some small banks could not completely diversify their risks. Ironically, the
probability of the bank’s failure often increased after the solvency regula-
tion had been imposed. This is a controversial point for this approach.
For instance, Rochet shows that this distortion in the banks’ asset alloca-
tion would disappear when regulators used ‘correct’ measures of risks for
computing their risk exposure and solvency ratio. However, achieving
the ‘correct’ measures of risk is critical to this approach and it is not clear
whether ‘market-based’ risk weights can be reliable.

In the Incentive Approach, solvency regulations were modelled as
solutions to principal-agent problems between a public insurance
system and private banks. Since regulators’ insurance was costly, sol-
vency regulations were required to create incentives that limited the
potential cost in terms of public funds being used to bail out deposi-
tors. The new capital adequacy framework was in reality more likely
to have been driven by such an incentive (principal-agent) approach,
which was consistent with the traditional concern of US regulators
to limit the freedom of banks to expose themselves (and thereby the
regulator) to large risks. This approach attempted to capture the social
cost of an insured failure to justify a capital adequacy ratio. However,
this approach also faced difficulties in getting correct measures of risks
for computing the exposed risks and the solvency ratio as well as for
calculating the optimal level taking into account information prob-
lems. Furthermore, the social utility of the banks’ own screening and
monitoring efforts as financial intermediaries and monitors was not
sufficiently reflected in this approach.

Here, we should note that the instruments of banking regulation are
specific to the national characteristics of each banking sector. Freixas
and Rochet (1997, p. 259) classify safety and soundness regulations
used in the banking industry into six broad categories: (i) deposit inter-
est rate ceilings; (ii) entry, branching, network, and merger restrictions;
(iii) portfolio restrictions, including reserve requirements and even, as
an extreme case, narrow banking;* (iv) deposit insurance; (v) capital
requirements; and (vi) regulatory monitoring including not only clo-
sure policy but also the use of market values versus book values. Except
for entry and merger restrictions, these regulatory instruments are spe-
cific to the banking industry. They conclude that banking regulation
appeared to involve diverse issues that were so heterogeneous that no
general model could encompass the main issues.

We should note that the main approaches to designing the optimal
bank solvency regulation focus on how to ensure financial stability,
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with less emphasis being paid to how to improve the appropriate
financial intermediation for economic development. There is, however,
another interesting approach which looks at this issue and aims to for-
malize the notion of substitutability between capital requirements and
monitoring in controlling the behaviour of bank managers (Campbell,
Chan and Marino 1992). In their approach they consider three sets of
possibilities:

1 The monitoring of banks’ assets is impossible, and the regulator uses
capital requirements to prevent excessive risk-taking by the bank.

2 Monitoring is feasible, and the regulator is benevolent. There is
substitutability between bank capital and monitoring efforts. At the
optimum, capital requirements are less severe and simultaneously
the banks’ monitoring efforts may prevent them from taking risky
loan exposures.

3 Monitoring is still feasible, but the regulator is self-interested. The
crucial limitation is that the monitor (regulator) has limited liability
and is unlikely to put much effort into monitoring. This induces dis-
tortions in the levels of capital and monitoring that were achieved
in version (2). As expected, more bank capital will be needed for
solvency and less monitoring effort on the part of regulators will be
offered.

This model does not suggest any optimal level of capital requirements.
The monitoring by the regulators aims not only to prevent the insol-
vency of banks - in other words, to maintain financial stability — but
also to make banks undertake the important role of acting as financial
intermediaries and monitors for efficient flows and allocations of finan-
cial resources. In this model, assuming that it is possible to monitor
banks’ assets, a lot would depend on whether the regulator is benevo-
lent or self-interested if we wanted to optimize the required bank capital
and the banks’ monitoring efforts. Although the causality suggested
in the model requires further testing, it sheds light on the relation-
ship between the regulator and the banking industry when designing
a financial system that can ensure sound financial intermediation and
appropriate monitoring efforts.

2.4 Theories of institutional changes

What causes institutional change? Through what mechanism is a
new institution created or replaced with another one? In the context
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of NIE, an ‘institution’ can be defined as rules that constrain economic
activities and behaviours.> Institutional approaches insist that both
market and government failures result from high transaction costs
resulted from an associated institutional structure. These market and
government failures are avoidable only if the system moves to an
alternative institutional structure with lower transaction costs. We
note that transaction costs can be defined as ‘the economic equiva-
lent of friction in physical systems’ (Williamson 1985) or the cost of
‘running economic systems’ (Arrow 1974; see also Williamson 1985,
p- 18). Transaction costs, in general, include ex ante costs such as:
(i) finding the right partners; (ii) negotiating prices; (iii) drafting and
writing appropriate contracts; and ex post costs of: (iv) monitoring;
(v) enforcing contracts; and (vi) disputing and contesting terms.
Transaction costs are determined by a number of different variables
such as the technology with which trading partners are dealing, the
distribution of bargaining power between them, the presence or
absence of shared cultures that induce trust and self-enforcement and
so on. Yet it is often difficult to quantify transaction costs. According
to Williamson (1985), this difficulty is mitigated by the fact that
transaction costs are always assessed in a comparative institutional
way, in which one mode of contracting is compared with another.
But we also know that institutional structures that worked well in one
context might not work in another. In other words, there is a prob-
lem in identifying the notional institutional structure which would
increase society’s net social benefits. We certainly cannot do this by
comparing the performance of alternative institutions in other coun-
tries unless we can be sure that we have adjusted for all the variables
that can affect transaction costs.

Theories of institutional change can be classified into two broad cate-
gories: (1) functional theories; and (2) process-oriented theories. Knight
(1992) also points out that theories explaining the origin of institutions
emphasize one of two processes: (1) spontaneous or evolutionary
emergence; or (2) intentional design. Evolutionary processes are ulti-
mately quite close to functional explanations that explain, in a cultural
context, social institutions in terms of their ability to satisfy the
functional needs of members of that society (Knight 1992, pp. 84-6). As
Khan (1999) points out, although process-oriented theories have been
developed as a reaction against functionalist theories, many process-
oriented theories are still strongly influenced by functionalist ideas
which are often very misleading. A satisfactory process-oriented analysis
would therefore have to be done carefully by allowing for differences in
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the distribution of political power and/or culture and informal norms
between societies. If these variables are taken into account, it is possible
for institutions to emerge that are not functionally the most efficient
(Khan 1999).

North (1990) emphasizes relative price changes, driven by changes
in the ratio of factor endowments, changes in the cost of information
or changes in technology, and these induce institutional change. In
addition, he insists that fundamental changes in relative prices over time
will alter the behavioural pattern of people and their rationalization of
what constitutes standards of behaviour. A change in relative prices or
a change in tastes can lead to the gradual erosion of particular norms
and their replacement by different ones. Over time, the rule may be
changed or simply ignored and not enforced. Similarly, a custom or
tradition may be gradually eroded and replaced with another (North
1990, p. 86). Although this very simplified story can be complicated in
many ways - by the free-rider problem or by the tenacity of some norms
of behaviour — he points out that a change in relative price plays an
important role in institutional changes.

The cost-minimization standard in the transaction cost theory is often
misleading. Knight (1992) raises three factors as exceptions to the standard:
(1) hidden benefits that are not readily apparent; (2) formal external
constraints (i.e. the interests of the state); and (3) uncertainty as a result of
which economic agents may not create the least costly rules because they
lack either the capacity or the knowledge to establish them. Khan (1995,
1999) gives a critical assessesment of North's functionalist views in which
institutional change is driven largely by individual bargaining where
gainers compensate losers. By definition, if gainers always compensate
losers and if institutional change only happens through voluntary
bargaining, only value-enhancing institutions will emerge. Presumably,
there are some important reasons why in the real world institutional
changes typically do not happen through processes of negotiation and
compensation. When large differences in power exist between classes of
agents, it makes no sense for the strong to compensate the weak in every
case. Even if they were so minded, their commitments to compensate
losers are often not credible. This is because the institutional change, once
it takes place, will ex post change the bargaining power of the losers usually
making them weaker than they were ex ante (Khan 1999).

Trust and opportunism

In the traditional Japanese mode of monitoring (see section 3.3), the role
of trust was to reduce the cost of monitoring. The cost of monitoring
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is an important component of transaction costs. While the transaction
cost is defined as the economic equivalent of friction in physical systems,
we assume that trust may, not always but fairly often, play the role of
lubricant for helping the economic system to run smoothly (Arrow
1974, p. 23). Risks of Williamsonian ‘opportunism’ can be reduced by
mutual trust. In general, opportunism in terms of pursuing self-interest
with guile involves subtle forms of deceit and refers to the incomplete
or distorted disclosure of information, especially to calculated efforts to
mislead, distort, disguise, obfuscate, or otherwise confuse (Williamson
1985, p. 47).

‘Trust’ has been referred to as ‘attitudes and behaviour which indicate
that each person is willing to rely on the other to act fairly and to take
into account the other’s welfare’ (Cohen and Knetsch 1992), as ‘soli-
darity’, and as ‘a belief in future harmonious affirmative cooperation’
(Ian Macneil®). ‘Contract negotiations and performance will likely take
place more effectively if trust is present and is generated by the proc-
ess’ (Cohen and Knetsch 1992). Fukuyama (1995), referring to what the
sociologist James Coleman has called ‘social capital’, argues that the
ability of people to work together for common purposes in groups and
organizations and their ability to associate with each other depends
on the degree to which communities share norms and values and are
able to subordinate individual interests to those of larger groups. ‘Out
of such shared values comes trust’ (Fukuyama 1995, p. 10). One of
the most invaluable insights of Francis Fukuyama and Kenneth Arrow
is that trust has a large and measurable economic value and has an
important bearing on economic organization. ‘Ethical elements enter
in some measure into every contract; without them, no market could
function. There is an element of trust in every transaction; typically,
one object of value changes hands before the other one does...” (Arrow
1974, p. 24).

However, since the operationalization of trust, no matter how it is
defined, has proved inordinately difficult (Williamson 1985, p. 406),
the empirical analysis of the variable is still limited. Arrow insists that
the efficacy of alternative modes of contracting and monitoring would
vary among cultures because of differences in trust. Due in part to the
popularity of Fukuyama's definition of trust, some political economists
in the Anglo-American tradition were interested in analyzing trust rela-
tions in the Japanese economic system. On the contrary, the Japanese
themselves tended to be preoccupied with what they see as the prob-
lem of an excess of trust (Dore 2000, p. 81). To some extent, cultural
factors are related to the degree of trust relations. However, we would
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say that the degree of trust even in a particular culture or society could
rather vary.

Most of us operate in some middle realm where we admit social
claims, sometimes forget about them for long stretches of time as we
go about our daily private role, sometimes rise to an occasion, some-
times fall miserably short, as we assert our individuality in contexts
that are not totally appropriate. (Arrow 1974)

From the perspective of Williamsonian ‘opportunism’, we may say that
the cooperative mode of economic organization, as in the Japanese
traditional economic mode, where trust and good intentions are
generously imputed to the membership, has its weakness in being
endowed with few organizational responses to the debilitating effects
of opportunism. ‘Such organizations are easily invaded and exploited by
agents who do not possess those qualities’ (Williamson 1985, pp. 64-5).
Transactions that are subject to ex post opportunism will benefit if
appropriate safeguards can be devised ex ante (ibid., p. 48). We should
note that, in other words, if safeguards are not sufficiently devised ex
ante, opportunism would possibly emerge as a troublesome source of
behavioural uncertainty in economic transactions.

2.5 Conclusions

This chapter surveyed a number of theories and arguments related to
monitoring activities to look at different aspects of the relationships
summarized in Figure 2.4.

Firstly, we drew on the traditions of Post-Keynesian economics with
its emphasis on ‘uncertainty’. Monitoring actors, such as banks and gov-
ernment regulators, are operating under conditions of uncertainty and
bounded rationality that intrinsically make their activities extremely dif-
ficult. Secondly, the effectiveness of the screening and monitoring activi-
ties could be helped or hindered by institutions in terms of ‘rules that
constrain economic behaviour’. For instance, the effectiveness of bank
rent opportunity or capital adequacy requirement depended upon insti-
tutional settings and changes in each financial system. As Aoki (1994,
2001) points out, in capitalist economies a variety of financial interme-
diaries and agents specializing in corporate monitoring and control have
emerged; financial intermediaries include investment and securities
houses, commercial banks, long-term credit banks, universal banks, ven-
ture capital firms, rating and accounting companies, corporate boards,
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Banks as Lenders and
Financial Intermediaries, |:\,>
Private Investors

(1) Monitoring:

Monitoring is intrinsically difficult under conditions
of uncertainty and bounded rationality

Firms as Borrowers

(2)Monitoring (Supervising):
The regulatory framework for giving banks the bank rent as an incentive for
monitoring is not always effective.

Capital adequacy requirements do not always lead to an appropriate level of
financial intermediation.

Regulatory authorities, Government
Regulatory purposes: (i) ensuring financial stability
and (ii) maintaining and improving financial intermediation

Monitoring suffers from
1) Bounded Rationality, 2) Uncertainty, making our monetary system fragile

Figure 2.4 The financial ‘monitoring system’

mutual and pension funds, takeover raiders, bankruptcy courts, and so
on. These organizations differ not only in terms of the kind of financial
instruments they create, but also in the nature, scope and orientation
of information collection, and their roles in the corporate governance
structure (Aoki 1994, pp. 109-10). In each economy we see the evolution
of a particular set of institutional arrangements embedded in broader
institutions. The institutional arrangement of various intermediaries in
a particular financial system may have a significant bearing on the per-
formance of the economy in which the system is embedded. At the same
time, the efficiency and effectiveness of a particular financial system
may also change over time as the economy progresses. This overview
underlines the importance of a comparative institutional analysis of
financial systems.



3

Characteristics of the “Traditional’
Japanese and Anglo-American
Financial Systems

3.1 Introduction

With diverse histories, technologies and attitudes towards risk-taking,
different financial systems have a common factor, which is to ensure
financial stability and efficiency within a geographical region. There
are, however, differences between various financial systems, which are
a result of their evolution and their adaptation to their surrounding
environment. The financial systems that we describe as the Japanese tra-
ditional or ‘bank-led’ system and the Anglo-American financial system
are in many ways fundamentally different. Aoki (1994), Davis (1995),
Dore (2000) and Stiglitz (1994, 2003), among others, have made useful
comparative analyses of the economic and financial systems of Japan
and the United States; in particular, between the Japanese ‘main bank’
system and the Anglo-American securities-based financial system.

The main objectives of any financial institutional structure including
banking regulations are threefold: (1) to preserve the safety of the
financial system in order to prevent bank runs and monetary panics;
(2) to mobilize savings and allocate savings to productive, efficient uses,
through the financial intermediation of banks or capital markets; and
(3) to provide a variety of financial services efficiently. These objectives
can be in conflict, depending on how the institutional structure is
organized. Of particular importance is the way in which financial
institutions are organized and designed for socializing and absorbing
different types of credit risks and uncertainty.

The economic literature has drawn a sharp distinction between the
Anglo-American and Japanese financial systems in these terms. The
former has been referred to as the Anglo-American securities-based or
capital-market financed financial system (Aoki et al. 1994), as ‘stock
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market capitalism’ (Dore 2000) and the neoclassical spot market model
of independent, arm’s-length financial transactions (Aoki et al. 1994,
p- 36), in which securities markets play important roles in raising and
allocating financial resources. The alternative model has been referred
to as the Continental European and Japanese model (Davis 1995) or
the Japan-Germany model (Aoki et al. 1994), as ‘welfare capitalism’
(Dore 2000) and a bank-based system of relationship finance, repeated
transactions and more or less close relations between banks and
firms (Aoki et al. 1994). Section 3.2 is an overview of the institutional
characteristics of the Anglo-American financial system. Section 3.3
surveys the institutional features of the Japanese traditional ‘main bank’
system in the pre-deregulation period, drawing on the explanation
of the ‘convoy’ monitoring system in Aoki, Okuno-Fujiwara and
others. Section 3.4 analyses the understated ‘informal’ and ‘intangible’
monitoring characteristics of the Japanese traditional financial system
and fills in some gaps in our understanding of the convoy monitoring
system.

3.2 The Anglo-American financial system

The seeds of Japan'’s prolonged financial slump were sown when Japan
bowed to diplomatic pressure from the United States for deregulation,
and attempted to meet their ‘level playing field’ demand for a con-
vergence to the Anglo-American financial system (Dore 2000). In the
mid-1980s, the performance of Japanese banks was in stark contrast
to that of the American banking system, which had been hit hard by
the NPL accumulated in the Savings and Loans (S&L) Crisis and the
Latin American Crisis. The main demand of the US regulators was for
the introduction of new rules that would minimize restraints on inter-
national competition and take away the home advantage of national
banks. As a means to this end of financial deregulation, the United
States championed the setting up of standardized international capital
adequacy standards at the BCBS! in 1984, the bilateral deal on capital
adequacy requirements in 1987, and the Basel Capital Accord in 1988.
In parallel, following the recommendation of the Japan-US Yen-Dollar
Ad Hoc Committee in 1984, the deregulation of term deposit rate control
was started in Japan in 1985 (the deregulation of all types of deposit
interest control was completed in 1994). In this context it is interesting
to note that financial regulations changed at a much slower pace in the
United States. For instance, deposit rate deregulation was completed
only in 1986, even though its gradual implementation began in 1970.
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It is reported that during the abovementioned Committee’s discussion
‘Tapan showed reluctance to overhaul its traditional financial system
completely but the United States pressed very hard for comprehensive
deregulation’ (Osugi, 1990, p. 8). This type of evidence suggests that
external pressures instigated Japan’s wholesale deregulation. Of course,
we should not overlook the possibility that the Japanese regulators used
the excuse of foreign pressure as a political device to pursue their own
deregulation agenda (see also section 4.2.2).

The salient features of the Anglo-American banking and financial
system, at least, until the repeal of the Glass-Steagall framework in 1999
are as follows (see also Figure 3.1):

1 Tight regulations on commercial banking (lending) business and for
promoting competition.

2 The promotion of competitive securities markets, based on the
neoclassical expectation that such a market-oriented mechanism
backed by a large and diversified base of investors would result in a
greater flow of savings and better allocation of savings.

3 Financial intermediaries based on the specialization and division of
labour in credit risk screening activities and monitoring functions.
In this context, investment bankers play a specialized function as
underwriters, venture fund managers act as incubators and external
rating houses act as evaluators. Rating companies were meant to
engage in the ongoing monitoring of changing financial states of
firms, but their evaluations also affect the capacity of firms to raise
new funds from capital markets so ratings companies also play an
important role in ex ante monitoring in the securities-based financial
system.

Despite the fact that the Anglo-American monitoring system is based
on decentralized monitoring by investors and banks in a market
environment, it is not a simple free market in banking defined as free
entry and exit. First, strict regulatory institutions ensure that unfet-
tered banking (lending) business and competition is not allowed,
even in the United States, where market-oriented competition and
allocations are promoted and widely observed in other industries.
The US regulatory structure was based largely on banking legislation
enacted during the 1930s, in particular, the Banking Act of 1933.
The Glass-Steagall Act was a direct response to a series of banking
panics in the period 1930-3. Glass-Steagall (modified in the Banking
Act of 1935) had three basic elements. First, it created the Federal
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Figure 3.1 The Anglo-American monitoring system

Deposit Insurance Corporation (FDIC) to insure deposit accounts.
Participation in the FDIC insurance system was mandatory for all
Federal Reserve member banks. Secondly, Glass-Steagall restricted the
operations of insured banks. The restrictions included limitations on
deposit interest payments and a strict separation between investment
and commercial banking that prohibited the latter from originating,
trading or holding securities other than those of the US Government
and general obligations of state and local governments. Third,
together with the McFadden-Pepper Act of 1927, Glass—Steagall
raised entry barriers that reduced competition between banks (see
Boot and Greenbaum 1993 for details).

The paradox that market competition between banks was limited
by regulators in the US can be explained by the concern of the US
regulators that a free market in banking would increase the concentra-
tion of economic power in large banks with damaging effects for the
productive economy. As Stiglitz (1994) points out, the United States
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was more concerned than other countries that banks would be able to
exercise undue economic power without strict government regulation.
Stiglitz also points out that the United States has periodically been
plagued with bank runs, perhaps more frequently than other coun-
tries. In addition, Stiglitz (1994) points out that banks could have and
indeed did have limited competition in product markets. Banks were
in an ideal position to coordinate decision making. Moreover it was
even in the bank’s narrow interest as a lender to limit competition in
product markets to ensure that their borrowers did not go bankrupt. In
this context, many of the restrictions imposed on banks, such as those
relating to interstate banking and those relating to their activities (for
instance, the Glass-Steagall portfolio restrictions?), were intended to
limit the scope and boundary of their economic power to restrict com-
petition in product markets.

In this respect the tight regulation of the banking business implies
that US banks were not allowed to engage in unfettered banking
business and competition. One result of such implementation was
that banks were restricted from engaging in interstate operations. For
instance, as recently as 1978, all states in the US restricted interstate
banking. The US Congress passed the Riegle-Neal Interstate Banking
and Branching Efficiency Act in 1994 which allowed banks to expand
their branches across states. However, much discretion was allowed to
states in the sense that if a state did not want to participate, it could opt
out (Krol and Svorny 1996). Despite the fact that the US wants to ensure
decentralized monitoring by investors and banks in a market environ-
ment, the banking system is still highly regulated. White (2002, p. 137)
thus points out ‘banks in the United States remain among the most
heavily regulated entities in the US economy’. But the financial crisis of
2008 showed that even this level of regulation was not sufficient.

Finally, US regulators traditionally suspected that deregulation would
give banks the incentive of over-lending on riskier projects (to prefer
short-run speculative profit making). The S&L debacles, which cost US
taxpayers hundreds of billions of dollars, served to remind regulators of
the adverse effects of deregulation. The magnitude of closed or merged
assets of the insolvent S&L institutions amounted to approximately
US$540 billion (Davis 1995, p. 166). Stiglitz (1994) suggests that the
government’s losses for the S&L debacles were only part of the total
losses to society, because significant resources were misallocated else-
where in the economy. The tightening of ‘capital adequacy require-
ments’ (CAR) as a part of solvency regulations in the aftermath of the
S&L crisis was based on this conservative tradition of US regulators.
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From our perspective, what is interesting is that the US banks develop-
ing under this regulatory structure developed an arm’s-length approach
to managing risks for their own shareholders. A historical perspective
shows that capital adequacy requirements (the level of equity capital
to total assets) was conceptualized by US regulators as a mechanism for
preventing banks from over-lending to riskier projects (Miyoda 1994).
In the United States, Returns on Equity (ROE) had long been used as an
important indicator for measuring business management performance.
If operating costs remained unchanged, there were two major ways for
bank managers to raise ROE. One was to expand loan assets by leverag-
ing. This involved borrowing funds and increasing the weight of debts for
lending in order to earn profits for equity capital. The other was to pursue
higher Returns on Assets (ROA). ROA is a ratio of profits to total assets
[ROA = Profits/Total Assets], while ROE is a ratio of profits to equity
capital [ROE = Profits/Equity Capital]. Thus, we could say that the capital
adequacy ratio is a ratio of ROA to ROE [ROA/ROE = Profits/Total Assets +
Profits/Equity Capital = Equity Capital/Total Assets = Capital Adequacy
Ratio]. In other words, ROE is a ratio of ROA to capital adequacy ratio.
Therefore, the capital adequacy requirement aimed to prevent banks
from expanding loan assets by leveraging and thereby promoted safety
and soundness in the banking system by getting banks to maintain an
adequate capital buffer against unexpected credit losses.

A further logical development for managing risk for bank shareholders
was the increasing codification of risk in the decision-making process
of banks. The codified assessment? of credit risk developed by US banks
aimed to estimate their portfolio’s Probability Density Function (PDF)
of credit losses by calculating the amount of capital needed to support
their credit risk activities. The process for determining this amount was
analogous to value at risk (VaR) methods, which were used in allocating
economic capital against market risks (volatility risks), a common finan-
cial methodology used in the United States in the late 1980s. In other
words, US banks applied the financial technology and engineering that
had been developed to calculate the volatility of financial market prod-
ucts and derivatives such as swaps and options to quantify credit risks
as well. In these exercises, banks express the risk of the portfolio with
an algorithmic measure of unexpected credit loss (i.e. the amount by
which actual losses may exceed the expected loss) such as the standard
deviation of losses or the difference between the expected loss and some
selected target credit loss quantile.

The codification of risk and the development of arm’s-length banking
is not unconnected to the tight rein US regulators kept on the lending
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business of banks (Dymski 1999). In US corporate finance, bank loans,
most of which are short-term contracts for working capital, have
historically contributed to no more than 30 per cent of the total funds
raised by US firms (see Davis 1995, p. 37). In spite of this, regulators
held to the conservative strategy of enforcing tight capital adequacy
requirements and disclosure rules on banks to prevent bank runs. The
constant demand by the US for ‘level playing field’ regulations in other
national banking regions that began to be heard with growing intensity
in the 1980s arose from the fears of US regulators that tighter capital
adequacy requirements on their own national banks might cause US
banks to lose their competitive edge in the international financial mar-
kets. This helps to explain why US regulators were at the forefront of
the pressure for setting up international capital adequacy standards at
Basel (see Miyoda 1994; Eichengreen 1999 for historical perspectives on
the 1988 Basel Accord).

As far as the securities market was concerned, US regulators accepted
a much more market-oriented framework (see Antoniewicz 2000). The
securities markets were not only competitive and rule-based; they were
also regulated by a much less protective framework. The key players in
this market were financial intermediaries who developed capabilities in
credit risk screening and monitoring functions by specialization and
the division of work. Ultimately, credit risks and uncertainty in this
framework were absorbed by a large and diversified base of private
investors in the US market who could afford to take credit risks on their
own as fund providers, having assessed the information packaged by
investment bankers or venture fund managers. This large and diversi-
fied base of relatively small investors in securities markets is a critical
foundation of the Anglo-American financial system. The way in which
US household preferences for securities as ‘risk assets’ matter will be
discussed in section 4.4.

Keynes’ theory of expectations pointed out that while it was impossible
to come up with objective calculations of ‘risk’ in the case of investments,
he also rejected the idea that investments or stock markets were based
entirely on mass irrational psychology. The bridge between the two was
his concept of ‘animal spirits’. Stock markets and investments more
generally required ‘animal spirits’ in individual initiatives that sup-
plemented and supported reasonable calculations of risk. If prevailing
animal spirits were such that no investor could afford to absorb ‘down-
side risks’ for a firm, it would be unable to raise capital. The existence
of a large and diversified base of investors with a broad range of animal
spirits was therefore essential for financing the entire range of economic



56 Japan’s Financial Slump

activities in a growing and changing economy. As long as the base as a
whole keeps the strength and capacity to absorb many different types
of risks and uncertainty, the financial market backed by such a base of
investors can be dynamic and powerful. The Anglo-American financial
system relies on banks financing a limited range of capital requirements
and a diversified base of investors with a range of animal spirits financ-
ing the difficult areas of long-term investing through securities markets.
This analysis implies that the Anglo-American financial system is not
necessarily universally applicable, since other countries may not possess
a large and diversified base of investors willing to invest in securities
markets, which is a critical foundation of the Anglo-American financial
system.

3.3 Japanese ‘main banks’ as intermediaries and
monitors

The Japanese ‘main bank system’ is a system in which main banks play
an important role, at least during the ‘catching-up’ period (which charac-
terized the Japanese economy from the post-war years until around the
mid-1970s). Here main banks act as financial intermediaries and monitors
for flows and allocations of financial resources. The academic literature
traditionally defines a main bank relationship as a long-term relationship
between a firm and a particular bank (the main bank) from which the firm
obtains its largest share of borrowings. The recent literature, including
AoKi et al. (1994, pp. 3, 126-8), sheds more light on the roles of the main
bank which, delegated by other lenders, acts as a quasi-insider of the
borrowing firm and as a mediator when borrowers fall into stress. ‘““Main
bank” is a practitioners’ term used by financial institutions, corporations,
and regulators, as in “Bank X is the main bank of Firm Y” or “Firm Y has
Bank X as its main bank”.” The term ‘main bank system’ as currently used
encompasses not only these corporate financing relationships, but also
the various monitoring- and governance-related practices and institu-
tional arrangements that connect industrial and commercial firms, banks
and regulatory authorities (see Aoki et al. 1994, p. 3).

The important roles of banks as financial intermediaries and monitors
was a salient feature of this system and was sustained, especially in the
Japanese context, by several specific institutional features, in particular

1 The financial restraint regulations of creating ‘bank rents’ or ‘fran-
chise values’ (see Hellmann, Murdock and Stiglitz 1997; our section
2.3.2);
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2 Tacit delegation of reciprocal monitoring arrangements among main
banks (see Aoki et al. 1994, pp. 24-5): The main bank used to assume
the leading role in screening and assessing private investment
projects by its client firm, while other private financial institutions
relied on the main bank’s credit analysis rather than monitoring the
firm’s creditworthiness on their own (ibid., p. 118);

3 The informal ‘relation-based’ (see Okuno-Fujiwara 1997) sets of prac-
tices, applications and behaviours among firms, banks and regulatory
authorities.

With respect to the first pillar, the financial restraint model (see section
2.3.2) suggests that the Japanese regulation of controlling deposit and
lending rates helped to create rent opportunities that could potentially
be captured by banks as financial intermediaries. The so-called ‘bank
rents’, on the one hand, created incentives for banks to operate as long-
run agents by creating a franchise value for the banks that could be
maintained as long as banks did their job well in monitoring firms and
borrowers effectively and managing the risk of their portfolio of loans
(Hellmann et al. 1997, p. 170). Another aspect of this particular model
was that the bank rents created strong incentives for banks to increase
their own deposit bases by increasing the returns to intermediation. To
deal with the prevailing situation, the MOF of Japan used the carrot and
stick approach. The carrot was licenses for new bank branches, which
promised higher profits due to expansion, while the stick was the threat of
a reduction of rent opportunities for those banks that shirked their duties
of monitoring and prudence, which was an important part of the system
of financial restraint (Aoki ef al. 1997; Aoki 1994, p. 129).

With regard to the second pillar, the Japanese financial intermedi-
ary set up a unique monitoring system, which Aoki (1994, pp. 113-19)
calls the ‘integrated’ monitoring system. This system shares the same
assumption as the ‘delegated’ monitoring theory of financial intermedi-
ation (originally advanced by Douglas Diamond) that banks, in general,
have a comparative advantage in monitoring activities (Diamond 1984;
see also Freixas and Rochet 1997, p. 29). The delegated monitoring the-
ory also suggests that monitoring typically involves increasing returns
to scale, which implies that if many projects are financed by a typical
bank, and the skills and knowledge for monitoring are pooled in the
bank, the cost of delegation of monitoring roles to the bank is low. The
Japanese main bank in the integrated monitoring system could there-
fore be expected to have lower costs in monitoring their client firms
than other banks lending to the firms. For instance, the main bank had
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the power to operate all of the current accounts for a client firm. The
ability to monitor its cash inflows/outflows was critical for monitoring
the borrower. Presumably, the integrated monitoring system would
work only if the following conditions were fulfilled:

1 The cost of delegation was sufficiently low for each participating
lender. In other words, the cost of monitoring the monitoring bank
(the main bank) did not exceed the prospective benefit from partici-
pating in the loan. It is worth noting that corporate finance in Japan
has been largely provided in the form of bilateral loan contracts,
rather than in the form of loan syndication.* However, as Aoki
(1994) points out, the characteristic of diversified long-term loan
arrangement led by the main bank was the formation of a de facto
long-term consortium. It is worth noting that regardless of whether it
was the main bank’s initiative, or the firm’s own decision not to rely
exclusively on the main bank as a borrowing source, diversified long-
term loan arrangements, in other words, the formation of a de facto
long-term loan consortium, have been made only with the initial
lead decision by the main bank to extend a certain critical portion of
the required investment funds. Other private financial institutions
and non-main commercial banks (city banks, see also section 5.2),
have been seen as delegating ex ante monitoring to the main bank.
As Aoki points out, the ability of the main bank to assume such ex
ante responsibility, as well as the reliance of other institutions on
the main bank’s ex ante judgement without explicit delegation, were
derived from the even greater role of the main bank in interim and ex
post monitoring. The de facto consortium, although Aoki (1994) does
not emphasize this, depended heavily upon each agent’s confidence in
the provided and disclosed information or mutual trust in the ‘main
bank system’ among firms, banks and the regulators.

2 The cost of monitoring the main bank is lower for each participating
bank than that of directly monitoring its own portion.

3 For the main bank, its internal cost of monitoring borrowers does
not exceed the prospective benefit from undertaking the role of
monitoring. The prospective benefit includes the benefit of main-
taining its franchise value, reputation and rent opportunities under
the financial restraint policy.

4 From a macro prospective, the cost of monitoring or controlling
the monitoring bank does not exceed the benefit of exploiting scale
economies of monitoring and controlling borrowers and investment
projects through this system.
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The financial restraint policy, upon which the ‘integrated’ monitoring
system is based, understates the role of banking regulators in monitor-
ing and disciplining major banks. The fact is that banking regulators are
very closely involved in the operation of banks, in order to retain their
effective power to monitor and discipline banks for the primary pur-
pose of maintaining financial stability. In the case of Japan, the cost of
delegation - in other words, the cost of monitoring the reputable major
bank to which each lender delegates the role of monitoring — was almost
negligible until the mid-1990s. The low cost of delegation emanated
from the convoy® system, the foundations of which were the protection
and sanction mechanisms for Japanese banking regulators to retain
a strong and effective power to monitor and discipline banks. One
source of this power was the effective power of the Inspection Division
(Kensabu) of the MOF Banking Bureau to inspect the books of banks at
its discretion. Then the MOF played a strategic role when a bank was
judged to be poorly managed and needed drastic organization and asset
restructuring. The steps taken could include the following:

1 The MOF could arrange for a retired high-ranking MOF bureaucrat to
be appointed as director or as president.

2 The MOF could influence bank decisions in relation to dividend
payouts.

3 The MOF could mediate acquisitions of troubled smaller banks by
larger banks (for instance Sumitomo’s takeovers of Kawachi Bank
in 1965 and of Heiwa Sogo Bank in 1986). It could also encourage
mergers of city banks (for instance, Daiichi and Nihon-Kangyo were
merged into Daiichi-Kangyo, Taiyo and Kobe were merged into Taiyo-
Kobe, Taiyo-Kobe and Mitsui were merged into Sakura, Kyowa and
Saitama were merged into Asahi) for enhancing competitiveness.

As a result, the effective sanctioning mechanism created a credible
belief that the regulators effectively monitored the loan portfolio of
main banks. At least, the impression that was given to every reputed
major bank was that the management of the failing bank would be
punished before it fell into a critically dismal portfolio position. This
was a critical foundation of the Japanese integrated monitoring system
that maintained a low cost of delegation.

The third pillar of the convoy system as described by Aoki (1994)
was the regulatory framework for the main bank system, which was
based in turn on five pillars: (1) Keeping the deposit interest rate low,
but with a positive real rate. (2) Restricting bond issues to privileged
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companies and restraining the development of the secondary bond
market. (3) Restricting new entry to the banking industry, while barring
banks from engaging in the underwriting and brokerage businesses.
(4) Managing performance-indexed rewards and penalties for banks,
such as branch-licensing, the dispatch of ex-bureaucrats as executives,
and so on. (5) Administratively guiding the differentiation of lending
rates according to the strategic priority of industry and the market
performance of borrowing firms.

The emergence and evolution of these regulatory rules for the
‘relation-based’ structure described by Okuno-Fujiwara (1997) shows
the importance of close ‘information-sharing’ between the regulators
and banks, in which the MOF and some selected banks had the power
to influence decisions as the ‘insiders’ and negotiate rules on the basis
of ex post flexibility (Okuno-Fujiwara 1997, p. 375). As Knight (1992)
points out, effective institutions ensure compliance by a combination
of: (1) information provided about the choices of other actors; and
(2) the threat of sanctions in the event of non-compliance. The flex-
ibility in the ‘relation-based’ structure was quite effective for sharing
information and avoiding the occurrence of non-compliance situations
that would fail to achieve the institutionally targeted resource alloca-
tions. We will elaborate on the unique relation-based ‘convoy’ financial
system in section 3.4.

3.4 Intangible and informal institutional features of the
‘convoy’ monitoring system

The distinct characteristics of the traditional Japanese monitoring sys-
tem, based on the ‘convoy’ system described by Aoki, Okuno-Fujiwara
and others, are summarized in Figure 3.2.

As was argued in chapter 2, monitoring activities by lenders or
investors are intrinsically difficult under conditions of uncertainty.
The question for us is how the Japanese traditional financial system
dealt with lender’s uncertainty and maintained an appropriate level
of financial intermediation. This section looks at some underlying
mechanisms that existing analyses of the ‘convoy’ monitoring system
have not focused on sufficiently.

3.4.1 Institutions for dealing with lender’s uncertainty: The
Japanese approach to credit risk management

We focus attention on important but now discarded features of the
Japanese rent-based monitoring system. First we look at non-algorithmic
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Figure 3.2 Japanese traditional ‘convoy’ monitoring system

monitoring style (see section 1.4 for the brief description of algorithmic
monitoring), which developed as a result of the establishment of long-
term partnerships between Japanese main banks and their clients, and
the banks’ intense participation in the operation of their clients in
the heyday of the main bank system. In this context non-algorithmic
means an increased reliance on long-term relations and professional
knowledge gathered through long-time experience for credit screening
and monitoring than on codified algorithmic methods.

Shiro Yokoi, an influential Japanese banker (former the Managing
Director of the LTCB), pioneered the so-called ‘limited recourse loan’ or
‘project finance’. In this arrangement, the lender, while coordinating the
complicated interests of the concerned parties to a project, bears a por-
tion of the project’s risk on the condition that the projected cash revenue
is pledged as security. This required a great deal of skill as limited recourse
loans had to be structured and the risks associated with them had to be
assessed. Consequently, higher spread margins were awarded for under-
taking higher risks. Interestingly, although Yokoi talks about ‘risks’ in his
book on Project Finance, in fact, lender confidence (at least, in a subjec-
tive sense) that there is ‘no risk at all’, was a prerequisite for approving
any loan application, including rescue operations (Yokoi 1985, p. 272).
Indeed, in the heyday of the main bank system, Japanese bankers did not
use the concept of probability of default in their screening and appraisal
process. The relationship banking-based non-algorithmic style encour-
aged an ‘all or nothing’ approach to credit risk assessment.
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What is the foundation of the non-algorithmic style described above?
Herbert Simon’s concept of bounded rationality recognized that ‘a great
deal of the success of human beings in arriving at correct decisions was
due to the fact that they had good intuition or good judgment’ (Simon
1983, p. 200).

What is intuition all about? It is an observable fact that people
sometimes reach solutions to problems suddenly. They then have an
‘ahal’ experience of varying degrees of intensity. There is no doubt
of the genuineness of the phenomenon. Moreover, the problem
solutions people reach when they have these experiences, when
they make intuitive judgments, frequently are correct. (Simon 1983,
p- 201)

Many executives may find Simon’s account of their intuitive decision
processes persuasive. The non-algorithmic nature of decision-making in
the relationship-based banking system is closer to what Simon describes
as intuition-based decision-making. Under the main bank system, expe-
rienced Japanese bankers seemed to have identified credit risks by intui-
tion, whereas more junior lending officers often would not be able to
recognize problems with clients whose staffs were later accused of cover-
ing up serious losses. Sometimes, in spite of positive recommendations by
junior officers, the suspicions of veterans were raised by an examination
of the profit and loss account of a firm with a hidden liquidity problem.
How did Japanese bankers acquire a reliable intuitive monitoring
style? While the substantive characteristics of non-algorithmic decision-
making cannot, by definition, be codified, we do know that success here
is based on some preconditions. Simon (1983) points out two interest-
ing features of ‘intuitive rationality’. First, it emerges only in people who
possess the appropriate knowledge; Simon refers to Henri Poincaré, who
suggested that inspiration comes only to the ‘prepared mind’.” Second,
intensive learning and practice are required to acquire intuitive ration-
ality. Simon referred to empirical data gathered by John R. Hayes, on
chess masters, composers, painters and mathematicians. Hayes found
that ‘Almost no person in these disciplines has produced world-class
performances without having first put in at least ten years of intensive
learning and practice’ (Simon 1983, p. 203). Both of these conditions
were present in the post-war Japanese banking and financial system.
The Japanese monitoring system relied on the cultivation of long-term
partnerships. Japanese bank managers based their credit risk assessment
largely on the analysis of actual and projected cash flows. Through this
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process of analysis, they acquired the appropriate knowledge to monitor
their clients. The main banks were in a position to compel their client
firms to open checking accounts for clearing almost all of their payment
transactions. This arrangement enabled the bank managers and officers
in charge to monitor their borrowers’ outflows of funds because their
promissory notes and checks for accounts payable were addressed to
the bank. At the same time, loan officers usually contacted the clients
on an almost daily basis to collect their bills of accounts receivable,
enabling them to monitor the borrowers’ projected inflows of funds.
The ability and right to monitor clients’ flows of funds were presumably
very important to the main banks, who would otherwise have been less
willing to act as incubators or partners. Most firms consulted their main
banks about their cash management and about their need for working
capital. The main banks taught cash management skills when necessary
and gave warning when clients’ projections seemed too optimistic. The
partnership strategy created by monitoring dynamic flows produced a
positive incentive for the Japanese main bank officers and managers to
support their client firms. At the same time, the partnership arrange-
ment enabled them to acquire a higher capability of monitoring, which
put banks in a better position to make intuitive credit risk assessments.

The main banks’ central role in the Japanese economy also enabled
them to recruit graduates from elite educational institutions. The
quality and morale of their staff were exceptional. The banks cultivated
an organizational ethics that encouraged managers and lending officers
not only to pursue business profits but also to evaluate the social value
of their clients and their businesses and to support clients and projects
considered socially beneficial.

Ultimately non-algorithmic monitoring is based on non-codifiable
judgements, but these judgements can always be tested by the outcomes
achieved. This is why relation-based non-algorithmic monitoring skills
of bankers in the traditional Japanese banking system were developed
through a process of trial and error. In Japanese society, ‘practicality out-
weighs the theoretical element’ (Nishida 1958, p. 125). Non-algorithmic
methods of assessing investments were acquired through trial and error
and this approach has traditionally been highly respected in Japan.® On
the other hand, non-algorithmic monitoring ran the risk of error, but
this is a risk with any method of management, including algorithmic
or formula-based methods of assessing risk. The real question is which
method is more open to systematic errors. The non-algorithmic system
enabled judgements to be made about the quality of management that
can often not be reduced to measurable features of the balance sheets or
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cash flows of companies. Nevertheless, in the Japanese system hopeless
borrowers were sometimes carried for much longer than circumstances
warranted because bank managers judged their managements to be
better than eventually proved to be the case. The result was that the cost
of the eventual default was sometimes higher than they would have had
the loans been terminated earlier. However, bank rents created time and
incentives for the Japanese main banks to manage their loans effectively
over the long run. Moreover, bank rents facilitated the development of
relation-based non-algorithmic monitoring approaches, which require
skills of judgement acquired through trial and error and the acquisition
of knowledge about the qualities of management in different compa-
nies. The profits and franchise value which the bank earned through
more effective management of their loan portfolios gave their staffs
the incentives and time to improve their non-algorithmic monitoring
style, which in turn contributed to the profitability and the long-run
reputation of the banks.

In the Japanese traditional ‘main bank system’ of relationship finance
and of repeated transactions, the main bank played the important role
of allocating financial resources and ensuring that the allocated funds
should be used in the way promised. In this regard, intuition may not
be the definitive characteristic of relationship banking. Rather, it could
have been the close participation of the lender in the operation of the
company and the information that was available to them that made
it difficult for the borrower to shirk. In the heyday of the system, the
main bank acted as a quasi-partner of the borrowing firms. In post-war
Japan, having a good relationship with one of the major banks was
deemed the cornerstone of corporate financial strategy, and virtually
essential for corporate success. Of course, in the post-war keiretsu®
system, the role of major commercial banks as main banks for those
firms and enterprises within their groups was quite unique, stem-
ming from a historical context of a relatively decentralized exclusive
group - zaibatsu — banking system (see Aoki et al. 1994, pp. 42-7).
However, throughout the post-war period and the adjustment to slower
economic growth from the mid-1970s when many leading Japanese
industries reached the international technological and marketing fron-
tier, the main bank was deeply involved as a quasi-partner in mapping
out a strategy for its client firms, in particular, firms within its group.
The bank often played the role of incubating entrepreneurs, who were
considered strategically important for integrating and internalizing
supporting industries for its core business in order to enhance the
group’s competitiveness, and occasionally also of rescuing clients in



Japanese and Anglo-American Systems 65

temporary trouble. Presumably, the officers and managers of the main
bank acted upon a partner’s strategy, rather than merely an investor’s
strategy of portfolio management.

3.4.2 Bank rents as a source of implicit transfers to new
enterprises

In addition to the non-algorithmic monitoring style financial sector rents
prevailed in the traditional banking system also played a major role in
nurturing new enterprises. There has often been an underestimation of
the role of bank rents in nurturing and incubating new technologies in
the traditional rent-based mode of monitoring in Japan. Financial sector
rents facilitated the channelling of financial resources to new industries
and the stabilization of lender confidence by pooling the monitoring
skills and knowledge of the financial intermediaries.

In a closed financial system, even large borrowers had to pay higher
spread margins than would have been the case if they could raise
funds in international financial markets. The rent in terms of excess
spreads was captured by banks. In the case of Japan before financial
differentiation (see section 4.2.2), the lending rate to all firms — and, in
particular, the Long-Term Prime Lending Rate (LTPR) — was firmly con-
trolled and was fixed at the level of 0.9 per cent over the coupon rate
(funding rate) of the five-year debenture which long-term credit banks
were privileged to issue. Three private long-term credit banks, the
Industrial Bank of Japan (IB]), the LTCB and the Nippon Credit Bank
(NCB), were established by a re-capitalization or transformation of
the special long-term credit banks from the pre-war period. They were
completely private banks, however, they operated under a special law
(Long-Term Credit Bank Laws) giving them a privilege to issue bank
debentures (5 years maturity) for collecting stable fund resources.

Figure 3.3 illustrates the mechanism, which contributed to incubat-
ing new enterprises and ventures through the transfer of rents through
the fixed lending rate. A particular firm’s credit rating and statistical
Expected Default Frequencies (EDF) for its credit category allows us
make a rough estimate of the interest rate margin above the coupon rate
of debentures that would be justified on purely market considerations
as a borrowing rate for that firm. We can then draw a curve showing
the Justifiable Borrowing Margin Above the Debenture Rate relevant for
firms in successive creditworthiness categories (defined by the judge-
ment of banks about the quality of firm management and the expected
profitability of projects). The expectation is that creditworthy firms
should be able to borrow at a very small margin above the debenture
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Figure 3.3 Bank rents transferred to less creditworthy borrowers

rate (less than the 0.9 per cent margin stipulated by law), while new
firms trying out new projects should justifiably have been borrowing
at rates which exceeded the debenture rate by a significant margin (see
section 4.3 and Table 4.4 for a sample data of the EDF in successive
creditworthiness categories). In a closed financial system, a gap between
the required margin for large borrowers and the regulated LTPR may
provide rent opportunities to be captured by banks if large companies
cannot easily tap into international financial markets.' Meanwhile,
another gap between the required margin for new enterprises or small
companies and the regulated LTPR may be partly covered by a transfer
of these rents, so that incubating companies receive financing at lower
interest rates than they would have had to pay if they attempted to raise
funds in international financial markets. To the extent that these trans-
fers were useful for incubating infant industries and new technologies,
the rent transfer could be easily justified.

This rent-management mechanism attenuated adverse selection/
moral hazard effects described by Stiglitz and Weiss (1981) who argued
that as there is an increase in the interest rates for borrowers, it becomes
increasing likely that only risk-loving borrowers or borrowers with
no intention of repaying will continue to borrow. However, a closed
financial market keeps good borrowers in the domestic debt market
and creates the opportunity for incubating new enterprises by financing
them at lower interest rates. From the lenders’ viewpoint, the rent
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opportunity may function as a buffer for them to underwrite ‘venture
capital’, and the lower rates may contribute to raising the probability of
success in these new investment projects.

On the other hand, the incentive to screen and monitor new enter-
prises can be weakened because banks can enjoy more rents by concen-
trating their portfolio on large borrowers. This problem did not arise so
significantly in Japan during the catching-up period. In the Japanese
main bank system of relationship finance (Aoki et al. 1994), the main
bank played the role of allocating financial resources and of ensuring
that the allocated funds were used in the way promised. The mecha-
nism of transferring rents described above was well-suited to the post-
war period, when banks and Japanese enterprises worked together to
revitalize their groups. These institutional arrangements underpinned
what came to be called Japan Incorporated.

Dealing with lenders’ uncertainty was difficult but very important for
the efficient allocation of financial resources while at the same time
maintaining financial stability. Adverse selection or moral hazard prob-
lems in credit markets have a complex relationship with lenders’ uncer-
tainty. For example, the keiretsu system in Japan may have created moral
hazard problems by encouraging main banks to make credit easily avail-
able to companies within their group. In this case, rents were no longer
effective in ensuring responsible management of banks and the efficient
allocation of funds. On the other hand, the mechanism of transferring
main bank rents in a partnership strategy may have contributed to the
incubation of new enterprises. There was thus a trade-off between dif-
ferentiation of terms between companies and financial intermediation
by banks for nurturing ventures, in particular in the special context
of Japanese catching up. This is why it is important to examine the
conditions and mechanisms arising from the specific Japanese context
in which relationship banking operated that increased the likelihood of
positive effects of bank rents.

3.4.3 Critical features of the Japanese context

In the post-war Japanese catching-up period a unique relationship
developed between the Japanese regulatory authorities — the MOF
and the BOJ - and the banking industry, which we describe as the
convoy system, referring to the role of the MOF in leading a convoy
of banks. This is essentially the main bank system and its mechanisms
for screening, monitoring, and rent management and transfer. At that
time, as Patrick (1998) points out, the BOJ was subservient to, rather
than autonomous of, the MOF. The foundation of the convoy system
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involved ‘protection’ and ‘sanction’ mechanisms (Aoki et al. 1994,
pp- 30-3), encouraging the Japanese main banks to play important
roles as financial intermediaries and monitors for efficiently mediating
financial resources in the catching-up period. On the other hand, the
system had its informal ‘relation-based’ institutional practices and
behaviours, in which the MOF and some selected banks had the power
to influence decisions as ‘insiders’, negotiate rules and even to change
rules with ex-post flexibility (Okuno-Fujiwara 1997). In the special
context of Japan, the government’s dense network of relationships with
the private sector enabled the government in the relation-based mode
to limit potential information losses at the centre. As a result, the gov-
ernment’s guiding role and its ex post flexibility in modifying policies
greatly contributed to stabilizing private sector expectations and led to
more long-term investments.

In the heyday of the convoy system, major financial failures were
avoided (Aoki 1994; Patrick 1998). In effect, the essence of the post-
war regulatory system was to guarantee that banks would not fail, so
their management, stockholders and depositors were protected. In this
system, interest rate competition was not allowed and other forms
of competition were muted. In addition, the regulators (the MOF)
controlled new entry to city bank status by restricting the allocation
of nationwide branch licenses to incumbent city banks. In fact, while
the number of branches of Japanese city banks increased from 1,765
in 1957 to 2,989 in 1991 (Aoki et al. 1994, pp. 28-30), the number of
city banks was kept small (not more than 15 banks) since 1953. The
intense moral hazard problems that such a system may have led to
were, however, entirely averted because the MOF had oversight on
bank activities and could force mergers and management changes
when required. For instance, the MOF retained the power to mediate
acquisitions of troubled smaller banks by larger city banks (for exam-
ple, Sumitomo’s takeovers of Kawachi Bank in 1965 and of Heiwa Sogo
in 1986) and to mediate mergers of city banks in order to maintain
financial stability. In this regime, the losses caused to the successful
banks by mergers with troubled banks were compensated sufficiently
by the potential franchise value of the branches acquired. As Patrick
(1998, p. 5) points out, these collusive arrangements were based on the
leadership of the MOF through administrative guidance, price setting,
protection and sanction. At least, in the post-war and catching-up
period, the rent-based convoy system provided safety to the financial
system through constrained competition while avoiding serious moral
hazard problems.
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Of course, the rapid post-war economic development of Japan may
have substantially reduced the credit risks faced by Japanese banks dur-
ing this period. Nevertheless, we argue that the close and symbiotic
relationship between the MOF and the major banks contributed to reduc-
ing uncertainty for both lenders and borrowers, allowed the sharing of
information in screening and monitoring, enabled long-term investment
decisions based on judgements about management quality, and allowed
the incubation of new technologies and firms. For instance, we can see
these roles in the operation of long-term credit banks such as the IBJ
and the LTCB in the post-war catching-up period. In particular, the IBJ
played an important role not only as a representative of the banking
industry to lobby regulators, but also as a quasi-insider representing the
regulators by making the case for national economic interests and macro-
economic coordination within the banking industry.

These banks also contributed to granting long-term loans, in collabo-
ration with the Japan Development Bank (JDB), a government develop-
ment financial institution, in order to reconstruct infrastructure and
developing industries in sectors such as power generation, steel, coal,
fertilizer, shipping and shipbuilding (see section 5.2 for the details).
Their lending policy was reflected in national economic strategy. The
IBJ’s capacity of offering industrial-strategic and engineering-related
judgements improved the city banks’ capacity as co-financiers in de
facto consortia to assess the managerial competence of their client
firms (Aoki et al. 1994, pp. 33-5). In addition, the IBJ’s neutral position
vis-a-vis keiretsu enterprise groups helped it to play a brokering role in
cross-group mergers such as the merger between Fuji Steel and Yawata
Steel in 1970 that resulted in the formation of the world’s largest pri-
vate steel company, Nippon Steel (ibid.). It is also well known that the
IB] played an important role in rescuing the first crisis of Yamaichi
Securities in 1965, through lobbying and arranging special borrowing
from the BOJ, thereby contributing to the maintenance of financial
stability. As a whole, the IB] played a unique and important role in the
allocation of financial resources in the post-war catching-up period and
for pooling skills in screening and monitoring borrowers.

Okuno-Fujiwara presents a model of Japanese government-business
relationships, which he describes in terms of its emphasis on ex ante
policy rules and ex post negotiation to revise them (Okuno-Fujiwara 1997,
pp- 374-6). This model can be applied to the unique relationship between
the Japanese regulatory authorities and the banking industry that we
have called the convoy system. Okuno-Fujiwara (1997) distinguishes
between ‘rule-based’ and ‘relation-based’ (as well as ‘authoritarian’)
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governments, by looking at: (i) the degree of functional separation
between branches of government; and (ii) the degree of centralization
of jurisdiction within each branch of government. The former refers to
the autonomy of the different agencies of the government, the legisla-
ture, the administration and the judiciary. For instance, the US has a
high degree of functional separation of government. By contrast, Japan
has a much lower level of de facto functional separation in govern-
ment decision-making. The centralization of jurisdiction refers to the
centralization of decision-making within each agency, and especially
within the administrative branch of government. The more centralized
the agency’s jurisdiction power, the more coherent its decision-making,
but also the greater the potential information loss at the centre.

The Japanese system of governance was characterized by a low degree
of functional separation between branches of government, combined
with a low level of centralization of jurisdiction within each branch. This
allowed the development of ‘relation-based’ government that attenuated
serious information problems by means of developing decentralized and
detailed relationships with the private sector. At the same time, the low
level of functional separation in the post-war and catching-up period
allowed the executive branch a greater degree of ex post flexibility in
changing rules. This in turn allowed the relationship-based system to
work by allowing the correction of mistakes without very large social
costs, encouraging both lenders and borrowers to undertake long-term
investments. By contrast, the Anglo-American ‘rule-based’ government
is based on a high degree of functional separation between branches of
government but a significant centralization of jurisdiction within each
branch. The separation of powers makes the system ‘rule-based’ because
there is no ex post flexibility of rules, and the centralized jurisdiction
enables rules to be effectively imposed. It is now up to the private sector
to plan long-term strategies given the existing rules. This system may be
better at micro-innovations by the private sector when stable expecta-
tions about policy are important (Okuno-Fujiwara 1997, p. 377). But the
success of the rule-based mode depends upon the private sector’s capacity
as primary undertakers as well as absorbers of risks and uncertainty.

Although not emphasized by the model, it is noticeable that without
appropriate frust in the government’s role and appropriate enforce-
ment capacity, no mode of governance would be feasible. See chapter 7
for our discussion on trust (see also section 2.4). Even in the rule-based
system, it is critical that the private sector should have trust in the gov-
ernment’s role in providing reasonable and appropriate ‘safety nets’,
as well as in its commitment to enforce rules. The expectation that



Japanese and Anglo-American Systems 71

government will do this effectively sustains the stability of the mode,
encouraging the private sector to develop skills and institutions for
dealing with all other types of risks and uncertainty. The capacity of
the private sector to socialize risks and uncertainty was a precondition
for the dynamism of the Anglo-American rule-based mode of monitor-
ing. In contrast, the foundation of the Japanese ‘relation-based’ mode
of monitoring lay in the trust between parties developed through long-
term repeated transactions, and this relationship-based trust undoubt-
edly contributed to the successful economic performance of Japan in
the post-war catching-up period.

3.4.4 A desirable outcome of banking regulation: audience
effects

We take it as uncontroversial that the core objectives of banking regu-
lation are: (1) to ensure financial stability; and (2) to promote sound
financial intermediation. We have argued that banking regulation has
to balance the task of maintaining and enhancing the roles of banks
(lenders) as financial intermediaries and monitors for the allocation
of financial resources, and that of preventing them from underwriting
non-performing credits under conditions of uncertainty in credit risk
assessments. At the same time, regulators have to prevent contagious runs
through the policy for protection, without creating adverse incentives for
banks that may lead to a failure of effective monitoring and moral haz-
ard. Here, we should note that banking regulators, virtually in any type
of financial structure, are very closely involved in the operation of banks,
in order to retain the effective power to monitor and discipline them
for regulatory purposes. As the Regulation economic school emphasizes,
banking regulation is of capital importance because of its effect both on
the behaviour of bank managers and on the specific characteristics of the
banking industry (Freixas and Rochet 1997, p. 257). Indeed, more or less
extensive banking regulation exists in virtually every country with a well-
developed banking system.

The financial policy best suited to the achievement of financial
stability has been controversial. As a key prescription for preventing crises,
Eichengreen (1999) focuses on the ‘disclosure of information’ that was
expected to attenuate asymmetries of information among regulators, banks
and borrowers, which would in turn strengthen ‘market discipline’ and
help policymakers to identify the need for corrective action (p. 10). Many
analysts in Japan would agree with his emphasis on promoting the disclo-
sure of information. However, does the disclosure of information always
help?
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Banking is an information-intensive industry, which examines the
financial transactions, cash flow history and ongoing credit relationships
of a borrower. The intangible and tacit nature of much of the informa-
tion relevant for assessing a borrower’s promise to repay makes it almost
impossible to transmit all of this information in any simple way to
markets or other lenders through codified signals. Thus, bank defaults
and the systemic risk of potential contagious runs cannot be prevented
and resolved by the ordinary auction market mechanism. Therefore,
financial regulations and government intervention are critical to the
maintenance of financial stability. Taking the specific nature of informa-
tion in financial markets into consideration, how should the information
pertinent for assessing the potential solvency or insolvency of banks be
dealt with?

In an interesting argument, in the context of the 1997 Asian bank-
ing crisis, Satyanath (1999) draws attention to the complexity and
constraints in the unfettered disclosure of information and argues that
if banks are to disclose information through unreliable channels which
expose the information to the public, particularly when they are on the
verge of bankruptcy, they risk costly bank runs, whereas if they commu-
nicate such information to the government through private channels,
the government can accommodate such information in devising the
monetary policy without causing costly bank runs.

Elster (2000, pp. 36-7), referencing Satyanath (1999), highlights
the importance of reliability of private channels enabling the banks
to inform the regulator without simultaneously informing the public.
Such reliable and closed channels are very important for financial
systems to make it possible to detect problems and trying to resolve
problems of bank solvency before the bank actually becomes insol-
vent. The disclosure of information between regulators and banks
would not always be efficacious as it is conditional on what Elster
calls ‘audience effects’ by which ‘one can impose costs on oneself by
announcing publicly that one is going to quit, thus raising the stakes
by adding shame and loss of prestige to the other costs of relapse’
(ibid., p. 69). For example, as Nishimura (1999) points out, in 1995,
the MOF announced that the amount of NPL held by the Japanese
banks had reached around ¥40 trillion, while it had been previously
announced to be only around ¥13 trillion. This was because of a
change in the definition and scope of NPL to include not only those
loans where repayments had been suspended but also loans where
interest rates have been reduced or exempted. In addition, the scope
of the definition was extended to include not only the 21 major
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banks but also all the depository institutions. This disclosure per
se was reasonable. However, as Nishimura (1999) points out, this
sudden announcement triggered deeper public uncertainties over the
disclosure process of the MOF, consequently fuelling general public
distrust in financial system.

Needless to say, a protective structure between banks and bank-
ing regulators can also result in potential moral hazard problems. As
referred to earlier, the regulatory structure has to keep banks as well as
regulators from abusing their power to their own advantage. How do
financial systems deal with the above delicate relations? In the case of
the US, although the role played by US banks is limited largely to short-
term lending for working capital requirements, the regulators held to
the traditional conservative strategy of enforcing tight capital adequacy
requirements and disclosure rules on banks to prevent bank runs.
This structure has limited the negative audience effect of disclosure
of information related to the insolvency of banks, even when they
occasionally occur. Although an affected bank may be insolvent, the
macroeconomic impact would be limited, because the financial role
played by the US banks was quite limited in the structure, where the
US banks were encouraged not to have large commitments and expo-
sures to particular companies or groups. In contrast, given the Japanese
banks’ predominance in corporate funding in Japan, the increasing
pressure on disclosure of information exposed the Japanese banking
system to higher economic and political risks due to audience effects.

In its heyday, the Japanese relation-based banking system was based
on closed (‘private’) channels for sharing information, and this allowed
efficient transmission of information between regulators and quasi-
insiders, beyond the ordinary transmission between the regulator and
the regulated. The private and closed channel for sharing information
in the convoy system was based upon specific Japanese social networks
and relationships connecting the financial establishment in Japan.

The major Japanese banks, in particular the long-term credit banks
that were established to mediate long-term funds for the reconstruction
of social and economic infrastructure, aggressively recruited the edu-
cational elite of reputed universities as an important investment in
human resources and this sustained the financial establishment over time.
For instance, Okazaki (1995) reports that more than 20 per cent of the
new graduates from the economics faculty of the University of Tokyo
entered the banking industry after the late 1960s. This share was equal
to the share entering manufacturing firms. The LTCB hired 53 persons
as new graduates in 1986, of whom 43 had graduated from the five
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leading universities: the University of Tokyo, Hitotsubashi University,
the University of Kyoto, Keio University and Waseda University. Many
of these elite recruits were assigned to critical positions where they were
contact points with the MOF and could communicate with individuals
of similar backgrounds within the government. The appointment of the
so-called MOF-tan, who was in charge of contacting and being contacted
on an almost daily basis for sharing information or lobbying with the
MOF, was considered as a path to the top elite in the bank, with the
prospect of further promotion. The major roles of the MOF-tan were as
follows:

To provide information on demand by the MOF officials.

To collect and analyze information from the MOF officials for predict-

ing the direction and change of financial policies and regulations.

3 To informally negotiate preliminary drafts of amendments and
supplements to existing regulations.

4 To lobby for necessary approvals or for accommodations. Patrick
(1998) points out that a ‘convoy’ system was maintained whereby
the assets of all banks grew at about the same rate and their relative
ranking did not change over time.

5 To reconnoitre the schedule and strategy of the inspection team.
This task was particularly important and relevant for the relationship
system. Its importance stemmed from the fact that the Inspection
Division (Kensabu) of the MOF’s Banking Bureau retained the power
of effectively disciplining banks. On the other hand, the fact that it
was a closely managed process shows how effectively relationships
were used to avoid high transaction cost confrontations, and to
allow banks enough time to prepare for the Inspection in the form
of voluntary disclosures.

N =

In spite of the historical success of the relation-based mode of banking, the
question arises of why the Japanese banking regulators were caught out
during the 1997-98 financial crisis. Why did the Japanese regulators fail to
provide proper guidance or use ex post flexibility to overcome specific prob-
lems in the post-bubble period? Although they had informed of the near
insolvency of some large banks, why did the regulators opt for the appar-
ently ruthless policy of letting those banks go bust, instead of assisting
them to overcome problems as in the past? We will turn to these questions
in chapter 7 and argue that the Okuno-Fujiwara model of government-
business relationships in Japan misses out some important issues.

We should note that not all information is public even in the
Anglo-American financial model. There also exist effective private
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and closed information channels in the financial industry and in
government-business relationships in the United States. For instance,
the entrance into the ‘Old Boys’ network of reputed Ivy League busi-
ness schools is considered a key to business success in the United States.
This is why the Japanese government and many Japanese firms used to
send their staffs and officials to get their MBAs at American business
schools. Ironically, Dore (2000) claims that this created a critical con-
stituency within Japan pressing for a move towards the adoption of the
American model. According to him, the dominance of the United States
increased steadily as the proportion of young US-trained PhDs staffing
Japanese economics departments and teaching from American text-
books grew steadily, along with the number of Japanese businessmen
with MBAs from US universities. Secondly, interviews with insiders sug-
gest that Wall Street maintains an informal club for exchanging infor-
mation among its limited members and for preventing excessive levels
of competition. Markets in special products, such as emerging market
bonds or distress loans (heavily discounted loans for secondary trading),
are particularly prone to informal subsystems because markets of this
kind are naturally oligopolistic and players seek tacit collusion. Third,
there were strong relationships between Wall Street and the US Treasury,
including frequent exchanges of personnel. For instance, Wade and
Veneroso (1998) refer to Jagdish Bhagwati’s comments when he was
asked why the International Monetary Fund was seeking financial
deregulation everywhere:

Wall Street has become a very powerful influence in terms of seek-
ing markets everywhere. Morgan Stanley and all these gigantic firms
want to be able to get into other markets and essentially see capital
account convertibility as what will enable them to operate every-
where. Just like in the old days there was this ‘military-industrial
complex’, nowadays there is a ‘Wall St.—Treasury complex’ because
Secretaries of State like Rubin come from Wall Street...

However, closed information exchanges perform different functions in
the two systems. In the convoy system, these information flows were
a critical part of the system’s normal operation. They ensured that the
system worked effectively. In the Anglo-American system, much of the
closed information exchanges are illicit. On the one hand, even here
these channels and relationships may function to provide regulators with
opportunities to informally learn from the regulated and so coordinate
their interests in making policy. On the other hand, when closed infor-
mation flows exist in the US ‘rule-based’ structure, it can very often result
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in skewed decision-making because many relevant parties may not have
access to this information. This can create strong incentives for unpro-
ductive rent-seeking activities,!! because policy decisions can be easily
skewed by informal lobbying activities (Okuno-Fujiwara 1997, p. 398).

3.4.5 Conclusions

To sum up, we note the following formal and informal institutional
features of the Japanese traditional ‘convoy’ monitoring system (see

also Figure 3.4):

1 The main banks were involved as quasi-insiders in the operation and

management of their client firms.

2 Bank rents created incentives for relationship-based monitoring and
facilitated the channelling of financial resources to new industries.

3 The dense information network between regulators and the regulated
enabled the government to attenuate potential information losses at

the centre and to reduce ‘audience costs’.

4 The government’s guiding role and its capacity for ex post flexibility
contributed to expectations of borrowers and lenders that favoured

long-term investments.

Banks as Lenders and
Financial Intermediaries
(Bank loans amounted to
90% of total corporate
finance)

A

(2) Monitoring (Supervising)

—

(1) Monitoring

Firms as Borrowers

(a) Tacit delegation of reciprocal monitoring
arrangements among main banks
(b) Banks operating as quask-insiders in firms:

Non-algorithmic monitoring)

Regulatory authorities
Government

(a) Financial restraint regulations gave banks rents as incentives for monitoring

(The rents also facilitated the channelling of financial resources to new industries)

(b) The “convoy” system contributed to financial stability

(The dense and closed information network between regulators and regulated reduced

information losses at the centre and reduced the “audience cost”. The government’s

guiding role and ex post flexibility contributed to stabilizing expectations.)

Figure 3.4 Japanese traditional financial and monitoring system




4

Economic Environmental Changes
and Institutional Changes

4.1 Introduction

Why did the traditional Japanese monitoring system become less effi-
cient? In the context of the institutional approach (see section 2.4),
the question can be rephrased to ask why the transaction cost in the
system was getting higher. Section 4.2 aims to overview the changes in
economic environment and the associated changes in the relative cost
of monitoring, which made the traditional financial and monitoring
system gradually ineffective. The main points in our discussion are sum-
marized below (see also Figure 4.1):

(A) Changes in the relative cost of monitoring (see section 4.2.1)

1 Changes in industrial structure/paradigm shift from the ‘catching-
up’ economy to the ‘frontier’ economy - Borrowers who still
relied on bank loans are exposed to fundamental uncertainty to
a greater extent - increasing cost of monitoring

2 Internationalization of Japanese economy - increasing cost of
monitoring

3 Financial deregulation - reduced bank rent opportunities (see
Figure 4.2) which had given banks incentives for playing a role as
a long-term monitoring agent and financial intermediary

(B) Changes in the relative cost of supervising by the Japanese regula-
tory authorities (see section 4.2.2 and 4.2.3)
1 Technological changes/Innovations in financial engineering and
products - increasing cost of supervision.
2 Internationalization/globalization - increasing cost of monitoring.
3 Foreign pressure accelerating financial deregulation.
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Banks as Lenders and Firms as Borrowers
Financial Intermediaries |:\,>

Investors As a result of (A):
Higher transaction costs of monitoring and fewer
incentives for monitoring as banks resulting in a change
in banks’ lending strategies in favour of high-yielding
loans and seeking higher profits > the emergence of
the bubble economy (see 4.2.4)

As a result of (B):

Increasing transaction costs of supervising

Shifting the mode of supervising towards the Basel regulations reflecting Anglo-
American financial norms > possible adverse effects on the economy caused by
uncertainty about screening and monitoring (see 4.2.4)

Regulatory authorities/
Government

Figure 4.1 Effects of growing transaction costs in the Japanese traditional
monitoring system

Japan has been encouraged to abandon its traditional financial sys-
tem and to adopt the Anglo-American style of financial deregulation
that has been promoted and propagated by the US. In addition, Japan
has been moving to adopt the Anglo-American monitoring system
as an institution for reducing the growing transaction costs in the
traditional monitoring system. But did this transformation towards
the Anglo-American monitoring system resolve the problems faced
by the traditional Japanese monitoring system? Section 4.3 discusses
the limitations and arbitrariness of the codified credit risk monitoring
and capital adequacy requirement introduced in the Anglo-American
mode of monitoring. Section 4.4 discusses the problem of the scarcity
of ‘risk’ funds in the Japanese financial structure which are necessary
for its transformation to the Anglo-American ‘securities-based’ financial
system. We point out that the transition does not take into considera-
tion the issue of how to deal with lenders’ uncertainty, and this con-
strains the sound intermediation of financial resources, bringing out an
adverse impact on the economy. This ill-planned transition therefore
further worsened the structural problem of financial intermediation in
Japan. Section 4.5 concludes.
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4.2 Changes in economic environment affecting the
Japanese traditional monitoring system

One way of examining how the traditional Japanese monitoring system
became ineffective is to investigate the reasons why transaction costs
increased in the institutional structure of the traditional system. To that
end, this section explores the economic and environmental changes
surrounding traditional monitoring system and the changes in associ-
ated transaction costs. To begin with, we should note that the returns
on assets (ROA) achieved by Japanese banks had already been declining
as early as the 1970s (see Figure 4.2 and Suzuki 2002, p. 228).

Severe lending competition fuelled by the ‘internationalization’ of
banking activities and ‘disintermediation’! appears to have accelerated
this trend (EPA 1999). Bank spread margins, including bank rent oppor-
tunities (see section 2.3.2) that were protected by the regulations of the
convoy system, were eroded because of increased competition brought
about by deregulation. Foreign presence in the financial markets inten-
sified this competition. In particular, capital markets competed with
banks on both sides of the bank’s balance sheet. On the assets side, an
increase in capital market financing undermined the demand for credit
from financial intermediaries. On the liabilities side, investing oppor-
tunities created in the capital market threatened bank deposits (mainly
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Figure 4.2 Returns on assets (ROA) in Japanese banks
Source: EPA 1999; p. 245, BOJ Time Series data etc.
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from corporations and institutional investors) leading to an increased
cost of resources for banks. Both effects caused banks spread margins
to decline. We survey the relationship between the monitoring activi-
ties of Japanese banks and the change in Japan’s industrial structure
(4.2.1) and financial deregulation (4.2.2). We then assess the changes in
lenders’ incentives for monitoring (4.2.3) and provide an institutional
understanding of the prelude to the financial bubbles (4.2.4).

4.2.1 Changes in industrial structure

As was argued in chapter 1, there has been a decline in the contribu-
tion of primary and secondary industries to Japan’s GDP, while there
has been simultaneously an increase in that of the tertiary sector (see
Table 1.2). This trend has been continuing from the ‘catching-up’ period
to the ‘frontier economy’ period, and even in the period of economic
‘stagnation’ after the bursting of the bubble economy.

Looking at the change in the distribution of loans by the Japanese
banks to industries, the share of loans to the manufacturing sector,
which had been relatively dominant in 1960 and 1970, has been declin-
ing rapidly since 1970 (see Table 4.1). This change reflects the structural
change in Japanese industry.

In respect of the loans by the Japanese banks to the manufacturing
sector, it is worth noting the following: first, even though the share of
loans to the manufacturing sector has been decreasing, Japanese banks
have expanded their overall lending business since 1970. As a result,
the outstanding amount of loans to the manufacturing sector has been
increasing (see Table 4.1).

Second, those major manufacturing firms who had succeeded in using
a business strategy of absorbing and improving engineering know-how
during the ‘catching-up’ period, radically reduced their reliance on
bank loans as a source of finance. Hamazaki and Horiuchi (2001) point
out, based upon a survey by the BOJ, that the major Japanese manu-
facturing firms dramatically reduced their reliance on bank loans in
the late 1970s from more than 30 per cent to less than 10 per cent (see
Table 4.2). One reason for the reduction is that these firms increased
their use of internal funds as they became financially mature. Another
reason could be that the shift from high to moderate growth reduced
the overall investment in manufacturing per se. In contrast, we should
note that non-manufacturing firms continued to rely on bank loans as
a major funding source into the late 1980s.

Third, those manufacturing firms who maintained their reliance on
bank loans as their major funding source were: (i) firms who had not yet



Table 4.1 Changes in the outstanding loans by the Japanese banks to industries (Unit: trillion yen)

In levels FY1960 FY1970 FY1980 FY1990 FY1995 FY2000 FY2008
Manufacturing 4.0 17.5 43.0 59.0 72.6 67.1 56.4
Construction 0.2 1.8 7.3 20.0 31.1 28.8 15.4
Real estate 0.1 1.5 7.6 42.4 57.4 57.0 58.7
Finance 0.1 0.5 4.5 37.7 49.6 39.7 36.9
Wholesale & Retail 2.3 11.3 34.4 65.6 78.1 65.8 459
Loans to individuals 0.0 1.6 15.2 61.2 80.9 92.7 112.1
Others 1.4 5.0 22.6 90.1 114.8 107.2 96.1
Total 8.1 39.2 134.6 376.0 484.5 458.4 421.5

In percentage terms

Manufacturing 49.4% 44.6% 31.9% 15.7% 15.0% 14.6% 13.4%
Construction 2.5% 4.6% 5.4% 5.3% 6.4% 6.3% 3.6%
Real estate 1.2% 3.8% 5.6% 11.3% 11.8% 12.4% 13.9%
Finance 1.2% 1.3% 3.3% 10.0% 10.2% 8.7% 8.8%
Wholesale & Retail 28.4% 28.8% 25.6% 17.4% 16.1% 14.4% 10.9%
Loans to individuals 0.0% 4.1% 11.3% 16.3% 16.7% 20.2% 26.6%
Others 17.3% 12.8% 16.8% 24.0% 23.7% 23.4% 22.8%
Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

Source: Created by the author upon BOJ (1960, 1970, 1975, 1980), Japan Statistical Year Book 2010.
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Table 4.2 Changes in the composition of fund raising by the Japanese major manufacturing/non-manufacturing firms (Unit:

Percentage)

Type of firms Source of funds FY1961-1965 FY1966-1970 FY1971-1975 FY1976-1980 FY1981-1985 FY1986-1990

Manufacturing Internal funds 27.1 33.7 359 54.3 68.0 53.9
Corporate bonds 2.8 3.0 3.9 1.0 10.3 19.9
Borrowing 38.2 30.4 34.0 9.5 1.2 -9.5
Stocks 10.8 3.2 2.4 7.8 128 19.1
Others 21.1 29.7 23.7 27.4 7.7 16.7

Non- Internal funds 22.7 46.3 29.6 449 51.8 35.8

manufacturing Corporate bonds 12.3 103 129 19.3 10.8 14.1
Borrowing 32.7 65.9 59.0 39.1 26.1 29.1
Stocks 7.9 6.8 7.0 8.5 9.5 11.5
Others 243 -29.3 -8.5 -11.7 1.8 9.5

Notes: The major part of “others” in the table is the trade credit. According to Hamazaki & Horiuchi (2001), the non-manufacturing industry includes public
utilities such as the electric power, the railway companies which were favoured in their bond issuing compared with other industries. Therefore, the relative

share of bond-issuing was larger in non-manufacturing than in manufacturing.

Source: Based on Hamazaki and Horiuchi (2001).

8



Environmental and Institutional Changes 83

matured financially. Most of these firms were SME; (ii) firms who were
forced to restructure their business to high-value added manufacturing
in the face of market competition; and (iii) firms who shifted their pro-
duction base overseas to reduce production costs.

Within the manufacturing sector, we have to consider the breakdown
according to the type of manufacturing. Tanaka (2002) classifies the
manufacturing firms according to the following types of manufacturing:
(i) light industry based on assembling and processing, including food
industry, textile industry and other manufacturing; (ii) light industry
using basic materials, including pulp, paper, ceramic industry and soil
and stone products; (iii) heavy industry using basic materials, including
chemical industry, petroleum and coal products, primary metal indus-
try and metal products; (iv) heavy industry based on assembling and
processing: including general machinery, electric/electronic machinery,
transport machinery and precision machinery. Table 4.3 shows the
changes in the average real growth rate in each category in the periods
between 1956 and 1974 (the high economic growth period), between
1975 and 1984 (the moderate economic growth period), between 1986
and 1991, and between 1992 and 2008, respectively.

Table 4.3 shows that in the high-growth period all types of manu-
facturing could succeed, while after the moderate-growth period there
were clear ‘winners’ and ‘losers’. For instance, heavy industry based on
assembling and processing has contributed to the overall growth during
and after the period of moderate economic growth, while light industry
using basic materials and textiles have declined rapidly. In addition,
for instance, almost all types of manufacturing except petroleum and
coal products and transport equipment were stagnant in the period
1992-2008. One implication was that as Japan approached the competi-
tive frontier, each firm was required to restructure its business under
conditions of fundamental uncertainty.

The ‘internationalization’ in terms of the hollowing out of domestic
industry intensified following the drastic appreciation of the Japanese
yen after the Plaza Accord of 1985. Some analysts regard 1972 as the
beginning of the first wave of foreign direct investment by Japanese
firms, and the boom in direct investment after the yen appreciation
in 1978 as the second wave. The dramatic boom after the Plaza Accord
was the third wave (Tanaka 2002). The impact of the first and second
waves was still marginal, because the ‘overseas production ratio’? was
still around 3 per cent in 1985 (see Figure 4.3). However, following the
intensification of internationalization after 1985, according to METI
(2003), the overseas production ratio in FY2003 reached 15.5 per cent



Table 4.3 Changes in the average real growth rate by each type of manufacturing (%)

78

Manufacturing Sector 1956-1974° 1975-1984° 1985-1991° 1992-2008"
(High Growth) (Moderate
Growth)

Overall manufacturing sector 17.0 7.1 5.4 -1.7

Light industry upon assembling & processing 13.5 7.2 4.5 -1.9
Food and beverages 10.4 104 2.6 -0.2
Textiles 12.2 1.1 -0.1 -7.5
Other Manufacturing 18.0 6.8 6.6 -2.8

Light industry upon basic materials 18.2 4.2 5.0 -1.9
Pulp, paper and paper products 18.0 3.9 5.7 -2.0
Non-metallic mineral products 18.5 4.5 4.5 -1.9

Heavy industry upon basic materials 18.4 6.2 5.3 -1.3
Chemicals 16.0 7.5 4.8 -2.4
Petroleum and coal products 15.9 26.7 3.8 2.8
Basic metal 21.8 4.7 3.7 -1.3
Fabricated metal products 21.6 3.4 10.2 -3.2

Heavy industry upon assembling & processing 21.7 8.5 6.3 -1.0
Machinery 22.6 8.8 8.0 -1.3
Electrical machinery and equipment 23.1 11.6 6.6 -1.7
Transport equipment 21.2 5.8 3.9 1.0
Precision instrument 18.5 6.3 5.8 -14

Source: Author based on statistics of Cabinet Office?* and ESRI (2008)P.
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Figure 4.3 Changes in the overseas production ratio

Notes: Ratio (a): The ratio of overseas manufacturing subsidiaries’ sales to Japanese manufac-
turing firms’ sales. Ratio (b): The ratio of overseas manufacturing subsidiaries’ sales to the
Head Office’s sales (manufacturing firms).

Source: Based on METI (2000).

and the ratio of overseas manufacturing subsidiaries’ sales to the Head
Office’s sales (the denominator excludes the sales of the Japanese
manufacturing firms without any overseas subsidiary) reached over 30
per cent. Another survey reported that the amount of foreign direct
investment (FDI) from Japan jumped by 6.3 times to a total of US$160.4
billion between 1986 and 1990 in comparison with a total of US$25.5
billion between 1981 and 1985 (Nishimura 1999, p. 50).

Aoki (1994) points out that Japanese long-term credit banks such as
the IBJ had accumulated the necessary engineering and credit analysis
capabilities in the catching-up period, and that therefore the engineering
assessments of imported technologies for large-scale projects were often
delegated to the bank. However, many empirical studies point out that a
structural change occurred in the relationship between the Japanese banks
and the Japanese corporations driven by the forces of internationalization
and technological change beginning in the mid-1970s, which was intensified
further around the mid-1980s (see Aoki et al. 1994; Schaberg 1998; Genay
cited in Kanaya and Woo 2000). On the one hand, the internationalization
of Japanese manufacturers overseas gave them a wider variety of funding
sources such as local (host-country) financial markets and offshore or euro
capital markets. On the other hand, monitoring became more difficult as
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technology became increasingly complex and as borrowers invested in
projects whose prospects were found increasingly difficult to be assessed
by outsiders. These forces started to limit the scope and effective power of
monitoring by the Japanese main banks including the IBJ.

Fourth, the share as well as the outstanding amount of loans made
by Japanese banks to the non-manufacturing sector has been increasing.
Japanese banks thus began to undertake relatively higher credit risks, for
instance, the credit risk associated with lending to SME whose financial
strength was still weak.

The non-manufacturing sector and the SME sector overlap to a con-
siderable extent (Tanaka 2002). Needless to say, there are also many SME
(see footnote 2 in chapter 1 for the definition) in the manufacturing sec-
tor. However, the SME’s share of contribution in the non-manufacturing
sector is very high (higher than that of large firms). In particular, there
are relatively high shares for areas such as wholesale and retail trade,
restaurants, services and construction. According to Tanaka (2002), in
1999 the share of non-manufacturing firms in the SME sector was 87
per cent — a total of 5.65 million firms. Of this, 41 per cent of the SME
were engaged in wholesale and retail trade, 24 per cent in services and
13 per cent in construction.

Looking at Table 4.1, outstanding loans to the wholesale and retail
trade (including the restaurants and hotels sector) and other services
(including the transport and telecommunications sectors), increased
in 1980 compared to the manufacturing sector. In 1990 and again in
1995 the Japanese banks expanded lending to the non-manufacturing
sector — in particular, to the real estate, finance, construction sector and
housing loans to individuals. Yoshikawa (1999) argues that the lower
productivity in the Japanese non-manufacturing sector was one of the
root causes of Japan’s economic stagnation in the 1990s. Our concern is
that the Japanese banks increased their loan exposure to SME sector and
the non-manufacturing sector since the 1980s, in other words, banks
have moved to undertake relatively higher credit risks.

Aoki (1994) implies that the ‘integrated’ monitoring system (see
section 3.3), where the main banks played a dominant role in monitor-
ing, worked effectively in the period when the Japanese economy was
still catching up in terms of technological capability. An important
component of this mode of monitoring was to monitor the managerial
and organizational ability of a firm to absorb and improve engineering
know-how developed abroad, rather than to assess the commercial and
engineering values of emergent technology per se (Aoki 1994, p. 118).
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Ironically, the very success of Japanese industries in reaching the
international technological and competitive frontier gradually changed
the risk factors which the main bank had to assess and monitor.

Those major manufacturing firms who succeeded in the catching-up
period also reached financial maturity. There was a consequent decline
in the profit opportunities for Japanese banks from lending to these cred-
ible firms. Meanwhile, ‘less credible’ manufacturing firms who still relied
on bank loans had to survive in the competitive ‘frontier’ economy by
developing new competitive technologies, restructuring to higher value-
added businesses or shifting their production base overseas to reduce
their production costs. Accordingly, Japanese banks had to monitor
these firms by evaluating the feasibility and effectiveness of their strate-
gies for survival. The changes in important risk factors increased the cost
of monitoring, including the cost of hiring experts with the capacity of
evaluating advanced technologies, including those who have expertise
in international corporate finance and in monitoring SME. As a result,
these changes had a gradual impact on the performance of the rent-
based integrated monitoring of the Japanese main banks.

In the traditional financial structure a range of bank rents were main-
tained by regulated deposit and lending rates. These margins would be
eroded from the 1970s onwards due to the increasing cost of operating
and monitoring in accordance with changes in the economic environ-
ment. Until the mid-1980s when the deregulation of the deposit rate
began, Japanese main banks were still attempting to catch up with the
changes in risk factors of their new borrowers. Some attempts were prob-
ably successful, but others not. However, as firm's success or failure became
more exposed to fundamental uncertainty, Japanese banks were similarly
exposed to these greater uncertainties in their expanding lending business.
We note the decline in the ROA of the Japanese banks over this period
which shows that they failed to earn enough profit to cover this increasing
credit risk. A failure to adequately assess and monitor major risk factors did
not just lower the efficiency of monitoring for maintaining a sound port-
folio of loans in individual main banks. The failure also lowered the per-
formance of the rent-based and integrated mode of monitoring as a whole,
resulting in a lower efficiency of Japan’s banking and credit system.

4.2.2 Financial deregulation and the international
standardization of banking supervision

Some economists point out that the most fundamental cause for the
malfunction of Japanese traditional mode of supervision emerged in
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the mid-1970s when there was a slowdown of Japanese growth and the
country shifted from being an economy in which private investment
demand outstripped private saving to one in which ex ante private
saving became greater than ex ante private investment (Patrick 1998;
Yoshikawa 1999). These arguments suggest that the supply of funds in
the structural ‘demand-deficient’ economy had become abundant and
pressures for a system of market-based interest rates became irresistible
(Patrick 1998). More or less economists emphasize this economic shift
as the context that created pressure for regulators to deregulate the tra-
ditional financial system.

We should note, however, that the deregulation beginning in the late
1970s had been very gradual until the second half of the 1980s when
there was an acceleration in the pace of financial deregulation. The
deregulation that was implemented around the mid-1980s included:

1 Relaxation of interest rate controls, starting with the liberalization of
term deposit rates in 1985. This policy seemed to follow the recom-
mendation of the Japan-US Yen-Dollar Ad Hoc Committee in 1984.

2 Financial differentiation:® the lifting of the prohibition on short-
term Euro yen loans, which were not subject to interest rate controls,
to domestic borrowers in 1984. The removal of restrictions on access
to the corporate bond market, and the creation of the commercial
paper market in 1987.

3 The proposal of setting up the international capital adequacy
requirement prescribed by BCBS in 1984, the bilateral deal with the
US on capital adequacy in 1987 and the signing of the Basel Accord
in 1988.

Presumably, the deregulation that accelerated rapidly in the mid-1980s
was due mainly to a ‘level playing field’ demand by the US for mini-
mizing restraints on international competition to the disproportionate
advantage of their own national bankers. The latter were still smarting
from the overhang of the notorious savings and loans (S&L) crisis in the
US, as well as from the Latin American crisis referred to in section 3.2.

In addition, although it is understated in the economic literature,
we should note how the forces of internationalization and techno-
logical change since the mid-1970s (which intensified after the mid-
1980s) were also driven by the relationship between the Japanese
banking regulators and the banking industry. On the one hand, the
‘internationalization’ of financial and banking activities worried each
banking regulator. Bank runs, potentially caused by the insolvency of
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internationally active banks, would now be more difficult to control.
On the other hand, technological changes, in terms of the innovation
in financial engineering and products such as financial derivatives,
were often too complex for banking regulators to monitor and assess
the true risk exposure. These forces began to limit the scope and effec-
tive power of the monitoring that each regulator could deploy. This, in
turn, encouraged banking regulators in developed countries to change
their mode of monitoring by adopting international standards for
banking regulations.

As is argued later, the bursting of the bubble economy in the 1990s
accelerated the Japanese regulators’ search for ‘rule-based’ monitor-
ing (supervising), referring to a codified assessment of credit risks and
computing risk-related weights according to the Basel Accord (capital
adequacy requirement to be set against calculated unexpected credit
losses). We should note that the forces of internationalization and
technological change in the 1980s had already begun to give Japanese
regulators an incentive to change their mode of monitoring.

4.2.3 Changes in lenders’ incentives for monitoring

How did the relatively higher cost of monitoring in the Japanese banks
and the decreasing rent opportunities as a result of financial deregula-
tion affect their monitoring and lending activities? Although net ben-
efits for society are not always consistent with those for individuals,
the important role of bank rents for monitoring was to create incentives
for individual banks to operate effectively as long-run agents engaged in
monitoring borrowers. The analysis of changes in the Japanese lender’s
incentives for monitoring efforts would imply, therefore, that changes
in the effectiveness of the ‘financial restraint’ or the ‘integrated’ mode
of monitoring in the convoy regulatory framework.

Aoki (1994) makes the following four points about the potential
social benefits of the main bank system:

1 By delegating the monitoring of a firm exclusively to its main bank,
the social cost of duplicating monitoring costs ex ante and during the
course of the loan was avoided (see section 3.3 for a discussion of the
delegated monitoring model).

2 The social cost of the myopic liquidation of temporarily depressed,
but potentially productive firms was avoided because the main bank
had strong incentives to mount rescue operations.

3 The social cost of a failure to coordinate complementary investment
projects in strategically important industries was avoided.
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4 Contingent intervention by the main bank in the corporate govern-
ance structure at all stages of the lending decision (ex ante, interim
and ex post) provided effective external discipline for the Japanese
firms’ team-oriented production (see Aoki 1994, pp. 122-6). The
main bank’s role also contributed to smoothing the impact of the
business cycle for borrowers.

Aoki’s model suggests that the main bank may not be sufficiently moti-
vated in its delegated monitoring role for all lenders unless it earns a
rent for doing this job properly and maintaining good relationships
with firms. The regime of regulated interest rates (and also of regulated
bond issue requirements) that prevailed during the period of the main
bank system allowed these banks to earn rents as long as they took on
the responsibility of performing delegated monitoring. These rents pro-
vided main banks with ‘franchise value’ and ‘reputation rents’ as long
as they continued to maintain their reputation of monitoring as a main
bank. This reputation, as is pointed out by Aoki (1994), would be dam-
aged if the bank had to liquidate a significant number of its client firms:
(1) Depositors would begin to desert the bank, fearing for the security of
their deposits. (2) Other banks would become reluctant to lend to that
bank’s client firms, fearing for the safety of their loans, because the main
bank’s willingness to lend would no longer signal the creditworthiness
of its borrowers. (3) The bank’s other client firms may switch their main
bank relationships for fear of losing insurance in adversity and losing
access to credits from other lenders. (4) The regulatory authorities, con-
cerned with the social consequences of bankruptcy such as the loss of
employment, could be expected to eventually penalize banks that begin
to liquidate very frequently. These possibilities imply that liquidation
penalties for the main bank would be much bigger than the loss of its
defaulting loans.

As was argued in section 3.3, bank rents played an important role in
preventing banks from neglecting their role as monitors by threatening
the reduction of rent opportunities. We should note that to some extent
these incentives have to exist for all banks. More than other sectors,
banks everywhere have to depend on their reputation. As Stiglitz (1994)
points out, while some competition among banks is desirable, excess
competition may have its problems if it starts to wipe out a bank’s repu-
tation rent. Reputation is an asset that is worth preserving, provided
that there is an economic return to it in the form of a rent. For this
economic return to exist, competition has to be limited. In the US one
of the effects of deposit insurance was to reduce or eliminate the barrier
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to entry, thereby facilitating entry and competition. Stiglitz (1994)
points out that the resulting competition, and the ensuing reduction
of reputation rents, encouraged banks to pursue short-sighted policies,
and this contributed to the S&L debacle and the related banking crisis.
We have seen in section 3.4.3 that the number of Japanese city banks
was effectively restricted. On the other hand, there is also a potential
problem of insufficient entry — leading to insufficient competition
within the financial sector. We cannot necessarily have any confidence
in the government’s ability to set the ‘right’ level of entry. Are observed
levels of profit just those rents necessary to ensure economic efficiency?
Or is there an element of monopoly profit beyond that? From this no
clear prescription emerges, simply a word of caution: the financial sec-
tor needs to be carefully watched, for evidence of significant ‘errors’ in
either direction (Stiglitz 1994, pp. 222-3). But, this raises another ques-
tion: who should be doing the careful watching?

We can examine this problem from the perspective of the Japanese
banks. On the one hand, their prospective benefits in the traditional
system consisted of bank rents, made up of their franchise value or
reputation rents as described above. On the other hand, they incurred
costs of monitoring including the costs of acquiring information, of
internalizing the skills and knowledge required for monitoring, and the
costs of delegating monitoring roles within the banking structure. In
theory, the positive net benefit is the excess benefit that the bank expects
to potentially capture at feasible levels of monitoring effort, and this gives
the bank the incentive of undertaking the necessary monitoring. The
individual net benefit which gives a bank the incentive to monitor does
not necessarily represent the optimal level of monitoring for society.
However, we can expect that a zero level of net benefit for banks would
result in the collapse of this system. Similarly, if banks were to free-ride
on this system of bank rents, monitoring would become inefficient and
result in inferior outcomes from a regulatory perspective.

The cost of monitoring for the banks is determined by a number of
variables, including the particular configuration of institutions, the tech-
nologies being monitored, the distribution of power between lenders
and borrowers, the cultural context and so on. In general, the trend of
banking internationalization and disintermediation and Japan'’s position
in technological change relative to the technology frontier would all
have an effect on the cost of monitoring, since each of these would make
it more difficult to assess or monitor borrowers. The diminishing net
benefits of monitoring efforts may have an effect on attenuating lenders’
incentives of doing so. Or, it would encourage lenders to seek and adopt
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codes of monitoring that were relatively inexpensively available from
other banking systems. This can be regarded as a quasi-rent-seeking activ-
ity since lenders could attempt to maintain a certain level of net benefits
for themselves through these strategies.

We should also note that the prospective net benefit from monitoring
efforts will also vary according to the bank’s expectation, that is, its most
probable forecast, of the changes in financial policies of the regulators.
The expectation ‘depends on the confidence with which we make this
forecast — on how highly we rate the likelihood of our best forecast turn-
ing out quite wrong’ (Keynes 1936, p. 148). In addition to the structural
changes in monitoring costs, we also argue that there was a gradual
diminution in the expectation of Japanese banks that regulators would
maintain their ex post flexibility during and after the process of financial
deregulation, which was accelerated in the mid-1980s. This may also
have caused a type of quasi-rent-seeking activity leading to a shirking of
monitoring efforts with banks undertaking gambles for short-term prof-
its, expecting regulators to fail to punish them. These quasi-rent-seeking
activities, speculative lending and free-riding were driven by self-fulfilling
expectations as these strategies resulted in a reduction of the franchise
value and reputation of individual banks. However, in addition the
actions of these banks, together with the trend of internationalization
and technological change also eroded the regulator’s trust in the Japanese
main bank system.

4.2.4 The prelude to the bubble economy

Bank rents are politically controversial even when they are socially use-
ful. This is because it is intrinsically difficult for the banking regulators
to estimate precisely how much protection of the abstract franchise
value of banks is required to guarantee efficient screening and moni-
toring. For instance, bank rents might be politically acceptable when
they foster financial deepening and are associated with economic
growth. The rent captured by banks can play an important function in
increasing investments in infrastructure to enhance deposit collection
and facilitate access to the formal financial sector (see section 2.3.2 for
the rent effect). But political support for bank rents can become much
more difficult when financial deepening is already well advanced and
bank rents appear not to be playing any positive function for society
at large. In general, a repression of the deposit rate may also distort
household savings and generate resentment, although Japanese house-
hold saving appear to have been relatively interest-inelastic (Aoki
1994, p. 130).
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As was mentioned earlier, the ROA of Japanese banks were already
declining as early as the 1970s. Severe lending competition between
banks fuelled by ‘internationalization and disintermediation’ appears
to have accelerated this trend still further. However, in those days, the
Japanese banks could expand loan assets with leveraging to compensate
for the decline of ROA and to maintain or increase nominal profits. This
strategy came under severe strain following the introduction of the 8
per cent capital adequacy requirement under the Basel Accord which
had been promoted by US regulators since 1984. The introduction of
these rules shocked Japanese bank managers as well as their regulators
and spurred them to reconsider their lending strategy of expanding
lending through leveraging. Here it is worthwhile noting that the inter-
national consensus allowed a grace period until fiscal year 1992 for the
implementation of the 1988 Basel Accord. The major Japanese banks
feared potential penalties — for instance, restrictions on their overseas
banking operations for their inadequate capital reserves as defined
under the Basel Accord. This fear had the effect of changing their pref-
erences towards high-yielding loans in order to seek higher ROA, while
still using leveraging during the grace period when they were allowed
to expand loan assets.

Since the mid-1980s there had also been direct foreign diplomatic
pressures on the Japanese regulators to lay out a implementation pro-
gramme for the deregulation of financial constraints. The plan was to
address not only the adoption of the Basel Accord, but also to implement
deposit rate and commission deregulation, to relax limits on the scope
of banking business and to reduce barriers to entry to promote greater
competition. The diplomatic compromise to the Plaza Accord in 1985
further pushed many Japanese manufacturers to shift their production
base overseas (internationalization of manufacturing), and also affected
bank managers’ perceptions of the uncertainty. As a whole, the Japanese
banks’ incentive and prospective benefits of monitoring eroded further
when the deregulation plan was announced. The change in the finan-
cial environment facing the banks led to the ‘bubble’ economy which
began in the late 1980s when banks were eager to capture easy prof-
its through extending speculative credit and high-yielding mortgage
financing in the real estate and construction sectors. These profit-driven
strategies were rent-seeking activities seeking new and damaging rents
in response to the fear that the traditional bank rents protected by the
financial restraint policy might be reduced sooner or later.

Many economists attempt to explain the bubble economy in terms of
a ‘moral hazard effect’ as a result of which the Japanese banks took on
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greater risk in the expectation that even if they suffered losses, the MOF
would not allow them to go bust. They argue that the larger Japanese
banks believed in the “Too Big To Fail’ (TBTF) legend, resulting in impru-
dent credit risk management in the period of the bubble economy (see
Patrick 1998, for instance). However, as Chang (2000) points out, there
is a confusion in the TBTF story between the rescue of a bank and the
rescue of the owners or managers who are responsible for the creation
of the situation which creates the need for a rescue.

To the manager, it is not much of a consolation that his/her firm is
saved by the government due to its large size, if the rescue operation
involves the termination of his/her contract. So, if a manager knows
that his/her job would be in jeopardy if the firm performs badly,
there is little moral hazard. The same goes for the owners. If the
owners know that the rescue operation requires the ceding of their
corporate control, they cannot afford to be lax in management (in
case they are owner-managers) or in supervising the hired managers.
(Chang 2000, p. 782)

Although this has been a controversial issue, this book emphasizes
that the changes in the economic environment surrounding Japanese
banks and regulators gradually undermined the rent-based ‘convoy’
mode of monitoring, allowing most Japanese bank managers to
free-ride on their traditional tasks of monitoring. It is also worth
noting that in the late 1980s (prior to the bubble economy), the
Japanese banks were also required to invest heavily on enhancing
the infrastructure of their electronic banking operations. Developing
a computerized accounting and clearing system and an information
and simulation system for dealing with foreign exchanges and deriva-
tives were considered necessary for surviving financial deregulation
because these strategies were apparently revitalizing the US banks
under US financial deregulation.

This book does not directly address the stock market and real estate
bubble that began in the late 1980s. However, our analysis provides an
institutional understanding of the prelude to the stock market and real
estate bubble and the accumulation of NPL in the Japanese banks after
the bursting of the bubble. As was argued, the Japanese economy shifted
from a ‘catching-up’ economy to a ‘frontier’ economy around the mid-
1970s. Accordingly, the nature of uncertainty in client firms’ success
became a more fundamental concern. Meanwhile, more large manufac-
turing firms which financially matured accelerated ‘disintermediation’
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in terms of reducing bank loans as sources of their funding. As a result,
the Japanese banks were increasingly forced to monitor new and rela-
tively risky projects and associated credit risks involved in lending to
the small and medium-sized manufacturing and non-manufacturing
firms which were also exposed to stiffer competition, leading to a
higher level of uncertainty. Moreover, Japanese SME were no longer
learning existing technologies from western firms; they were becoming
increasingly innovative in respect of new technologies and products.
The financing problem was now one dealing with Schumpeterian inno-
vation rather than catching up. But Japanese banks possessed neither
enough experience of monitoring these firms nor the dense networks of
interpersonal relationships with them that had existed with their major
clients. This challenge of having to deal with these ‘unfamiliar’ firms
meant a dramatic increase in the monitoring cost for the lenders. To
avoid these costs, many Japanese banks opted to concentrate on mort-
gage loans underpinned by steadily rising real estate values. And even
here, shortcuts were taken to keep the flow of lending going as there
was a curtailing of traditional lending activities.

The political argument in favour of deregulation attacked financial
restraint policy for creating unnecessary rent opportunities for banks by
controlling deposit rates. In spite of the adverse situation of the banking
industry following the collapse of the financial bubble, Japanese regula-
tors did very little to arrest the decline of the Japanese banking system
between 1990 and 1995 (see section 6.2). In fact, Japanese regulators
completed deposit rate deregulation in 1994 and abolished all rules
relating to bond issues in 1996. We argue that this accelerated deregula-
tion paradoxically reduced Japanese banks’ incentives to monitor their
lending efforts and encouraged damaging forms of rent-seeking activi-
ties in speculative lending. For instance, we see Japanese banks behav-
ing opportunistically by relaxing their credit conditions, in particular in
weakly capitalized banks, to counter their eroding margins. Kanaya and
Woo (2000) report a steady increase in unsecured loans as a percentage
of total loans until the mid-1990s even after the collapse of the bubble
economy. They also report that the ‘gamble for resurrection’ actually
promoted a relaxation of credit conditions for most of the 1990s, in
particular, until 1995. Additionally, in dealing with depressed firms
(most of them engaged in real estate projects) after the collapse of the
bubble economy, rescue operations by main banks simply prolonged
the life of many inefficient firms, resulting in the accumulation of NPL
by the main bank. The LTCB case study in chapter 5 demonstrates some
of these tendencies.
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4.3 Limitation of the Anglo-American methods of
screening and monitoring

Throughout this period, Japan had been encouraged to abandon its
traditional financial system and to move to the adoption of the Anglo-
American type of financial deregulation, in part as a response to the
deepening financial crisis. Pressure for movement in that direction
came primarily from the US. In particular, Japan was under pressure to
move towards the Anglo-American monitoring system as an alterna-
tive institution for avoiding the higher transaction costs of monitor-
ing. That is, in the midst of the crisis in its traditional banking system,
Japan was also transforming its Japanese traditional system (block I in
Figure 4.4), towards the Anglo-American system (block II in the same
figure). We have already summarized some of the distinct characteris-
tics of each monitoring system. The important question is whether the
movement resolved any of the problems that confronted the traditional
Japanese monitoring system or make matters worse. In particular, we
raise two questions:

1 To what extent was it an effective Japanese response to adopt the
Anglo-American mode of monitoring which used criteria such as
risk-adjusted returns on capital to quantify credit risks?

2 Towhat extent was it feasible to create a securities market in Japan that
was backed by a large and diversified base of investors as a method of
financing long-term investment in its economy? The answer to this
question would also reveal the feasibility of downgrading the critical
role of Japanese banks as financial intermediaries.

We discuss question 1 in this section and question 2 in the next section.

To what extent was it feasible for Japan to adopt the Anglo-American
financial monitoring system based on specialized monitoring tasks? The
key features of this system, from our perspective, involved the reduction
of bank monitoring to relatively limited classes of loans, which could
be monitored using algorithmic methods such as the use of formulae
for calculating risk-adjusted returns on capital using credit risks quanti-
fied by external agencies. In the late 1980s or, at the latest, following
the collapse of the financial bubble, Japanese bank managers began to
adopt the Anglo-American style of financial intermediation, monitoring
and risk management that has also been described as a ‘securities-based’
financial system. For example, Miyoda (1994), who was a member of
staff at the IBJ, argues that concepts like risk-adjusted returns had been
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(I) The traditional Japanese financial and monitoring system

Banks as Lenders and

Financial Intermediaries

(Bank loans amounted > Firms as Borrowers
to 90% of total corporate (1) Bank Monitoring Tasks

finance) a) Tacit delegation of monitoring arrangements to main
A banks

b) Dense participation in the operation of borrowers as
quasi-insiders: Non-algorithmic ‘intuitive’ monitoring style
(2) Regulator Monitoring and Supervising Tasks
a) Financial restraint regulations giving banks bank rents as incentives for undertaking
long-term monitoring
(The rent facilitated the channelling of financial resources to new industries and
created incentives for intensive monitoring by main banks including developing and
pooling monitoring skills and knowledge)
b) The “convoy” system relationship with regulators providing both protection and sanc-
tions
(The dense information network between regulators and the regulated limited poten-
tial information losses at the centre and reduced the ‘audience cost’. The ex-post
flexibility of regulators contributed to reducing banks’ uncertainty)

Regulatory authorities, Government

(Il) Anglo-American financial monitoring system

» Rules-based competitive securities market backed
by a large and diversified base of investors

Regulators promote and monitor
a rules-based market-oriented
financial system

Monitoring by specialized monitoring agents;
Investment bankers function as underwriters
Venture fund managers function as incubators
Rating agencies function as evaluators

Banks as Lenders and
Financial Intermediaries

(Bank loans amounted
to no more than 30% of Monitoring by Banks
Screening and monitoring mainly of short-term loans for

working capital. Algorithmic quantification of credit risk

-
>

Firms as Borrowers

total corporate finance)

Monitoring and Supervising by Regulators
Tight regulations on banking (lending) business and on promoting competition
Strict capital adequacy requirements, strict requirements for disclosure of information

Regulatory authorities, Government

Figure 4.4 Comparison of the Japanese traditional monitoring system with the
Anglo-American system
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critical for the revitalization of US banks. The LTCB was quite typical in
this respect. They retained the Bankers Trust Company, a US investment
bank that developed the concept of Risk Adjusted Returns on Capital in
the early 1980s as their consultant to introduce algorithmic systems for
evaluating risk and profitability. Meanwhile, the Basel Capital Accord
influenced by the Anglo-American banking experience increasingly
became a normative standard for solvency regulation and a further
constraint on the behaviour of Japanese bank managers.

Some researchers have insisted that Basel II was not so closely related
to the Japanese banking crisis in the 1990s and the subsequent financial
slump until its implementation in March 2007. We do not agree with
such an analysis because from the author’s experience as a Japanese
bank insider, most Japanese bank managers had begun to change their
mode of credit risk monitoring as early as the 1990s, in anticipation of
the proposed Basel II regulations and methods of credit risk monitoring
would be introduced sooner or later.

The BCBS urged banking regulators to adopt an internationally
accepted model for quantifying and aggregating credit risks (see BCBS
1999a, p. 8). At the same time, standard Credit Risk Modelling became
increasingly important in banks’ risk management and performance
measurement processes, including performance-based compensation,
customer profitability analysis, and risk-based pricing (ibid.; Summary).
Although there are a range of practices in conceptual approaches to
modelling risk, the BCBS’s focus is on models that estimate a portfolio’s
current value and the probability distribution of its future value at the
end of the planning time horizon. In general, a portfolio’s expected
credit loss can be defined as the difference between the two, and the
key issue is how to determine the expected probability of default (often
termed the expected default frequencies or EDF) which is a critical
model variable.

The internal credit risk rating for each client firm of a bank is deter-
mined by the bank’s credit staff and this is used in calculations of EDF.
Thus, the EDF adopted in each bank may vary according to its own
circumstances and credit strategy. But the Basel regime has encouraged
lenders to utilize external rating systems, such as Standard & Poor’s
or Moody'’s ratings for corporate bonds, to justify their own EDE The
BCBS has decided, in its New Accord (Basel II) proposal, to promote
the replacement of existing approaches with a system that would use
external credit assessments for determining risk weights. The committee
wants to ensure that the regulatory capital charge under the internal
rating-based approach is determined in a manner that ensures accuracy
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and consistency with the standardized approach based upon external
credit assessments (BCBS 1999b, pp. 37-40). The standardization of the
basic methodology in credit risk models promoted by the BCBS has
been driven by US regulators’ pursuit of a ‘level playing field’ for US
banks subjected to the constraints of Anglo-American financial rules
(see section 3.2).

To see how the algorithmic approach works, consider the credit rat-
ing transition matrix in Table 4.4 provided by Standard & Poor’s, which
shows the percentage probability of migrating to another rating within
one year. S&P calculates this probability and also the EDF, which is the
probability of a particular credit facility defaulting during a time hori-
zon based upon historical statistical data available at a particular point
in time. An EDF can be interpreted as a loan’s probability of migrating
from its current rating grade to default within the credit model’s time
horizon. This likelihood is frequently expressed in terms of a rating
transition matrix similar to that depicted in the table. Given the cus-
tomer’s current credit rating (in each row), the probability of migrating
to another grade (shown in the columns) is shown in the intersect-
ing cell. Thus, in the table, the likelihood of a B-rated loan migrating
to a default state within one year would be 4.93 per cent (see BCBS
1999a, p. 20).

The most crucial limitation of the EDF is that it is inappropriate for
the calculation of the probability of default in a long-term loan. The
author interviewed an ex-LTCB staff member who surveyed the so-called
‘KMV model’, which was provided by KMV Co. and was used widely as
a model for calculating the EDF. The KMV Co. was established in 1989
by three key individuals: Stephen Kealhofer (K), John McQuown (M),
Oldrich Vasicek (V) and it has now merged with Moody’s. The model
defines a situation where the asset value of a firm falls below the nomi-
nal amount of debt as constituting a default. The KMV model calculates
the firm’s probability of default based on the trend of the firm’s stock
price as an indicator of the firm’s value. According to the ex-LTCB staff,
KMV provided banks using the model with a one-year EDF estimate.
KMV was confident of the significance of their one-year EDF, but admit-
ted that it would be difficult to use even a three-year EDF in real appli-
cations. In an interview with KMV, Daisuke Nakazato, an ex-IBJ staff
member, reports an almost identical problem with the model (Ohno
and Nakazato 2004, pp. 182-90; see also FISC 1999).

Another key input in algorithmic monitoring models is the external
ratings provided by rating agencies such as S&P’s and Moody’s. These
inputs are provided at the discretion of the ratings agencies and the



Table 4.4 Sample credit rating transition matrix (Average One-Year Global Corporate Transition Matrix, 1981-2009)

From/To AAA AA A BBB BB B CCC/C D NR
Global
(1981-2009)
AAA 88.21 7.73 0.52 0.06 0.08 0.03 0.06 0.00 3.31
(5.09) (4.84) (0.87) (0.18) (0.26) (0.20) (0.40) (0.00) (2.41)
AA 0.56 86.60 8.10 0.55 0.06 0.09 0.02 0.02 4.00
(0.54) (4.87) (3.99) (0.75) (0.26) (0.25) (0.07) (0.08) (1.92)
A 0.04 1.95 87.05 5.47 0.40 0.16 0.02 0.08 4.83
(0.14) (1.16) (3.47) (2.13) (0.50) (0.36) (0.07) (0.12) (1.96)
BBB 0.01 0.14 3.76 84.16 4.13 0.70 0.16 0.26 6.68
(0.07) (0.24) (2.34) (4.44) (1.80) (1.05) (0.25) (0.27) (1.86)
BB 0.02 0.05 0.18 5.17 75.52 7.48 0.79 0.97 9.82
(0.06) (0.16) (0.40) (2.44) (4.94) (4.78) (0.93) (1.06) (2.92)
B 0.00 0.04 0.15 0.24 5.43 72.73 4.65 4.93 11.83
(0.00) (0.13) (0.38) (0.34) (2.59) (5.25) (2.64) (3.27) (3.07)
CCcC/C 0.00 0.00 0.21 0.31 0.88 11.28 44.98 27.98 14.37
(0.00) (0.00) (0.74) (1.05) (1.34) (7.86) (12.81) (12.90) (7.57)

Note: Numbers in parentheses are standard deviations.

Source: Table is reproduced with kind permission from Diane Vazza, Devi Auroa and Jacinto Torres, Default Transition and Recovery: 2009 Annual Asian
Corporate Default Study and Rating Transitions, published by Standard & Poors Financial Services LLC. © Standard & Poor’s 2010.*
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detailed criteria for credit risk assessments and ratings are not disclosed
in full. An investigation by Nikkei Research in collaboration with the
Japan Investor-Relations Association in 2003 reveals that 53.8 per cent
of 1,344 valid responses (of the 3,615 publicly listed companies as of
December 2002) in their sample have not been rated. Moreover, only
11.8 per cent of companies have made a deliberate request to have
their companies rated. According to this survey, in assessing credit risk,
credit rating agencies have relied mainly on: (i) consolidated as well as
unconsolidated financial statements; (ii) prospective operating prof-
its for the next fiscal year or later including medium- and long-term
business plans; (iii) business strategy and management strategy state-
ments; and (iv) information from operating units. Interestingly, around
59 per cent of respondents revealed that they did not fully disclose
information to the agency mainly because of their own internal rules
about confidentiality. This shows that some critical information was
not fully reflected in the credit assessment by the external agencies.
In addition, a substantial number of companies believe that the rat-
ing evaluation criteria were vague and, thus, are dissatisfied with the
rating. Further, some companies believe that rating agencies do not
have competency in rating their companies and claim that the com-
petition among rating agencies is constrained. These findings clearly
highlight the inherent limitations associated with rating agencies and
process.

Undoubtedly, some risk management instruments become neces-
sary as economies become more complex. Intensified internationali-
zation and technological change make it more difficult for lenders to
undertake the role of monitoring investments, for instance because
lending, in the frontier economy, involves making judgements about
the viability of different firms to carry out innovations and develop
new products. Bounded rationality (see section 2.2.3) accordingly
encourages lenders to use codes for measuring credit risks and to use
external sources of risk assessment whenever possible, instead of try-
ing to relying on in-house skills and knowledge for monitoring. But
the codified assessment of credit risks under the Anglo-American
system does not necessarily solve the problem of uncertainty. As a
complete set of risk markets is necessarily absent, it is impossible
in theory to determine a definite value of the EDF without risk of
error, even using all available data sets. Thus, even if the credit rating
transition matrix (Table 4.4) provided by external rating agencies is
statistically significant, it cannot indicate in which direction a par-
ticular customer will be migrating. As Simon (1983) reminds us, our
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existing knowledge cannot provide a basis for the precise calculation
of mathematical expectation:

No number of viewings of white swans can guarantee that a black
one will not be seen next. ... Reasoning processes take symbolic
inputs and deliver symbolic outputs. The initial inputs are axioms,
themselves not derived by logic but simply induced from empirical
observations, or even more simply posited. ... The processes that pro-
duce the transformations of inputs to outputs are also introduced by
fiat and are not the products of reason. (Simon 1983, p. 190)

When it comes to evaluating innovations as opposed to observing swans,
the indeterminacy is increased significantly. Nevertheless, regardless of
the arbitrariness of the rules of inference applied to financial data sets,
lenders may be persuaded to use statistical EDF and external ratings based
upon such EDF for measuring credit risk. This is mainly because of the
fact that they are required by their banking regulators to adopt norma-
tive procedures for calculating capital adequacy requirements as well as
for risk-based pricing. In the past, bankers were considered professionals
in screening and monitoring, and banks played important roles in medi-
ating stable flows of long-term funds to new industries and enterprises.
External rating agencies played only a very limited role in providing
credit profiles of bond issuers for non-professional investors who had lim-
ited capacities to assess credit information. As lenders started increasingly
to rely on the statistical EDF provided by external rating agencies for pub-
licly rated corporate bonds, bank lending began to conform to investors’
behaviour in bond markets driven by external risk assessment.

In the US securities market, regulators favour a competitive and less
protective framework, based on the neoclassical belief that a market-
oriented mechanism backed by a large and diversified base of inves-
tors would allocate financial resources efficiently (see section 3.2). The
existence of a large and diversified base of investors with quite different
animal spirits, appetites for risk and judgements about the future is
essential for providing relatively stable finance for the entire range of
economic activities in a growing and changing economy. As long as this
base has the capacity to absorb many different types of risks and uncer-
tainty, the investment market functions efficiently. But this also implies
that the Anglo-American financial system is not universally applicable,
since other countries may not possess this large and diversified base of
investors which is a critical foundation of the system. We will examine
this condition in section 4.4.
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A critique of the new regulatory framework

The fundamental definition of capital in Basel II remains unchanged
from that of the original Accord as amended and clarified since 1988.
The BCBS, however, proposes to clarify and broaden the scope of
application of the current Accord to improve the way in which capital
adequacy requirement (CAR) reflects underlying risks (BCBS 1999b) and
sets forward various approaches for making the Accord more sensitive
to credit risks. The new risk-weighting scheme increases the reliance of
regulators on external credit assessment institutions. The BCBS speci-
fies objectivity, independence, transparency, credibility, international
access, resources and recognition (BCBS 1999b, p. 34) as criteria for eli-
gibility of external assessment agents. The BCBS seems to have endorsed
the effective power of the external rating houses that already have a
vested interest in the industry and a track record in credit assessments.

The risk-weighting system in the 1988 Accord aimed in part at
ensuring that banks were not deterred from holding low-risk assets
(for example, sovereign debt) by risk-weighting loans according to the
institutional nature of the borrowers (BCBS 1999b, p. 8). At the same
time, the immediate concern of banking regulators was to discipline
internationally active banks to set a buffer to cover expected as well as
unforeseen losses. Therefore, the risk weighting of assets has been arbi-
trary, at best, resulting in a crude measure of economic risk. The most
salient feature in the new framework is to suggest a more extensive use
of external credit rating and standardized approaches for applying the
risk weights to respective exposures. In particular, the ratings offered by
S&P using its methodology (as an example, where rating structure of
some other agencies could be equally used) are emphasized by the BCBS
as useful for extracting risk weights of booking assets (BCBS 1999b).
The subscription of the IMF’s Special Data Dissemination Standards is
described as another important method for applying risk weights to
exposure to sovereign debt. A summary of illustrative risk weights pre-
pared by BCBS (2006) based on S&P credit assessment scheme is shown
in Table 4.5.

The BCBS points out the possible negative incentive effects on the
agencies themselves of a more extensive use of external assessments
(BCBS 1999b). However, the BCBS seems to leave the problem behind
without offering any suggestions about how to deal with potential
negative effects, implicitly expecting each banking regulator to devise
systems to prevent banks from using external assessments in a problem-
atic or mechanical fashion. Meanwhile, the New Accord encourages a
number of arbitrary developments.



Table 4.5 Risk weights used in standardized approach for credit risk in Basel II

Claim Assessment

AAA to AA—- A+ to A— BBB+ to BBB— BB+ to B— Below B— Unrated
Sovereign 0% 20% 50% 100% 150% 100%
Bank option 1 20% 50% 100% 100% 150% 100%
Bank option 2 20% 50% 50% 100% 150% 50%
Bank option 2 20% 20% 20% 50% 150% 20%
(short term)

AAA to AA- A+ to A— BBB+ to BB— Below BB— Unrated
Corporate 20% 50% 100% 150% 100%

AAA to AA— A+ to A— BBB+ to BBB— BB+ to BB— B+ and below, Unrated
Securitization 20% 50% 100% 350%* Deduct from Capital

Notes: *Investors only. Originating banks must deduct from capital.
Source: BCBS (2006).
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Even though the risk weighting for exposures to corporation have
been slightly revised in the new accord, as shown in Table 4.5, the 100
per cent weight for unrated corporations still remains unchanged. In
contrast, the risk weightings for asset securitizations (collateralized debt
obligations) as proposed are more sensitive to external credit ratings.
This proposal may create an externality of enhancing the presence of
major external rating houses in the business of loan securitization and
secondary loan trading. According to the BCBS, the securitization mar-
ket is a global one which is participated in by a significant number of
internationally active banks. Furthermore, asset-backed securities issued
in the international market typically have a credit rating.

According to the Financial Times, up to the final moment there was
a conflict between the US and Germany over the proposals in relation
to two key questions: ‘To what extent external ratings and assessments
should be applied for the calculation of an adequate buffer?” and ‘How
should we deal with commercial mortgages for capital purposes in the
new framework?’ Each regulator was motivated to protect its own prac-
tices in supervising. The final proposal seems to have been reflected
the political conflicts and compromises between the two countries.
The revised consultative paper published in 2001 proposes alterna-
tive approaches — a comprehensive and a simple one. Under the former
approach, the underlying risk exposure is reduced by a conservative
estimate of the value of the collateral (see Cornford 2001, pp. 17-19
for details).

The BCBS does not propose to take the maturity of claims into account
for capital purposes (BCBS 1999b, p. 33). In principle, an exposure to
one borrower with a longer final maturity (for instance, three years)
should be considered more risky than that to another with a shorter
final maturity (for instance, three months) given the two borrowers
have the same credibility. Needless to say, the maturity or remaining
period of claims is an important factor for banks to make decisions for
granting credits.

The BCBS does not take the portfolio effect by concentration or
diversification into account for capital purposes. In portfolio theory, a
portfolio concentrating its investment in particular firms (for example,
granting $100 million each to ten firms) would be considered riskier
than a diversified portfolio (for example, granting $1 million each to a
thousand firms), given these firms have the same credit ranking.

The Basel Accord involves possible effects on regulatory arbitrage
(Cornford 2001), leading to a vicious circle. For instance, the 1988
Accord has given lenders the incentive to arrange collateralization with
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securities or getting guarantees by selected OECD public-sector entities
for reducing the risk weights of their exposures.

These types of arbitrage, in turn, led the BCBS to expand the scope of
application of the Accord so that it could capture residual risks. However,
the New Accord unavoidably becomes a source of new opportunities for
arbitrage, in particular, in the field of loan securitization or credit deriva-
tives. The BCBS recognizes, on the one hand, that asset securitization
can serve as an efficient way to redistribute credit risks of a bank to other
banks or non-bank investors. On the other hand, the BCBS is concerned
with some banks’ use of structured financing or asset securitization
to avoid maintaining capital commensurate with their risk exposures.
Therefore, BCBS proposes to revise the Accord that makes use of rat-
ings by eligible external credit assessment institutions for setting capital
charges for asset securitizations (see Table 4.5). The BCBS proposes risk
weights for claims on securitization tranches that may result in a special
purpose vehicle issuing papers secured on a pool of assets (BCBS 1999b,
p- 36). The BCBS also claims that bank guarantees in the form of credit
derivatives have gained widespread usage. These developments have had
important effects on the credit risk profile of many banks (BCBS 1999b,
p- 42). This is a never-ending vicious circle. Although the regulation has
an aspect of encouraging financial innovation in mitigating and hedging
risks, more accuracy would be at the cost of more complexity.

4.4 Changes in the financial structures through the 1990s:
Comparative financial structures of Japan and the US

Does Japan have a large and diversified base of investors to sustain an
Anglo-American financial system? To what extent is it possible to devolve
the tasks of financial intermediaries that have traditionally been under-
taken by Japanese banks? Here, we discuss how the demand for a ‘level
playing field’ (see section 3.2) — the deregulation of deposit rates and
financial commissions — have changed Japan'’s financial structure. We dis-
cuss this issue mainly using the empirical data provided by the BOJ, titled
‘Japan’s Financial Structure — a Perspective using Flow of Funds Accounts’
(BOJ 2000). Their analysis of the Flow of Funds Accounts (FFA)’ is very
informative for comparing features of the financial structures of Japan
and the United States through the 1990s (see also Suzuki 2002).

4.4.1 Comparison of household preferences in portfolio selection

Throughout the 1990s the household sector has been the largest fund
provider in Japan. Table 4.6 shows that the outstanding financial assets



Table 4.6 Financial assets held by households (comparison between Japan and the US)

Category of financial assets March-1990 March-2000 March-2007
Japan

Currency and deposits 449 (48.5%) 748 (53.8%) 775 (52.9%)
Bonds 69 (7.5%) 57 (4.1%) 36 (2.5%)
Investment trusts 36 (3.9%) 35 (2.5%) 63 (4.3%)
Shares and other equities 123 (13.3%) 117 (8.4%) 128 (8.7%)
Insurance and pension reserves 191 (20.6%) 384 (27.6%) 403 (27.5%)
Others 57 (6.2%) 49 (3.5%) 59 (4.1%)
Total (Trillion yen) 926 (100.0%) 1,390 (100.0%) 1465 (100.0%)
USA

Currency and deposits 3.3 (22.8%) 4.4 (13.2%) 7.3 (14.7%)
Bonds® 1.8 (12.4%) 2.9 (8.7%) 4.8 (9.7%)
Investment trusts® 0.5 (3.5%) 2.7 (8.1%) 4.9 (9.8%)
Shares and other equities® 5.0 (34.2%) 12.8 (38.7%) 17.6 (35.4%)
Insurance and pension reserves? 3.7 (25.3%) 10.0 (30.1%) 14.4 (29.0%)
Others 0.3 (1.7%) 0.4 (1.1%) 0.7 (1.4%)
Total (US$ Trillion) 14.6 (100.0%) 33.2 (100.0%) 49.8 (100.0%)
Notes:

2includes Open-market paper, Treasury securities, Agency and Government-sponsored

enterprises-backed securities, Municipal securities, Corporate and foreign bonds, Mortgages

bMutual fund shares
¢ Corporate Equities, equity in noncorporte business
dLife insurance reserves, Pension fund reserves

Source: Author based on BOJ 2000, Statistical Year Book 2010, Federal Reserve statistical releases
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held by the household sector increased from ¥926 trillion at the end of
March 1990 to ¥1,390 trillion® at the end of March 2000.

A salient feature of the breakdown of household holdings is that
most holdings are ‘safety assets’ such as currency and deposits, while
the weight of ‘risk assets’ such as shares, equities and securities was
small. This effectively reflects the risk-averse preferences of households
in portfolio selection. Noticeably, their risk aversion has intensified
throughout the 1990s. The weight of ‘safety assets’ rose from 48.5 per
cent (¥449 trillion) to 53.8 per cent (¥748 trillion) and the weight of
‘risk assets’ declined from 24.6 per cent (¥228 trillion) to 15 per cent
(¥209 trillion); these changes are influenced in part by the decline in
the market value of shares that followed the fall in stock prices. The
BOJ (2000) analysis using flows of financial investment in each fis-
cal year shows that a majority of household savings was in currency
and deposits (including postal savings) and insurance and pension
reserves.

In contrast, in the US, the weight of ‘safety assets’ was small while that
of ‘risk assets’ was large. Notably, during the 1990s, the weight of safety
assets was declining (from 22.8 per cent of the total financial assets to
13.2 per cent) and the weight of risk assets increased (from 50.1 per cent
to 55.6 per cent). This could have been due in part to changes in the
valuation of stock markets. However, we should take into consideration
that the rate of increase in ‘currency and deposits’ (approximately 33.3
per cent, from $3.3 to $4.4 trillion) was relatively marginal in com-
parison with the growth of total assets (approximately 2.27 times, from
$14.6 to $33.2 trillion). This is, at least, a sharp contrast with Japanese
households’ risk-averse portfolio selection. Furthermore, we should note
that the risk preference of portfolio selection by Japanese households
also remained unchanged, although the ‘Big Bang’ financial reform (see
section 6.2) aimed to respond to the rapidly ageing society by redeploy-
ing the funds held by households and transforming from an indirect
financing system to a direct financing one (see section 6.6). We will
discuss this in chapter 6.

4.4.2 Changes and features of financial intermediation structure

The BOJ classifies financial intermediaries into three distinct
categories:

1 Depository corporations including banks, post offices and collectively
managed trusts,
2 Insurance and pension funds, and
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3 Other financial intermediaries including securities investment trusts,
non-banks, the Trust Fund Bureau and government financial
institutions.

Looking at the liability composition of financial intermediaries shown
in Table 4.7, depository corporations continue to represent a large share
of financial intermediaries in Japan (BOJ 2000), although their weight
has declined over ten years (from 60.1 per cent at the end of March
1990 to 51.7 per cent at the end of March 2000). However, the weight
of deposits with depository corporations to total financial liabilities
remains almost unchanged throughout the 1990s (ranging between
37.1 per cent and 36.9 per cent). The weight actually increased to 40.0
per cent as at the end of March 2004. In contrast, in the US, depository
corporations used to be the largest financial intermediary ten years ago
(at 37.0 per cent), but declined to become the least important (21.5
per cent), in accordance with a sharp decline in deposits as a source of
funding.

On the asset side, Table 4.8 shows that the weight of ‘loans’ (deposi-
tory corporation’s loans, insurance and pension funds’ loan, and other
financial intermediaries’ loans) to total assets of financial intermediaries
remains over half of assets (54.4 per cent at the end of March 1990 and
51.2 per cent at the end of March 2000) in Japan. However, the weight
of loans in depository corporations declined over ten years (from 31.1
per cent to 24.5 per cent), while the weight of loans in other financial
intermediaries, particularly in public financial institutions, increased
from 20.1 per cent to 23.4 per cent. According to the BOJ (2000), the
weight of public financial institutions in terms of the outstanding
assets of financial intermediaries increased from 15.4 per cent at the
end of March 1990 to 22.0 per cent at the end of March 2000. By and
large, governmental financial institutions rely for their funding on
deposits with the Trust Fund Bureau which are in turn transferred from
Postal Savings. In contrast, in the US, the weight of loans in depository
corporations declined over the past ten years (from 22.7 per cent to
12.8 per cent), while the weight of shares and other equities of other
financial intermediaries and insurance and pension funds increased
(from 10.6 per cent to 27.0 per cent).

In summary, the above discussion shows that during the 1990s, the US
intensified its ‘securities-based’ financial structure, while the financial
structure in Japan continues to rely on indirect financing. For the past
decade in the US, the weight of other financial intermediaries such as
non-banks’ and securities investment trusts has been increasing rapidly



Table 4.7 Liability composition of financial intermediaries (comparison between Japan and the US)

Categories of financial institutions

March 1990

March 2000

Japan
Depository corporations
Deposits
Borrowings
Bonds
Shares and other equities
Insurance and pension funds
Insurance and pension reserves
Other financial intermediaries
Deposits with the Trust Fund Bureau
Borrowings
Bonds
Investment trusts
Shares and other equities

us
Depository corporations
Deposits
Borrowings
Bonds
Insurance and pension funds
Insurance and pension reserves
Other financial intermediaries
Borrowings
Bonds
Investment trusts

JPY 1,357 Trillion (60.1 %)
37.1%

8.4%

5.8%

4.9%

JPY 220 Trillion (9.7%)
8.5%

JPY 681 Trillion (30.2%)
10.2%

11.8%

3.2%

2.3%

1.2%

March 1990

$4.8 trillion (37.0%)
27.5%

3.5%

1.6%

$4.2 trillion (32.6%)
21.0%

$4.0 trillion (30.4%)
1.9%

17.1%

8.5%

JPY 1,528 Trillion (51.7%)
36.9%

7.3%

4.2%

1.7%

JPY 422 Trillion (14.3%)
13.0%

JPY 1,005 Trillion (34.0%)
15.0%

10.9%

3.0%

1.9%

1.4%

March 2000

$7.4 trillion (21.5%)
13.2%

4.0%

0.9%

$11.6 trillion (33.5%)
29.5%

$15.6 trillion (45.0%)
2.8%

19.8%

18.9%

Source: BOJ 2000; Chart 18, etc.
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Table 4.8 Asset composition of financial intermediaries (comparison between Japan and the US)

Categories of financial institutions

March 1990

March 2000

Depository corporations
Currency and deposits

Deposits with the Trust Fund Bureau

Loans

Bonds

Shares and other equities
Insurance and pension funds

Loans

Bonds

Share and other equities
Other financial intermediaries

Loans

Bonds

Shares and other equities

us
Depository corporations
Loans
Bonds
Insurance and pension funds
Loans
Bonds
Shares and other equities
Other financial intermediaries
Loans
Bonds
Shares and other equities

JPY 1,317 trillion (58.1%)
6.6%

58%

31.1%

7.0%

3.3%

JPY 273 trillion (12.0%)
3.2%

2.6%

3.8%

JPY 677 trillion (29.9%)
20.1%

4.3%

3.2%

March 1990

$4.9 trillion (35.0%)
22.7%

7.2%

$4.4 trillion (31.5%)
3.2%

15.3%

7.4%

$4.7trillion (33.5%)
15.8%

10.8%

3.2%

JPY 1,521 trillion (51.3%)
5.0%

8.7%

24.5%

8.4%

2.2%

JPY 450 trillion (15.2%)
3.3%

6.3%

2.6%

JPY 995 trillion (33.5%)
23.4%

52%

1.5%

March 2000

$7.6 trillion (20.8%)
12.8%

4.4%

$12.1 trillion (33.2%)
1.3%

13.1%

15.5%

$16.8 trillion (46.0%)
15.6%

13.3%

11.5%

Source: BOT 2000: Chart 19, etc.
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in comparison with traditional depository corporations. In contrast,
throughout the 1990s in Japan, although the weight of depository cor-
porations has declined slightly, the public sector such as postal savings
and public financial institutions as financial intermediaries absorbed
‘safety’ funds from the households sector. The critical feature of Japan'’s
financial structure is thus that while there is a huge surplus of ‘safety’
funds, there is a scarcity of ‘risk’ funds due to the risk aversion of the
household sector in Japan. This is in sharp contrast with the financial
structure of the US.

4.4.3 Structural problems in Japan’s financial structure

The most important problem related to the Japanese financial structure
is that the preference in portfolio selection by the Japanese household
sector, the largest provider of funds, remained risk averse during the
1990s, and the financial structure continued to rely on indirect financing.
Therefore, Japanese banks still need to transform the savings of risk-
averse Japanese households into long-term investments. However, this
long-term intermediation is possible only if Japanese banks could have
developed their monitoring capacities to meet the challenges of new
monitoring responsibilities as Japanese firms approached the technol-
ogy frontier. In addition, Japanese banks could play this function only if
they could simultaneously meet short-term portfolio quality conditions
under the Basel Accord (see section 4.3). This condition was required
after deregulation and made it difficult for Japanese banks to perform
their traditional role of converting funds from risk-averse savers into
long-term industrial investments.

The structural problem we want to focus on here is that if Japanese
bank managers were to succeed in their attempt to adjust to a securities-
based financial system, they would require a sufficient and diversified
base of ‘risk’ fund providers in the Japanese household sector. While
Japan clearly had a huge surplus of ‘safety’ funds such as currency and
deposits, there were few providers of ‘risk’ funds such as shares, equi-
ties and securities that is required for incubating new enterprises and
industries. Unsurprisingly, their strategy of pursuing fee-based business
opportunities related to investment banking or fund management with-
out the preconditions of a thriving stock market driven by other types
of investors ultimately proved to be futile. The case study of LTCB's
gradual decline is instructive in this respect (see chapter 5). Indeed, the
badly planned and imprudent transition towards an Anglo-American
securities-based system was a crucial contributor to Japan’s deepening
financial slump because it did not address the problems of financial
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disintermediation without which the recovery of the real economy was
unlikely.

At a macro level, the transition to the securities-based and arm’s-
length Anglo-American mode of monitoring underestimated the impact
of the abandonment of the role of Japanese banks as financial interme-
diaries. In turn, this could only be sustained if the traditional role of
Japanese banks as monitors of flows and allocations of funds could be
maintained and strengthened in the traditional Japanese indirect financ-
ing structure. As referred to earlier, Japanese banks have been allocating
funds mainly in the form of bank loans that have historically contrib-
uted to around 90 per cent of total corporate financing in Japan (accord-
ing to Cabinet Office 2003, the loans outstanding in 2002 provided by
the Japanese banks decreased to 82 per cent of the outstanding amount
in 1991). The FFA (BOJ 2000) shows that the non-financial sector still
remains the largest net debtor on a stock basis, with outstanding assets
in the non-financial corporations sector standing at ¥739 trillion and
outstanding liabilities at ¥1,469 trillion as of March 2000. On a flow
basis, the FFA (BOJ 2000) shows a financial surplus in non-financial
corporations amounting to ¥21.7 trillion in fiscal 1999. According to
the BOJ, real investment in plant and equipment remained restrained in
1999 despite the recovery in corporate profits. Surpluses were used for
debt repayments and investments in financial assets. The breakdown of
liabilities shows that borrowings (loans) were ¥566 trillion while shares
and other equities amounted to ¥500 trillion.? Interestingly, indus-
trial securities (the total of corporate bonds, commercial papers and
external securities issued by residents) accounted for a relatively small
share — ¥78 trillion (BOJ 2000).

On the one hand, the accumulated NPL, which may still not be fully
provisioned, have partly hampered the effective flows and allocations
of resources for new industries and projects. The IMF (2000) estimated
that the true extent of cumulative bad loans of the 17 major banks
totalled about ¥65 trillion as at March 2000. The uncovered losses were
estimated to be within a range of ¥6.2 trillion (baseline) to ¥21.2 trillion
(severer case).” Reportedly, the outstanding NPL held by the 11 major
banks (including Resona Bank but excluding Shinsei Bank and Aozora
Bank) amounted to ¥26.8 trillion as of March 2002, decreasing to ¥20.2
trillion or by 24.4 per cent compared to the previous year (Cabinet
Office 2003).

On the other hand, during the 1990s, there was something of a decline
in the weight of depository corporations as financial intermediaries in
Japan. The decrease in the demand for funds in the private non-financial
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corporations sector could be attributed not only to the overhang of the
financial crisis but also to the cautious lending attitude on the part of the
Japanese banks. In particular, the credit rationing that caused a public
outcry from the second half of fiscal 1997 to the first half of fiscal 1998
coincided with a change in the mode of screening and monitoring by
Japanese banks. This change was led in part by the Basel Accord under
which the role of Japanese banks as long-term intermediaries and moni-
tors was redefined through the requirement of meeting strict short-term
portfolio quality conditions. Thus, the failure to develop and institution-
alize financial intermediation routes appropriate for mediating the risk-
averse funds from the Japanese household sector to new ventures and
industries contributed to the Japanese financial crisis, and prolonged the
associated economic stagnation. It is worth noting that loans by public
financial institutions, adding postal life insurance to public financial
institutions, showed high growth throughout the 1990s. The loans by
public financial institutions were channelled to: (1) central government
(¥42.5 trillion, 13.9 per cent); (2) local government (¥58.3 trillion, 19.1
per cent); (3) public non-financial corporations (¥67.4 trillion, 22.1
per cent); (4) private non-financial corporations (¥46.4 trillion, 15.2 per
cent); and (5) households sector (¥90.8 trillion, 29.7 per cent). Their
portfolio selection has been conservative hitherto. Meanwhile, in the
general government sector, the financial deficit expanded from fiscal
year 1993. Further research may be necessary to examine how the loans
from public financial institutions have been used to incubate new indus-
tries. Reportedly, the outstanding loans of Japanese SME with limited
access to capital markets decreased from ¥34S5 trillion in 1998 to ¥260
trillion in 2003 (SMEA 2004; see also Figure 1.2).

Many gigantic private equity funds owned by US investment banks or
non-banks such as GE Capital or Ripplewoods have shown an interest
in investing in Japanese venture firms and distressed firms, targeting
management buyouts and looking for capital gains from restructur-
ing. However, to what extent can we expect them to take over the role
of long-term intermediaries channelling Japanese household savings
into infant industries? Rodrik (1997) points out that ‘globalization’ is
exposing social fissures between those with the skills and mobility to
flourish in an unfettered world market — the apparent ‘winners’ — and
those without such attributes. The former category includes owners of
capital and many professionals, who are free to place and retrieve their
resources to maximize their returns. Their long-term commitment to
solving the structural problems of particular financial markets cannot
be relied on to any great extent.
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4.5 Concluding comments

This chapter argued that Japanese banks naively adopted the Anglo-
American ‘rules-based’ approach to the management of credit risk in
the face of new challenges of monitoring ‘frontier firms’ and the pres-
sure on rents as a result of the internationalization of financial markets.
The neoclassical arguments for the adoption of Basel-type pragmatism
and the adoption of Anglo-American financial norms assume wrongly
that such systems have a universal validity. However, for a number of
structural reasons, this prescription was not only inappropriate, but also
contributed to the deepening of Japan’s prolonged financial and eco-
nomic slump. First, the structure of the Japanese financial market was
not appropriate for the redefinition of the financial tasks of banks away
from the intermediation of household savings into long-term industrial
financing. Secondly, this meant that Japanese institutional lenders had
to adapt and learn to manage uncertainty in a context in which these
tasks could not be privatized to a large and heterogeneous body of risk-
absorbing investors. In such a context, the ill-planned transition to the
Anglo-American approach to the management of credit risk, without
institutional preconditions for diversifying risk and uncertainty, served
only to deepen Japan’s structural failures in financial intermediation
and monitoring activities.

Of course, some risk management instruments are necessary as
economies become more complex, but the rules-based assessment of
credit risks under the Anglo-American system does not appear to have
a universal applicability. Indeed, important and valuable components
of the Japanese traditional mode of allocating financial resources to
new enterprises and industries have been lost in the ill-planned tran-
sition to an Anglo-American financial system. If Japanese banking
regulators and bankers had sought to preserve these elements of the
traditional system, perhaps in a modified form, some of the difficulties
encountered by the Japanese economy, and in particular its financial
markets, might have been less severe. This leads to the following
questions:

1 Given that it is extremely difficult to adapt the Anglo-American
monitoring system to the structure of financial markets in Japan, it
is very unlikely that Japan will achieve a smooth transition to the
Anglo-American mode of monitoring. But at this stage, can Japan
resuscitate aspects of its traditional banking system in order to
address these issues?
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2 1If Japan cannot return to the traditional mode of monitoring, will it
be able to find a better alternative mode? Why have participants in
the convoy system failed to identify alternatives, in spite of the fact
that during the post-war period the system used to work effectively
for the allocation of financial resources for reconstruction?

Based on our discussions in this and earlier chapters, our response to
question 1 is not straightforward. In the period when the Japanese
economy was still catching up in terms of its technological capability,
one important component of the screening and monitoring activity
of Japanese banks was simply to monitor the managerial ability and
efforts of the borrowing firm to absorb technology and improve on the
engineering know-how that was largely developed overseas. During this
period the assessment of the commercial and engineering values of an
emergent technology per se was less important for banks. The lender’s
confidence in the borrower’s credibility depended more upon whether
the borrower would put in full effort or shirk. This information could
be provided through the dense participation networks that the main
bank established as a quasi-insider. Not only did this information allow
main banks to select firms for lending, but it also made it very difficult
for the borrower to shirk on its duties. However, in the ‘frontier econ-
omy’ when more Japanese industries were reaching the international
technology and marketing frontier, their business and investment was
increasingly exposed to fundamental uncertainty. As more and more
of the investments and R&D activities of firms were decided under
conditions of uncertainty, the main banks were also exposed to greater
fundamental uncertainty. Even if the main bank is deeply involved as a
quasi-insider in the operation of the firm, it cannot mitigate the prob-
lems caused by fundamental uncertainty associated with investments
in innovations to the same extent as it could during the catching-up
period. In this respect, sticking to the traditional mode of monitoring
or trying to resuscitate it would be futile.

However, it is possible that network monitoring could have been
adapted to deal with a higher level of fundamental uncertainty if main
banks had a better understanding of the problem and adapted to the
situation by investing in different innovative trials with the expectation
that only some would be successful. This would have meant restruc-
turing margins with the assistance of regulators to allow higher aver-
age margins to deal with some failed trials, rather than attempting to
compensate for lower margins by expanding the volume of low-margin
business. The great advantage of such an evolutionary development



Environmental and Institutional Changes 117

would have been that it would build on Japanese banking strengths
and, in addition, would have been consistent with the requirements of
intermediation in the Japanese economy.

Our response to question 2 is more pessimistic. Although a full and
successful transition to the Anglo-American system is hardly to be
expected, the cost to Japan of abandoning the experiment must now
be judged extremely high. The problem faced by Japan is caused not
only by the inefficiency of the existing system (technically the higher
transaction costs of this system) but also by the higher transition costs
of transforming to an alternative system. In this regard, we would say
that Japan suffers from all the symptoms of ‘transition failure’. Not only
formal institutions but also informal ones are of significant importance
when we want to explain the direction and pace of institutional change.
We will discuss the issues of transition in chapter 7.



S

The LTCB Collapse: A Case Study

5.1 Introduction

What effect did the change in the economic environment surround-
ing the Japanese financial and monitoring system actually have on
the economic performance of Japanese banks? As we said in chapter 1,
in the 1980s, Japan's financial system — and, in particular, its banking
system — was the world’s largest. Nine of the world’s top ten banks in
terms of total loan assets were Japanese, including the Long-Term Credit
Bank of Japan, Limited (LTCB). In contrast, its ‘bank-led’ financial
system slipped into a deep slump in the 1990s from which it has yet to
recover at the time of writing. The LTCB collapsed in October 1998.

The LTCB collapse demonstrates important features of the crisis
affecting the Japanese banking system in general. This case study exam-
ines the change in the profitability and financial position of the LTCB,
aiming to improve the link between theory and empirical data.

A chronology of events related to the LTCB!

1897: The Nippon Kangyo Bank is created by the Japanese government
to help Japan'’s catch up with the West in the Meiji era.

1952: The United States hands power back to the Japanese government.
The Ikeda council draws up a post-war financial plan, including
the creation of the long-term credit bank system. In December
the LTCB is created out of part of Nippon Kangyo Bank.

1953: Japan'’s period of high economic growth begins.

1973: The oil shock slows growth; LTCB steps up its overseas
expansion.

1975: The Japanese government starts to create a bond market in Japan,
effectively undermining the old long-term credit banking system.
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LTCB draws up a reform plan calling for the bank to move
away from traditional lending to new investment banking
businesses.

The yen strengthens after the ‘Plaza Accord’. Japan'’s asset price
‘bubble’ becomes entrenched.

LTCB is ranked ninth largest in the world in terms of total
assets.

LTCB moves to lavish new headquarters.

The government uses public money to rescue Tokyo Kyowa and
Anzen, the first such step in Japan since the Second World War.
The ensuing scandal by the over-lending to the EIE group forces
the LTCB president to resign.

The Hashimoto cabinet unveils ‘Big Bang’ reforms to make the
Tokyo markets ‘free, fair and global’.

The government tightens fiscal policy, pushing the economy
bank into recession.

Asian financial crisis begins.

The financial system experiences its first serious turmoil and
Hokkaido Takushoku, Sanyo Securities, and Yamaichi collapse.
The Asian financial crisis intensifies.

Rumours about LTCB’s problems triggers a share price collapse
in Japan.

A merger plan with Sumitomo Trust for rescuing LTCB is finally
rejected.

LTCB collapses and is nationalized.

The government appoints Goldman Sachs to find a new owner
for LTCB.

The government announces that LTCB is to be sold to the
Ripplewood group.

Ripplewood takes control of LTCB. The bank changes its name
to Shinsei Bank.

5.2 Changes in the LTCB’s profitability

Here, it is worth noting that long-term credit banks such as the IB]
and LTCB played an instrumental role in the qualitative, personalized
and intensive ex ante monitoring that allowed accelerated industrial
development through long-term lending. In the post-war period
when Japan’s economy was taking off, the weight of funding by
long-term credit banks and financial institutions including the Japan
Development Bank (JDB) reached a peak of over 50 per cent of all new
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investments in 1955. During the 1950s, JDB loans were concentrated in
public utilities, in particular, electric power and marine transportation.
Loans for these two industries accounted for 83 per cent of JDB’s total
outstanding loans at the end of fiscal year 1960 (Aoki 1994, p. 114).
Among the industries targeted by the JDB and IB], electrical power
occupied a particularly strategic position in Japan’s takeoff period.
Even in the subsequent period of rapid growth until the mid-1980s, its
share remained over 25 per cent. Meanwhile, the share of city banks in
total investment lending has also been increasing since the mid-1960s
(Aoki 1994, p. 115).

According to Aoki, the ex ante monitoring by traditional Japanese
city banks was complemented in critical ways by government financial
institutions and long-term credit banks. In particular, the IBJ’s capacity
of offering industrial-strategic and engineering-related judgements
improved the city banks’ capacity as co-financiers in a de facto consor-
tium to assess the managerial competence of their client firms. At the
height of the main bank system, many Japanese firms maintained good
relationships not only with the main bank selected within city banks
(or sometimes regional banks) from whom they borrowed their working
capital, but also with long-term credit banks from whom they borrowed
their long-term investment funds (Aoki et al. 1994, pp. 33-5).

Aoki emphasizes that the ex ante monitoring capacity of city banks
was nurtured at the beginning of the high-growth period within a
government-industry-bank framework for coordinating the investment
decisions of strategic industries. Once a development path was established,
investment decisions by the industry and credit decisions by the banking
sector were increasingly decentralized. The inter-industry and intertem-
poral complementarities among strategic investments made investment
in strategic industries more profitable and less risky. The other private
financial institutions, composed of insurance companies, trust banks and
banks for small businesses, excluding ‘non-bank’ financial institutions,
supplied relatively large shares of equipment funding during the above
period. For trust banks and insurance companies too, monitoring tasks
were delegated to their main banks (Aoki 1994, p. 114).

As we argued in section 4.2, the ROA achieved by Japanese banks
was already declining since the 1970s, due mainly to severer lending
competition fuelled by ‘internationalization’ and ‘disintermediation’. In
addition, the Japanese government started to create a bond market in
1975, which began to undermine the bank-centred financial system in
which long-term credit banks were privileged to issue the debentures or
bank bonds (see also section 3.4.2).
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Table 5.1 shows the LTCB’s net revenue from the fiscal year 1981
(March 1982) to the fiscal year 1997 (March 1998).2 The gross revenue
(the current revenue) earned by banks, which is equivalent to the total
sales figure in firms, is clearly not appropriate for assessing economic
performance (The bank recorded the gross revenue of ¥1.45 trillion in
FY 1987, an increase of 14.1 per cent in comparison with the previous
year, ¥1.52 trillion in FY 1988, an increase of 5.1 per cent, ¥1.98 trillion
in FY 1989, an increase of 30.2 per cent, and ¥2.21 trillion in FY 1990,
an increase of 11.4 per cent. It is worth noting that the gross revenue
continued to increase steadily until FY 1996, even though the interest
earned from loans was declining since March 1991).

The net interest revenue remained roughly flat from FY 1981 to FY
1985. For responding to financial deregulation (see section 4.2.2), LTCB
retained the Bankers Trust Company as a consultant. This US invest-
ment bank developed the Risk Adjusted Return on Capital (RAROC)
concept in the early 1980s. The LTCB’s Fifth Long-Term Strategic Plan
which was announced and titled as ‘innovative’ in 1985 reflected
the Bankers Trust Company’s strategy, in which the quality of loan
assets should outweigh the expansion of their quantity by effectively
managing financial risks. However, the Sixth plan of 1988 showed a
return to the strategy of expansion of loan assets in domestic market for
maximizing nominal profits.

It was in this context of change that the relation-based non-
algorithmic monitoring style (see section 3.4.1) appeared to wither
after the late 1980s. To compensate for the decline of their ROA and
to maintain their nominal profits, many Japanese banks had to reduce
their monitoring costs or expand their loan assets using leverage.
At the same time, financial deregulation was undermining the foun-
dations of the critical rents that motivated the rent-based mode of
monitoring (see section 4.2.3, 4.2.4). Deposit rate deregulation had
steadily progressed since its initiation in 1984 and was completed in
1994.

In 1986, LTCB changed its credit analysis/approval policy, shifting
the focus from the analysis of cash flow projections to the evaluation
of collateral values. This change reflected: (i) the bank’s consciousness
of losing its effective power to discipline client firms (in particular, the
difficulty of getting borrowers to disclose more information than what
is contained in financial statements); and (ii) the internal demand to
speed up the credit approval process in order to increase loan assets. In
1988, the bank installed computer software that analyzed a borrower’s
financial statements and which gave loan officers warnings based on
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Table 5.1 Changes in the LTCB’s net revenue (Unit: JPY Billion)

Fiscal (1) 2 3 4) (5) (6)
Year Net interest Net fee  Net revenue Other Revenue from Total net
revenue revenue from dealing® revenue’ selling stocks revenue
(1+2+3+4)
FY 1981 108.0 1.3 -4.9 0.9 NA 105.3
FY 1982 126.2 3.1 3.1 1.1 NA 133.5
FY 1983 108.3 5.1 10.4 0.8 NA 124.5
FY 1984 112.1 4.4 4.4 1.2 NA 122.1
FY 1985 120.9 4.9 19.1 1.1 NA 146.0
FY 1986 169.6 2.6 16.7 1.1 NA 190.0
FY 1987 218.4 4.8 4.5 1.2 NA 228.9
FY 1988 169.3 9.5 -63.4 153.1 80.5 268.5
FY 1989 137.4 10.2 -11.4 173.3 144.3 309.5
FY 1990 118.8 14.9 -1.9 136.4 112.9 268.1
FY 1991 151.3 13.4 2.6 178.1 168.8 345.5
FY 1992 152.6 26.7 39.3 86.2 74.0 304.8
FY 1993 73.7 14.9 88.0 292.1 267.0 468.7
FY 1994 50.2 15.5 27.8 456.0 427.5 549.5
FY 1995 96.6 21.5 115.9 468.5 441.2 702.5
FY 1996 179.2 14.9 49.4 346.4 319.8 589.9
FY 1997 178.0 35.0 -1.9 231.8 219.4 4429

Notes: *Mainly composed of income from dealing in treasury bonds. Figure in FY 1997
includes net revenue from financial derivatives. "Mainly composed of realized capital gains
from selling stocks, which is shown separately in (5).

Source: Author, based on LTCB financial statements.

mechanical calculations of financial ratios and earning trends showing
the borrower’s liquidity or profitability based on available documen-
tation rather than the type of intensive interaction and judgement
which could no longer be justified financially. This change in the style
of monitoring was intended in part to avoid the increased monitoring
costs associated with internationalization and disintermediation. The
adoption of the monitoring software may, in turn, have had an adverse
effect on the bank’s capacity to monitor, by giving the impression
that there was no need to preserve or further develop the ‘intuitive’
monitoring skills based on personalized and intensive participation of
bankers in the businesses they financed. Not surprisingly, it was around
this time that the credit policy of focusing on collateral evaluation was
strengthened.

Impact of the bubble economy

Table 5.2 shows the changes in outstanding loan exposures to the top
five sectors in which the LTCB had large loan exposures in March 1998,
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just before it went bankrupt. These are: (1) non-bank financial institu-
tions; (2) real estate; (3) services; (4) manufacturing; and (5) wholesale
and retailers. The share of loan exposure to these five sectors exceeded
78 per cent since 1990. The share of loan exposure to the manufactur-
ing sector, which had exceeded 20 per cent in March 1985, declined
to 9 per cent in March 1998. However, it is worth noting that the
outstanding amount of loans to the manufacturing sector remained at
a certain level (see also Table 4.1).

In contrast, the share of lending going to the non-bank, real estate
and services sectors increased. Additionally, we should note that most of
the loans to non-bank financial institutions were reinvested ultimately
in the real estate sector and real estate companies.

The LTCB'’s net interest revenue jumped in FY 1986, increasing by 40.3
per cent over the previous year. By FY 1987, interest revenue jumped to
¥218.3 billion, a growth of a further 28.7 per cent (see Table 5.1). The
income from employing funds continued to increase until FY 1990,
reaching ¥1,973.8 billion (see Table 5.3). This expansion of lending
business partly contributed to the deepening ‘bubble’ economy that
emerged over this period. As we argued in section 4.2.4, at the root of
this phenomenon was the drive by Japanese banks to expand their loan
assets with leveraging to compensate for the decline of returns in their
traditional activities by moving aggressively into high-yielding (but
risky) loans in the real estate and construction sectors. The net interest
revenue reached a peak in FY 1987. It is noteworthy that even at the
height of the bubble economy LTCB profits coming from net interest
revenue began to decline by FY 1988 (see Table 5.1). The growth rate
of the cost of funds to the bank began to exceed the rate of increase
of income from the funds invested between FY 1988 and FY 1990 (see
Table 5.3). The associated decline in profitability was an important fea-
ture of the final stages of the crisis facing the bank.

We can see that the net interest revenue of the LTCB dropped steeply
in FY 1993, decreasing by 51.7 per cent in comparison with the previous
year (see Table 5.1). In fact, the decline in bank profitability was even
more severe than is suggested by these figures. Our interviews with
key ex-LTCB staff reveals that the bank began to rapidly expand ‘inter-
est swap’ deals, which were a mechanism for transferring incomes to
headquarters using debt-credit transactions between the Head Office in
Japan and overseas branches/subsidiaries of the bank. Table 5.4 shows
that the Head Office enjoyed high net incomes from the interest swap
deals after the 1992 fiscal year, suggesting substantial transfers of profits
from overseas branches/subsidiaries. This implies that the true reduction



Table 5.2 Changes in the share of loan exposures to major sectors

Fiscal Manufacturing Retailers Non-banks Real estate Services
Year Jry Share Jry Share (JPrPy Share Jry Share (JPrPYy Share
billions) (%) billions) (%) billions) (%) billions) (%) billions) (%)

FY 1984 1,959 21.9 935 10.4 1,537 17.2 809 9.0 1,126 12.6
FY 1985 1,931 19.4 958 9.6 1,785 17.9 1,020 10.2 1,449 14.5
FY 1986 1,805 16.6 962 8.9 2,140 19.7 1,306 12.0 1,725 15.9
FY 1987 1,726 14.2 1,115 9.2 2,600 21.4 1,544 12.7 2,099 17.2
FY 1988 1,584 12.1 1,233 9.4 2,878 21.9 1,776 13.5 2,465 18.8
FY 1989 1,503 10.4 1,466 10.1 3,138 21.7 2,029 14.0 3,015 20.9
FY 1990 1,796 11.3 1,717 10.8 3,524 22.1 2,171 13.6 3,314 20.8
FY 1991 1,847 11.1 1,712 10.3 3,747 22.5 2,276 13.7 3,457 20.8
FY 1992 1,943 11.5 1,631 9.6 3,724 22.0 2,284 13.5 3,713 21.9
FY 1993 2,030 11.9 1,587 9.3 4,029 23.6 2,542 14.9 3,341 19.5
FY 1994 1,950 11.6 1,577 9.4 4,027 24.0 2,662 15.9 3,132 18.7
FY 1995 1,858 11.2 1,537 9.3 3,766 22.7 2,748 16.6 3,114 18.8
FY 1996 1,649 10.0 1,414 8.5 4,018 24.3 2,827 17.1 3,043 18.4
FY 1997 1,311 9.0 1,183 8.1 3,704 25.3 2,703 18.5 2,674 18.3

Source: Author, based on the LTCB'’s financial statements.
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of interest revenue in the domestic lending market was much more
severe. The final column in Table 5.4 shows the net interest revenue
excluding the net revenue from the interest swap deals. This shows
how severely the interest revenue in domestic markets had been eroded
between FY 1993 and FY 1995. We can presume that NPL were an impor-
tant contributor to the reduction of interest earnings during the period.

Figure 5.1 shows the change in the spread margin that we estimate as
a ratio of the net interest revenue (see Table 5.1) to the outstanding loan
portfolio (see Table 5.7). The amount of net interest revenue excludes
the net income from interest swap transactions® (see Table 5.4). Our
estimation shows that the spread margin stayed at around 1.5 per cent
in FY 1981-82, and then decreased to around 1 per cent in FY 1984
and 1985 just before the onset of the bubble economy. The margin
increased in FY 1986 and 1987, but then declined in FY 1988 at the peak
of the financial bubble. Afterwards, the margin stayed below 1 per cent
through the 1990s.

According to a survey by BOJ (2001b), the average spread margin
across all Japanese banks in our sample period from FY 1981 to FY 1988
was estimated at 1.74 per cent. One of the unique characteristics of
this survey was that they obtain the lending and fundraising spreads
by splitting the overall margin into two parts using a short-term
money-market interest rate and the 3-month average interest rates on
Certificates of Deposits as the reference rates. According to the survey,

Table 5.3 Changes in interest revenue and funding costs

Fiscal Revenue from employing Funding costs
Year funds

(JPY billions) Change (%) (JPY billions) Change (%)
FY 1987 1,280 8.13 1,062 4.68
FY 1988 1,315 2.71 1,146 7.89
FY 1989 1,725 31.16 1,587 38.55
FY 1990 1,974 14.43 1,855 16.86
FY 1991 1,971 -0.13 1,820 -1.89
FY 1992 1,934 -1.91 1,781 -2.15
FY 1993 1,762 -8.86 1,688 -5.19
FY 1994 1,803 2.33 1,753 3.83
FY 1995 1,994 10.57 1,897 8.23
FY 1996 1,771 -11.18 1,592 -16.1
FY 1997 935 -47.23 757 -52.47

Source: Author based on LTCB’s financial statements.



Table 5.4 LTCB: Interest swap and revised net interest revenue (Unit: JPY Billions)

Fiscal Revenue from Funding Net Interest (Income from (Interest Interest Swap Revised net
Year Employing Funds Costs Revenue Interest Swaps) Swap Cost) profits? Interest Revenue®
FY 1987 1,280.4 1,062.0 218.4 NA NA

FY 1988 1,315.1 1,145.8 169.3 26.7 20.7 6.0 163.2
FY 1989 1,724.9 1,587.5 137.4 48.3 42.0 6.3 131.2
FY 1990 1,973.9 1,855.1 118.8 70.7 79.9 -9.2 128.0
FY 1991 1,971.3 1,820.0 151.3 169.4 174.5 -5.1 156.4
FY 1992 1,933.6 1,780.9 152.6 332.3 301.7 30.7 122.0
FY 1993 1,762.2 1,688.5 73.7 433.7 384.5 49.2 24.5
FY 1994 1,803.3 1,753.1 50.2 483.2 440.3 429 7.3
FY 1995 1,994.0 1,897.4 96.6 841.0 778.5 62.5 34.1
FY 1996 1,771.0 1,591.8 179.2 858.3 846.7 11.6 167.6
FY 1997 934.6 756.6 178.0 190.4 170.3 20.1 158.0

Notes: Interest Swap Profit = Income from Interest Swaps — Interest Swap Cost. PRevised net Interest Revenue = Net Interest Revenue — Interest Swap
Profits.
Source: Author based on LTCB's financial statements.
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0.13 per cent of the margin was the lending spread and 1.61 per cent
was the fundraising spread, jointly contributing to the average overall
margins of 1.74 per cent on average during FY 1981-FY 1988. This
result shows that Japanese banks in the 1980s were not yet pricing in
order to ensure an appropriate lending spread in accordance with the
appropriate credit risk. Rather, their profitability relied more on the
‘rents’ that existed due to prevailed control on the ceiling of deposit
interest rates.

Although the coupon rate of the debenture and bond that long-term
credit banks could issue to raise funds was somewhat higher than the
deposit rate offered by ordinary commercial banks, the fundraising spread
contributed substantially to the LTCB’s net interest revenue. Our argu-
ment is that the decline in the fundraising spread due to the deregulation
of deposit interest rate control in the mid-1980s created incentives for
Japanese banks to seek other rent opportunities. As mentioned eatrlier,
the funding cost for the LTCB, and for Japanese banks in general, was
growing during the emergence of the financial bubble. Their expansion
of lending to the real estate and construction sectors were precisely
the rent-seeking activities through which they sought to increase their
interest incomes and spread margins. Seeking these rents by banks sub-
stantially contributed to the creation of the financial bubble. Thus, the
LTCB, like many other Japanese banks, expanded its loan exposures to
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Figure 5.1 Changes in the estimated spread margins (net interest revenue/
outstanding loans X 100)
Source: Author based on LTCB's financial statements.
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riskier projects as funding costs increased, squeezing the rents they could
earn on the side of fundraising. Meanwhile, the change in monitoring
strategy that shifted away from the intensive analysis of feasibility, profit-
ability and expected cash flows to the evaluation of the value of collateral
was deeply related to the rapid growth of NPL in the LTCB. The failure of
Japanese banks to effectively screen and monitor their loans was crucial
for explaining the rapid accumulation of NPL during this period.

5.3 Responses to the collapse of the financial bubble

According to Fujii (2000), when Katsunobu Onogi became the last
president of the pre-nationalization LTCB in 1995, he announced three
new pillars of the LTCB's corporate strategy: (1) to strengthen the bank'’s
profit base through seeking higher rates of return on assets rather than
expanding the asset base; (2) to expand its business in Asia, where there
was an expectation of rapid economic growth; and (3) to earn profits
from the securities, dealing and financial derivative businesses in which
the bank had invested a great deal. From 1995, the bank also increased
reserve provisions for possible loan losses and sought to write off NPL.
However, despite these efforts, the bank failed to create an alternative
profit base to compensate for the decreasing profits as a result of the
declining margins on fundraising. The LTCB attempted to survive by
going into a strategic alliance with the Swiss Banking Corporation (SBC)
announced in July 1997 in order to strengthen its profit base in the
investment banking business. At the same time, the LTCB hoped to get
finance from SBC to ease its liquidity problem. However, this attempt
failed. Figure 5.2 shows the changes in LTCB’s current profits.

Attempts to strengthen the interest profit base

To make matters worse, the LTCB’s attempts to improve its credit policy
and its rate of return on its loans coincided with the gradual implementa-
tion of the 1988 Basel Accord, which began to be implemented since FY
1993. The Accord gave Japanese lenders new ways of managing risk, but
in ways that also turned out to have damaging effects. For instance, it cre-
ated incentives for collateralization of loans using securities or guarantees
by selected OECD public sector entities as a way of reducing the risk
weights of their exposures (see section 4.3). The financial statements of
the LTCB show that the share of loans whose security was ‘guaranteed’
in these ways increased as shown in Table 5.5. These loans contributed
to maintaining the return on risk-weighted assets. However, these
loans’ contribution to strengthen the profit base was limited because
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Figure 5.2 Changes in current profits
Source: Author, based on LTCB’s financial statements.

the spread margins (earned profit) of these guaranteed loans were very
thin, reflecting the guarantor’s high credibility. Meanwhile, the LTCB
increased the percentage of outstanding loans to SME since the late 1980s
(see Figure 5.3. See also see section 4.2.1). These loans were expected
to bring in relatively higher margins. The net interest revenue of the
LTCB increased in FY 1996 and 1997 partly because of these measures
(see Table 5.1). Nevertheless, in its financial statement for FY 1997, the
LTCB reported that it suffered an accumulation of NPL that amounted to
¥1,378.5 billion on a newly applied criterion for loan classification.

Loan business in Asia

According to ex-LTCB staff interviewed by the author, it was around
the mid-1990s when the LTCB's International Credit Division initiated
the preparation and adoption of its new credit policy and procedure.
A key component of this was the introduction of a codified assess-
ment procedure (a computer software package) that enabled the bank
to measure credit risks based upon EDF and the assessments of external
rating agencies that were applied to its internal business. Initially, the
LTCB'’s marketing and loan syndication staff, in particular those in Asian
loan syndication markets where Japanese banks played a major role,
resisted the codified assessments. This was because the risk-weighted
spread margin recommended by the software package was much higher
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Table 5.5 Share of LTCB loans whose security is ‘guaranteed’

Fiscal Year Amount (JPY Million) Share (%)
FY 1990 2,641.6 13.91
FY 1991 2,676.7 13.76
FY 1992 2,675.5 13.86
FY 1993 2,771.5 14.47
FY 1994 2,793.1 14.79
FY 1995 3,392.8 17.87
FY 1996 3,873.5 20.54
FY 1997 3,274.6 20.77

Source: NEEDS, LTCB’s Annual Reports.
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Figure 5.3 Percentage of outstanding loans to small-middle sized corporations
Source: Author based on LTCB's financial statements.

than the market would support in 1996 and 1997. However, the codified
assessment based upon the EDF provided by Standard & Poor’s and
Moody’s gradually became the benchmark in meetings for negotiating
loan spreads or security conditions.

Also according to ex-LTCB staff, the projected earnings from partici-
pating in syndicated loans as a loan provider did not cover the required
risk-weighted spread as calculated by the codified assessment. However,
Japanese banks were keen to seek the business opportunities as arrang-
ers or agents in loan syndication. This business had mainly been under-
taken by major US or European banks prior to that time and these banks
had enjoyed greater fee incomes with a relatively smaller loan exposure.
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The 1997-98 Asian Financial Crisis also played a critical role in chang-
ing the lending behaviour of Japanese banks from one of being major
loan providers for long-term investments in Japanese industry to one
of seeking fee incomes for improving ROA using more streamlined loan
assets.

Net fee revenue and net revenue from dealing

Japanese banking insiders knew that the LTCB was the leading Japanese
bank in terms of pursuing the strategy of seeking greater fee incomes
from its investment banking business. However, it seems that the LTCB
was not sufficiently successful in expanding its investment banking busi-
ness. Its net fee revenue did not reach a level that could contribute to
reverse the pressures on the bank’s profitability.

A major part of the bank’s net revenue from dealing (see Table 5.1)
came from dealing in government bonds. Approximately 85 per cent of
the revenue on average depended upon dealing in government bonds
(including trading and redemption profits/losses) since 1988. The only
exception was in FY 1990 when the revenue from dealing in foreign
exchanges contributed around 50 per cent of the total revenue from
dealing in that fiscal year.

The LTCB began to implement the strategic prioritization of its deal-
ings business since the mid-1980s and soon became the leading bank
dealing in government bonds. The bank recorded net profits from
dealing of ¥17,125 million for FY 1983, ¥12,831 million for FY 1984
and ¥16,969 million for FY 1985. However, in spite of increasing the
volume of its dealing business, profitability declined to ¥4,453 million
in FY 1986 and ¥7,363 million in FY 1987. Then the bank recorded a
loss of ¥53,884 million in FY 1988 and a loss of ¥21,498 million in FY
1990 in its dealing business (see Figure 5.4).

The third column in Table 5.6 shows the yield on the barometer ten-
year government bond that was secondarily traded and listed in the Tokyo
Stock Exchange. The last column shows the year-to-year change in the
bond yield. The decreasing bonds yields imply an increasing bond price.
During 1984 and 1987, decreasing bond yields reflected falling market
interest rates. From around FY 1986-1987, the interest rate began to
rebound, resulting in falling bond prices. In this underlying context, LTCB
started making losses in its bond dealing operations from FY 1988.

In the fiscal year 1990, although the bank lost ¥21,498 million in its
bond dealing, the trend changed to one of falling market interest rates,
leading to an increase in bond values. During the fiscal year 1989-90,
the MOF began to implement a lending ceiling to the real estate sector
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and the BOJ began to adopt a tighter monetary policy in order to restrain
the price inflation of stocks and real estate. The tight monetary policy
induced a bearish mood in the bond market. Overall, healthy bank rev-
enue from dealing in government bonds depended on increasing bonds
prices. In other words, the bank’s capacity of controlling and managing
the market risk (price volatility risk) associated with dealing in bonds in
volatile or falling markets was not sufficiently developed.

Since the mid-1990s, regulators continued to relax the money supply
in response to the prolonged financial slump and economic recession,
in part aiming to improve the profitability of Japanese banks by reduc-
ing their funding cost. With the decrease in market interest rates, the
LTCB’s earnings from bond dealing increased. However, it should be
noted that even then, the revenue remained quite volatile.

Revenue from selling stocks (realizing capital gains)

The bank began to rely upon additional revenues from realizing capital
gains through selling part of its portfolio of stocks, in particular, since
the fiscal year of 1993-94, in order to compensate for the rapid decline
in net interest revenue, and in response to the accumulation of NPL and
the requirements of gradual writing these off. Table 5.1 shows that the
revenue from realizing capital gains exceeded 50 per cent of the bank’s
total revenue by FY 1993. After that, the bank continued to rely heavily

upon this source of revenue.
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Table 5.6 LTCB’s net profit from dealing and changes in the bond yield on the
barometer 10 year government bond

Fiscal LTCB'’s net profit Yield on the barometer  Year-to-year
Year from dealing (JPY 10 year government Changes in the
million) bond? (%) bond yield (%)

FY 1981 721 n.a. n.a.

FY 1982 13,971 7.36 n.a.

FY 1983 17,125 6.46 -0.90

FY 1984 12,831 5.55 -0.91

FY 1985 16,969 5.26 -0.29

FY 1986 4,453 4.51 -0.75

FY 1987 7,363 4.75 0.24

FY 1988 —53,884 5.72 0.97

FY 1989 7,535 7.10 1.38

FY 1990 —21,498 5.38 -1.72

FY 1991 2,884 4.51 -0.87

FY 1992 36,705 3.04 -1.47

FY 1993 92,015 4.58 1.54

FY 1994 31,428 2.90 -1.68

FY 1995 98,565 2.57 -0.33

FY 1996 40,036 1.65 -0.92

FY 1997 —-13,280 2.01 0.36

Notes: *Based on closing price.
Source: Author based on LTCB’s financial statements and Cabinet Office statistics 2002.

In March 1989 the LTCB held unrealized capital gains of ¥3.82 trillion
in its stock portfolio. By March 1994, the outstanding unrealized capital
gains had fallen to ¥1.26 trillion and the bank came under heavy pres-
sure to realize some of these gains. As a result of its continuous realiza-
tion of capital gains and prolonged stagnation of stock prices in general,
the unrealized capital gains completely disappeared by March 1998,
when there was a recorded unrealized capital loss of ¥247.1 billion for
FY 1997 (see Figure 5.5).

As was argued eatrlier, the interest spread margin realized by the LTCB
stayed at a low level throughout the 1990s (see Figure 5.1). The low and
declining profitability was mainly the result of the increase of NPL with
overdue and delayed interest repayments. However, some argue that the
bank failed to expand its lending spread to reflect different credit risks.
The survey mentioned earlier conducted by the BOJ (2001b) points out
that the change in lending spreads is attributable in part to a rising con-
sciousness of credit risk among the Japanese banks since the early 1990s.
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According to the survey, the average spread margin earned by the Japanese
banks in the 1990s (1990-99) stayed at around 1.83 per cent, of which
0.90 per cent was the lending spread and 0.93 per cent was the fundrais-
ing spread. However, raising the lending spread only offset the contrac-
tion of the fundraising spread and remained well short of covering loan
losses. This suggests that banks like the LTCB regarded soaring credit costs
since the early 1990s as temporary losses, not part of a structural change
that needed a restructuring of overall margins (BOJ 2001b). However, as
the BOJ points out, even if the Japanese banks thought of some increase in
credit costs as ordinary losses, it would have been quite difficult for them
to expand their lending margins unilaterally given their preferences for
long-term relationships with clients. As a result, Japanese banks including
the LTCB were forced to realize some of their unrealized capital gains on
their holdings of stocks for provisioning or writing off NPL.

5.4 Changes in the LTCB’s financial position

The bank’s loan assets increased from the late 1980s until the fiscal year
1991, that is, during the period of the financial bubble (see Table 5.7).
The annual increase in loan assets was ¥1.14 trillion at the end of FY
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Figure 5.5 Changes in unrealized capital gains (unit ¥ billion)
Source: Author based on LTCB’s financial statements.



Table 5.7 LTCB assets by major categories (Unit: JPY Billions)

Fiscal Total Assets Loan Assets Cash/Deposits Securities Treasury bonds Stocks Guarantee
Year

FY 1981 12,499 7,214 1,480 1,974 805 444 958
FY 1982 14,430 8,095 2,055 2,090 857 484 1,126
FY 1983 15,763 8,940 2,071 2,270 827 537 1,108
FY 1984 18,496 10,332 2,473 2,810 830 590 1,724
FY 1985 19,370 11,270 2,241 3,001 710 610 1,690
FY 1986 20,792 12,412 1,861 3,675 1,020 649 1,843
FY 1987 22,689 14,143 2,141 3,583 860 842 1,764
FY 1988 24,850 15,797 1,878 3,746 1,004 1,096 1,896
FY 1989 30,339 18,339 2,838 4,612 1,230 1,495 2,634
FY 1990 30,697 18,992 2,640 4,710 1,017 1,643 2,488
FY 1991 31,583 19,453 2,790 4,819 1,003 1,714 2,141
FY 1992 30,866 19,299 3,234 4,608 1,024 1,737 1,722
FY 1993 29,762 19,154 2,968 4,587 1,079 1,992 1,263
FY 1994 31,720 18,890 4,860 4,915 1,180 2,241 1,116
FY 1995 29,515 18,982 1,572 5,400 1,209 2,577 1,187
FY 1996 29,165 18,861 1,583 5,172 1,212 2,249 1,244
FY 1997 26,190 15,765 1,482 4,135 1,196 1,756 1,107

Source: Author based on LTCB'’s financial statements.
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Figure 5.6 Changes in cash balance (unit: ¥ billion)
Source: Author based on LTCB’s financial statements.

1986 (compared to the previous year), ¥1.73 trillion at the end of FY
1987, ¥1.65 trillion in March 1989, ¥2.54 trillion in March 1990, ¥0.65
trillion in March 1991, and ¥0.46 trillion in March 1992. The outstand-
ing balance of loan assets reached ¥19.45 trillion in March 1992, an
increase of ¥8.18 trillion from March 1986 just before the onset of the
financial bubble. Meanwhile, the net interest revenue increased from
¥120.9 billion in March 1986 to ¥151.3 billion in March 1992, an increase
of ¥30.3 billion. Thus, the margin on lending declined from a low
starting point of 1.07 per cent to a derisory 0.78 per cent.

It is also worth noting that the bank’s cash balance was declining
throughout this period, with the exception of FY 1994, ever since the col-
lapse of the financial bubble (see Figure 5.6). In particular, the bank’s out-
standing cash balance fell below ¥100 billion by March 1998, reflecting
growing problems with liquidity. Meanwhile, the outstanding balance
of marketable securities including treasury bonds and stocks remained
more stable. However, the liquidity in some marketable securities was
limited in part because the possibility of selling them was limited due to
mutual shareholding relationships or because some securities had already
been pledged to back funding. These marketable securities could not con-
tribute to solving the serious liquidity problems facing the bank.

The LTCB relied largely upon debentures as its source of funding (see
Table 5.8). The share of Certificates of Deposit, with their higher funding
costs, increased in FY 1988 and 1989, at the peak of the financial bubble.
This reflected the declining net interest revenue since FY 1988, and the
attempt to enhance income by increasing loan volume by any means



Table 5.8 Liabilities of LTCB by major categories (Unit: JPY Billion)

Fiscal Total Deposits CDs Debenture Borrowing Other Loan loss Guarantee
Year Liabilities Liabilities provision Liability
FY 1981 12,209 2,872 467 6,968 179 43 64 958
FY 1982 14,121 3,227 818 7,707 192 27 71 1,126
FY 1983 15,437 3,289 838 8,661 188 25 76 1,108
FY 1984 18,153 4,269 804 9,632 217 74 82 1,724
FY 1985 19,008 3,988 493 10,520 183 44 124 1,690
FY 1986 20,400 4,019 555 11,466 104 49 131 1,843
FY 1987 22,179 4,798 922 12,223 184 61 149 1,764
FY 1988 24,179 5,178 1,656 12,802 222 114 169 1,896
FY 1989 29,370 7,406 1,799 14,391 262 144 135 2,634
FY 1990 29,678 6,518 1,088 16,477 372 151 126 2,488
FY 1991 30,521 6,130 713 18,382 533 285 134 2,141
FY 1992 29,797 6,324 418 18,177 837 284 162 1,722
FY 1993 28,687 5,774 437 17,895 824 150 315 1,263
FY 1994 30,644 7,159 229 17,674 934 161 397 1,116
FY 1995 28,572 5,628 1,321 16,005 1,010 691 498 1,187
FY 1996 28,213 6,013 2,060 15,155 1,304 608 458 1,244
FY 1997 25,403 4,504 1,408 11,939 1,609 1,412 738 1,107

Note: CD denotes Certificates of Deposit.
Source: Author based on LTCB'’s financial statements.

LET
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Table 5.9 Share of each funding source in total liability

Fiscal Year  Deposits (%) CDs (%) Debentures (%) Borrowings (%)

FY 1981 23.5 3.8 57.1 1.5
FY 1982 22.9 5.8 54.6 1.4
FY 1983 21.3 5.4 56.1 1.2
FY 1984 23.5 4.4 53.1 1.2
FY 1985 21.0 2.6 55.4 1.0
FY 1986 19.7 2.7 56.2 0.5
FY 1987 21.6 4.2 55.1 0.8
FY 1988 21.4 6.9 53.0 0.9
FY 1989 25.2 6.1 49.0 0.9
FY 1990 22.0 3.7 55.5 1.3
FY 1991 20.1 2.3 60.2 1.8
FY 1992 21.2 1.4 61.0 2.8
FY 1993 20.1 1.5 62.4 2.9
FY 1994 23.4 0.8 57.7 3.1
FY 1995 19.7 4.6 56.0 3.5
FY 1996 21.3 7.3 53.7 4.6
FY 1997 17.7 5.5 47.0 6.3

Note: CD denotes Certificates of Deposit.
Source: Author based on LTCB’s financial statements.

possible. The share of CDs increased after FY 1995 (which declined again
in FY 1997, see Table 5.9), in addition to the higher share in borrowings
around this time, which shows that the bank was facing serious liquid-
ity problems.

As mentioned earlier, the financial statements for FY 1997 reported
that the LTCB suffered the accumulated NPL amounting to ¥1,378.5
billion on a newly applied method for loan classification. The
outstanding reserves for possible loan losses amounted to only ¥738.3
billion in FY 1997 (see Table 5.8). This means that the NPL balance of
¥640.1 billion was not covered by any reserves (provisions). As we have
also mentioned, the LTCB did not retain any unrealized capital gains.
Even worse, by then the bank held unrealized capital losses amount-
ing to ¥247.1 billion. These developments meant that the value of the
bank’s equity capital was reduced to ¥787.2 billion at the end of FY 1997
(see Table 5.9). By then the value of equity capital did not cover the still
uncovered NPL and unrealized capital losses. If the uncovered NPL were
written off or the unrealized capital losses were realized, the bank would
have negative net worth.

Finally, the LTCB was nationalized in October 1998. This was the first
case of the ‘bridge bank’ scheme in the Financial Revitalization Law



Table 5.10 Equity capital by major categories (Unit: JPY Billion)

Fiscal Equity Reserve 1 Reserve 2 Accumulated Net profit Total capital  Total Capital
Year Capital funds appropriations account Liability + Ratio
Capital (%)
account
FY 1987 140.2 49.8 22.5 241.6 55.88 510.0 22,689 2.3
FY 1988 192.8 102.3 25.4 271.5 79.24 671.2 24,850 2.7
FY 1989 318.5 228.1 28.8 321.4 72.47 969.3 30,339 3.2
FY 1990 321.9 231.5 32.7 362.3 70.76 1,019.1 30,697 3.3
FY 1991 322.2 231.7 36.5 402.1 69.20 1,061.8 31,583 34
FY 1992 322.2 231.8 40.3 440.0 34.18 1,068.5 30,866 3.5
FY 1993 322.2 231.8 44.2 443.0 34.08 1,075.2 29,762 3.6
FY 1994 322.2 231.8 48.0 446.0 27.99 1,076.0 31,720 3.4
FY 1995 322.2 231.8 51.9 445.9 (107.92) 943.9 29,515 3.2
FY 1996 322.2 231.8 54.3 314.6 28.67 951.6 29,165 3.3
FY 1997 387.2 296.8 57.1 317.6 (271.62) 787.2 26,190 3.0

Note: Reserve 1 is Legal capital reserve and Reserve 2 is Legal reserve of retained earnings.
Source: Author based on LTCB’s financial statements.

6€1
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enacted, after much controversy, in the Japanese Parliament. We will
further argue the process to the nationalization of LTCB in sections 6.2
and 7.3. The nationalized LTCB was later denationalized in March 2000.
It was renamed as ‘Shinsei’ Bank in June 2000.

5.5 Conclusion

This chapter aimed to improve the link between theory and empirical
data, including the LTCB case. To sum up, the following characteristics
of the LTCB are noteworthy:

1 The LTCB, in common with other long-term credit banks such as
the Industrial Bank of Japan (IBJ), was an important ‘main bank’. As
such, it played a key role as a monitor and intermediary of long-term
funds. In particular, the LTCB played an important role in mediating
long-term investment funds to electric power generation as well as
key manufacturing sectors in the post-war reconstruction and high
growth period until the mid-1980s. However, financial deregulation
and internationalization of the economy (see section 4.2.2) started
to undermine the raison d’étre of the bank.

2 The LTCB’s Fifth Long-Term Strategic Plan, described as ‘innovative’,
in 1985 was based on the investment strategy of US-based banks,
in which profitability was to be maintained by managing various
financial risks rather than simply expanding loan assets. However, it
was later replaced in 1988 with the Sixth one which was based on a
return to the expansion of loan assets in domestic market as a way
of enhancing profits.

3 The share of LTCB'’s loan exposure to the manufacturing sector has
declined since the mid-1980s. In contrast, there was an increase in
the share of its loan exposure to non-bank financial institutions
and the real estate sectors. At the same time, there were changes in
internal strategies of screening and monitoring, away from analys-
ing the feasibility, profitability and expected cash flows generated
by projects, to an evaluation of the mortgaged securities provided
as collateral for the loan. Thus, in 1986 the LTCB changed its credit
analysis/approval forms for internal use, shifting their focus from an
analysis of cash flow projections to evaluations of pledged collateral
values. In 1988, the bank adopted a software program for analyzing
a borrower’s creditworthiness that could give loan officers warnings
based on mechanical calculations of financial ratios and earning
trends.
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The LTCB started to shift its strategic priorities from the mid-1980s by
giving greater weight to the dealing business and acquired a reputation
for being the leading bank dealing in government bonds. However, the
bank’s revenue from dealing in government bonds was substantially
vulnerable to fluctuations in bond values. In other words, the bank’s
capacity of controlling and managing the market risk (price volatility
risk) was insufficiently developed.

Their procedures for writing off non-performing loans were very lim-
ited until the mid-1990s and this exacerbated the quality of their loan
portfolio in 1994-96.

Thebankintroduced vendor’s software for quantifying credit risks mainly
for its international lending business. The software was introduced
around 1996 for lending operations in Asia.

Since 1995, the bank reverted to a strategy of searching for profitability
but failed to create an alternative and secure profit base to compensate
for the decreasing nominal profits from its traditional lending
business. Meanwhile, the bank lost its unrealized capital gains as of
March 1998.



6

Intensified Uncertainty: The
Political and Economic Reality of
the 1997-98 Financial Crisis and
Prolonged Financial Stagnation in
Japan

6.1 Introduction

We have argued that the traditional mode of banking and monitoring
had once functioned relatively smoothly in Japan in the post-war
and ‘catching-up’ period (see chapter 3 and BOJ 2001b). However, the
environment that had supported the traditional mode of screening and
monitoring changed dramatically over time. The changes include the
intensified financial differentiation which provided prominent Japanese
borrowers with more opportunities to tap diversified financial sources,
the increased difficulty in managing credit risks in accordance with the
internationalization and specialization of the banking business, and the
financial deregulation which reduced the opportunity to capture bank
rents.

This chapter provides an overview of Japan'’s political and economic
reality of the 1997-98 financial crisis in which the LTCB was nationalized,
and the prolonged financial slump after the bubble economy collapsed.
Section 6.2 surveys key events in the Japanese financial crisis ranging
from the collapse of the bubble economy to the nationalization of the
LTCB and the Nippon Credit Bank (NCB). It also provides a critique of
the ‘Big Bang’ reform of the Japanese financial system. Section 6.3 surveys
aspects of Japan’s lingering financial slump even after the Big Bang.
A key element of the persistent slump is the dilemma faced by the
Japanese financial reformers making it difficult to resolve the crisis of
financial intermediation without worsening the credit crunch faced
by SME.

As New Institutional Economists emphasize, a precipitate increase in
transaction costs may lead to a structural failure in the economic system.

142
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However, the transaction cost concept does not sufficiently explain
the pace of the structural failure in Japan. For instance, it does not
adequately explain why Japanese banks increased their loan exposure
to the real estate and construction sectors very rapidly. It also does not
sufficiently explain the transition failure - why the system with increas-
ing transaction costs did not reform into an alternative system with
lower transaction costs and why Japan continued to suffer a prolonged
credit crunch and financial slump for over a decade. Section 6.4 exam-
ines the process of herd behaviour in lending and lender mood swings
from speculative euphoria a la Minsky in upturns to negative spirals in
reversals. Additionally, section 6.5 analyses ShinGinko Tokyo to assess
how poorly this new and unique challenge of financing to cash-strapped
SME has processed as another case study. Section 6.6 concludes.

6.2 A survey of the process from the collapse of the
financial bubble to the LTCB’s bankruptcy

Demand-side economists emphasize that the root cause of Japan'’s
prolonged economic slump has been its demand-deficient economy
(Yoshikawa [an economic advisor to the Koizumi cabinet] 1999, 2003;
Patrick 1998), and that the fundamental force, as was argued in section
4.2.2, includes the transformation of the Japanese economy in the mid-
1970s when Japanese growth slowed and Japan shifted from being an
economy in which private investment demand outstripped private saving
to one in which ex ante private saving became greater than ex ante private
investment. They emphasize that this change has had a dramatic effect
on the traditional banking system and has fundamentally undermined
the highly regulated and controlled yet stable post-war financial system.
They critically assess the macroeconomic policy mismanagement by the
government for responding to its demand-deficient economy during the
so-called ‘Lost Decade (1990s)’, because Japan's poor economic performance
made the bad loan problem worse over time. Patrick (1998) points out
that between 1988 and 1998 the Japanese government (the MOF) made
five major macroeconomic policy mistakes.

1 The 1988-90 expansionary monetary policy continued for too long,
at least fuelling and some would argue creating the stock market and
real estate bubbles.

2 In 1992-93 (after the hard landing of puncturing the bubbles),
the failure to ease monetary and fiscal policy promptly and more
forcefully.
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3 The reliance on excessively easy monetary policy in the mid-1990s,
so that interest rates since 1995 have been at undesirably low levels.
While the low interest rates helped banks and borrowers, in effect,
they simply postponed the resolution of the bad loan and corporate
bankruptcy problems, but at a high economic and political cost.

4 The fiscal stimulus provided through a supplementary budget in the
mid-1990s was too little, too late and too unwilling on the part of the
government. The MOF’s fiscal policy since 1980 had been based on
the single-minded reduction of budget deficits and creating budget
surpluses, the responsibility for compensatory macro policy fell heav-
ily and excessively on the use of monetary policy instruments. It was
not until the supplementary budget in autumn 1995 that the fiscal
stimulus finally became effective, generating a good recovery, with
3.4 per cent GDP growth, in FY 1996.

5 The government decision in late 1996, beguiled by excessively optimistic
economic forecasts for 1997 and beyond, to shift its top policy priority
180 degrees from sustaining economic recovery to tackling the long-
run structural problem of budget deficit reduction.

In the stage just after the collapse of the bubble economy (point 2
above), the authorities saw the downturn as primarily being a business
cycle. Patrick (1998) criticizes authorities for their underestimation of
the cumulative effect of the structural problems, and the lasting and
profound effects of the huge and ongoing decline in asset values. Other
economists emphasizing the monetary aspects of policy insist that, for
instance, the increases in money supply by 0.1 per cent in 1992 and
1.5 per cent in 1993, then the stable increment of money supply by
3 per cent p.a. were insufficient, and the BOJ should have increased
money supply by around 5 to 6 per cent p.a. during these years just
after the collapse of the financial bubble (Harada 1999; Iwata 2001).
They argue that tight monetary policy after the collapse of the bubble
was a cause of the rapid accumulation of NPL in the Japanese banks.
However, Nishimura (1999), who was then the director of the Banking
Bureau in the MOF, points out, ‘in my real feeling, public opinion
at the time had a decisive effect on policy-making... Tight monetary
policy for puncturing the “bubble” in real estate and stock markets was
affirmatively supported by the public’ (Nishimura 1999, p. 70).
According to Nishimura (1999), it was around mid-1992 that the author-
ities become clearly conscious of the NPL problem. However, from a
historical perspective, the Japanese banking regulators did very little to
arrest the decline in the conditions of the banking system between 1990
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and 1994, while the credit ratings of some major city banks started to
decline in 1992. The full-scale implementation of the 1988 Basel Accord
started in April 1993 and the deregulation of deposit interest control was
completed in 1994. Meanwhile, it was as early as in 1993 that the net
profit of the LTCB sharply dropped (see Tables 5.1 and 5.4).

Steadily eroding profitability in Japanese banks after the collapse
of the financial bubble shook their credibility and their reputation in
financial and interbank markets. As the credit ratings of major Japanese
banks were further downgraded, there was increased turmoil in the
banking and credit system. This was because lower-rated banks faced
an increasing cost of funding in interbank markets, particularly in the
US dollar money market, and then the higher funding cost started to
further reduce their profitability.

Although one problem facing the jusen companies (housing loan
corporations) was publicly recognized at a relatively early stage, most of
the ordinary banks providing loans to the jusen companies still managed
to hang on until at least 1995 (see Hall 1998, pp. 167-71; Patrick 1998;
Kanaya and Woo 2000 for details on the jusen issue). The postpone-
ment of action by the authorities was due in part to false hopes that the
economy would soon turn the corner and that a full economic recovery
would buoy up the Japanese banks. Meanwhile, the regulators had no
other choice but to close insolvent financial institutions when the MOF
ordered a regional bank, the Hyogo Bank, to suspend new deposit tak-
ing and lending operations in 1995. This was because none of Japanese
major banks could any longer afford to undertake the ‘white knight’
role (see section 3.3) of bailing out troubled financial institutions. The
Fitch credit ratings of nearly all the major city banks, except the Bank of
Tokyo Mitsubushi and the Sumitomo Bank, fell into D category in 1998.

The following chronology summarizes the main events relating to
banking supervision after the collapse of the bubble economy until
mid-1999, as referred to by Nishimura (1999).

1989
Midyear: The price of land in Tokyo bloc begins to cool.
December: Stock prices reach a peak.

1990
March: Regulations controlling the total loan amount allocated to
the real estate sector comes into effect.
(Land prices reach a peak in 1991)
A Nikkei average of ¥30,000 is broken.
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August:

1991
Spring:

June:
July:
Summer:

August:

November:

1992
January:
March:

April:

June:

August:

1993
April:

August:

The official discount rate rises to 6.0 per cent and this high
discount rate is maintained until July 1991.

Demands for deregulation arise from the real estate sector.

‘Ito-man’ scandal, a hidden business relationship
between the Japanese Mafia and Sumitomo Bank,
comes to light.

A scandal of loss covering for particular clients by Nomura
Securities comes to light.

Scandals of illegal loans by Fuji Bank, Kyowa-Saitama Bank
and Tokai Bank, respectively come to light.

Government announces ‘our economy is in expansion
mode’ in the monthly economic report

A scam of receiving forged deposits by Toyo Credit comes to
light. Their operation, which is ordered to be closed, is
taken over by the Industrial Bank of Japan and Sanwa
Bank.

Miyazawa cabinet formed

Land-holding tax is introduced.

Monthly economic report states; ‘the economy is in an
adjustment process, a feeling of economic slowdown is
becoming widespread’'.

The outstanding NPL held by 21 major banks is publicly
announced to be around ¥8 trillion.

Deregulation of the scope of business of banks and securities
firms, allowing their subsidiaries to participate in each
other’s business.

A Nikkei average ¥15,000 is broken.

(According to Nishimura (1999), it is not until around this
time that the authorities become clearly conscious of the
non-performing loan problem, and they come to take
concrete actions for dealing with it.)

Deposit insurance is used to deal with the bankruptcy of
Toho Sogo Bank.

The full-scale implementation of the 1988 Basel Accord comes
into effect.

Hosokawa coalition cabinet formed.

A vice-president of Hanwa Bank is assassinated.



1994
February:

June:
Summer:

September:

October:

December:

1995
June:

Intensified Uncertainty 147

A guideline is announced by the government, encouraging
banks to deal with NPL in a planned and gradual way.
(Note: The conventional ‘convoy’ system works until the
bankruptcies of Toyo Sogo, Toyo Credit, Osaka-Fumin Credit
are settled by mergers with city banks acting as white
knights.)

Murayama coalition cabinet formed

Preparation for ‘Heisei bank’ plan (an official fund injection
scheme for recapitalizing banks.

The management difficulties of Tokyo Kyowa Credit and
Anzen Credit are reported.

A branch manager in Sumitomo Bank is shot and killed.

Deregulation of deposit interest control is completed.

The management difficulties at Nippon Trust Bank are
settled through its recapitalization by Mitsubishi Bank.

Tokyo Kyowa Credit and Anzen Credit are bankrupted.

Tokyo Kyodo Bank, a bridge bank for taking over their
operations, is established with public funds. The Bank of
Japan injects ¥20 billion into the bridge bank.

After, a series of scandals, the bribery of the President of
Tokyo Kyowa Credit comes to light, resulting in a public
outcry against the rescue operation.

‘Prompt Corrective Action’ Law is proposed by the government
to strengthen prudential regulation (it is executed in 1998).

Outstanding NPL announced to be about ¥40 trillion. This
jump from around ¥13 trillion in the previous
announcement is partly due to a change in definition of
non-performing loans, but this further discredits the
banking system and the regulators.

Guidelines for ‘the recovery of the financial system’ are set for
dealing with bank failures. Meanwhile, a policy of ignoring
the ceiling on deposit guarantees (known as the ‘payoff’
system in Japan) for five years, to guarantee the full value
of all deposits in the case of bank failures, is announced.

Tokyo Metropolitan Government formally announces it
will not provide financial support of ¥30 billion for
rescuing Tokyo Kyowa Credit and Anzen Credit.

(Reports of management difficulties in housing loan
companies increase.)
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July:
August:

Summer:

October:

1996
January:

April:

September:

November:

1997
March:

May:

Management difficulties in Cosmo Credit are reported.

Tokyo Metropolis Government gives an order for
suspension of business to Cosmo Credit.

Kizu Credit is bankrupted.

A scam of covering up US$1.1 billion loss in Daiwa
Bank New York Branch comes to light. This case leads to
criticisms of Japanese banking regulators and the banking
industry, leading to the so-called ‘Japan Premium’.

The collapse of Hyogo Bank is dealt with through the
establishment of Midori Bank, a bridge bank.

(Around Autumn, criticism of easy money policy arises.)

Hashimoto cabinet formed.

The management problems and problems of ‘Jusen’ housing loan
companies are discussed in parliament under newly formed
Hashimoto government. Outcry against a proposal of injecting
public funds in a rescue operation results in disarray in
parliament.

Laws to ensure sound management, special laws to assist
the resolution process and a revised deposit insurance law
are proposed and subsequently passed in the parliament
in June.

Tokyo Kyodo Bank is reorganized to become the ‘Resolution
and Collection Bank’.

(Around this time, the public opinion intensifies in favour
of reforming or subdividing the MOF. See section 7.3)
The Japanese financial Big Bang proposal is announced and
becomes the key policy issue for the second Hashimoto

cabinet.

A scandal of covering losses of particular clients by Nomura
Securities comes to light. This unfair compensation is
related to imprudent loan extension by Dai-Ichi Kangyo
Bank. That too comes to light. Some executive directors in
both companies are arrested in June.

(Around this time, the reported excessive hospitality accorded
to the financial inspector of the MOF by the regulated
causes a public outcry.)

Amendment to Foreign Exchange Law.



June:

Autumn:

November:

1998
February:

April:

June:

July:

October:

December:

1999
April:
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A financial system reform plan is proposed.

Fiscal Structural Reform Law, aiming at pre-determined
fiscal balance by 2003 is proposed.

Laws related to the establishment of holdings companies
are enacted.

Sanyo Securities asks for advice on proceeding with an
application under the Corporate Rehabilitation Law.

Hokkaido Takushoku Bank and Yamaichi Securities
collapse.

Tokuyo City Bank collapses.

(Fiscal Structural Reform Law is passed in the parliament.)

(Asian currency turmoil and crisis extends.)

Deposit Insurance Law revised and new law to stabilize
financial situation on an emergency basis are formulated.
Public funds of ¥30 trillion are allocated for use under
these laws.

‘Prompt Corrective Action’ law is executed. Under this law,
regulators would take action, which could include bank
shutdown, if a bank’s capital to asset ratio fell below a
prescribed level.

(Around this time, some of the MOF staff members who
received excessive hospitality are arrested or resigned.)

Laws related to the financial Big Bang are invoked.

Financial Supervision Agency starts operation.

The stock price of the LTCB suddenly drops. A merger plan
with Sumitomo Trust & Banking Co. is announced.

A plan for a revamped Financial Rehabilitation Law, aiming to
create a system for establishing a bridge bank, is proposed.

The Financial Rehabilitation Law and the Financial Early
Strengthening Law are passed in parliament under the
new government of Prime Minister Obuchi who was
elected after Hashimoto’s defeat in the Upper House
election and resignation in July.

LTCB collapses, and is then temporarily nationalized.

NCB collapses and is then nationalized.

The management failure of Midori Bank comes to light
again. Based upon financial support of ¥1.056 trillion by
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the deposit insurance scheme, the bank is absorbed by
Hanshin Bank and makes a fresh start as Minato Bank.

June: A consultative paper on a new capital adequacy framework
(Basel II) is proposed.

July: The outstanding NPL in the system announced to be ¥80
trillion.

Financial ‘Big Bang’

The Japanese financial ‘Big Bang’ announced in November 1996 opted for
a policy package based on the extensive deregulation and liberalization of
the financial sector, addressing not only individual issues such as foreign
exchange rules and accounting standards, but the entire industry consist-
ing of banks, securities companies and insurance companies (Toya 2003).
The financial system reform package (Financial Big Bang Plan) proposed
by the MOF in June 1997 addressed the following five concerns:

1 The necessity of effectively employing the ¥1,200 trillion held by
the household sector for responding to the needs of a rapidly ageing
society.

2 The necessity of facilitating the flow of funds to indigenous growth
industries as engines of economic growth, partly also as a response to
the needs of the aging society. This would involve a transformation
from an indirect financing system to a direct financing one.

3 To prevent the hollowing out of Japan’s financial markets and to
enhance the international competitiveness of Japan’s financial
intermediaries.

4 To complete the deregulation and liberalization in the financial
sector that had begun in the 1970s.

5 To deal with the NPL problem.

The above factors provided the background for the Big Bang reform.
In addition, Hall (1998) and Toya (2003) point out ‘financial scandals’
and the evidence of wide-scale corruption and misconduct within
the MOF and the banking industry as a source of pressure for reform
resulting in the transformation of Japanese banking supervision.
We will discuss these issues further in chapter 7.

The concrete policies of financial Big Bang reform are substantially
broad in scope. The policies related to ‘monitoring’ and ‘supervising’
that we are concerned about in this book are as follows:

1 In addition to the deregulation of the deposit rate ceiling that had
been completed in 1994, a set of initiatives designed to deregulate
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the mutual barrier to entry (demarcation) among banks, trust banks,
securities and insurance companies for facilitating competition.

2 A set of initiatives designed to enhance intermediaries’ risk mana-
gement capabilities for promoting the issue of asset-backed securities
(ABS), securitization and credit derivatives.

3 A set of disclosure rules designed to increase transparency.

4 The transformation of banking supervision from the traditional mode
based on ex ante informal administrative guidance to a rules-based
system based on benchmarks, higher transparency, and the threat of
ex post legal actions.

The financial ‘Big Bang’ reform removed incentives for Japanese banks
to undertake ‘main bank’ roles in the way they had done during the
main bank system. First, ‘bank rent’ opportunities were reduced with the
deregulation of the deposit rate ceiling. In addition, the reform aimed to
promote competition within the banking industry as well as with players
in the direct-financing system. Second, the reform aimed to transform
the mode of supervising to a rules-based system, which discouraged
Japanese banks from expecting any flexibility by the regulators in
the creation, change or interpretation of banking regulations. Third,
Japanese banks were required to adopt screening and monitoring meth-
ods appropriate for monitoring a short-term loan portfolio based upon
Basel standards, which primarily meant looking for short-term profits.
As a whole, therefore, the Big Bang reform completely undermined the
‘relation-based banking’ or ‘main bank’ mode of monitoring which
despite its emergent shortcomings had clearly functioned at an earlier
time to smooth out the impact of the business cycle on borrowers and
occasionally to resolve problems of temporal financial difficulties.

The real problem was that the transition to a rules-based system
faced specific problems in Japan. First, as we argued in section 4.4,
structural features of Japan’s financial industry meant that Japan could
not transit smoothly to a direct-financing system. As a result, Japan
could not develop a new profit base to compensate the banks for
losing their profits in their traditional lending business. The securitiza-
tion of loans and the promotion of ABS could have contributed to the
diversification of credit risk held by the Japanese banks. However, the
issue here was how to develop the diversified base of investors who
would want to buy the risk implicit in these securities. Second, since it
remains difficult to absorb credit risk in the Japanese financial structure
due to lack of a diversified base of investors, the Japanese banks had
to continue to play the role of absorbing risks. This structure exposed
Japanese banks to the risk of potentially holding even more NPL, as
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Banks as Lenders and Firms as Borrowers

Financial Intermediaries

(Bank loans amounted to

90% of total corporate (1) Monitoring

finance) a) Quantifying and monitoring credit risk based on

A short-term loan portfolio assessment conditions defined

in the Basle standards.

b) Reduced rent opportunities and lower flexibility of
regulators in supervising. Banks lose incentives to
undertake “main bank” roles as long-term monitoring
agents.

(2) Monitoring (Supervising)

a) Reduced bank rent opportunities as a result of deregulation of deposit rate ceilings.
b) Use of competition among financial institutions and financial intermediaries as a
disciplining mechanism.

c¢) Transition to a rules-based mode of supervising, undermining the “convoy” system
based upon a dense information network between regulators and the regulated which
enabled the government to attenuate potential information losses at the centre and to
reduce the audience cost.

Regulatory authorities, Government

Figure 6.1 The transformed Japanese financial and monitoring system

the uncertainty about the economic environment intensified. In fact,
the outstanding balance of NPL held by Japanese banks hit an all-time
high of about ¥32.5 trillion in March 2001, after the bursting of the
bubble economy. After this, the outstanding balance continued to
climb and stood at ¥43.2 trillion by March 2002 (Cabinet Office 2002).
Third, while dealing with NPL would take time, the severe regulations
on disclosure and transparency possibly amplified public anxiety about
the banking system. In addition, the transition to a rule-based system
of supervision made it difficult for regulators to deal with the audience
effect (see section 3.4.4) during a period of financial turmoil. The Big
Bang reforms should be critically assessed from the perspective of these
problems (see Figure 6.1).

Financial crisis

There is little doubt that the creation and collapse of the stock and
real estate market bubbles led to the accumulation of huge NPL in the
Japanese banking sector and these were a major cause of the subsequent
banking crisis. Many economists also suggest that the Japanese econ-
omy was the victim of macroeconomic policy errors of regulators (in
particular, the MOF) throughout the 1990s, causing Japan’s banking
crisis and subsequent economic stagnation (Yoshikawa 1999; Patrick
1998; Cabinet Office 2001; Harada 1999). In other words, they point
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out that Japan’s poor economic performance during the 1990s made
the NPL problem worse over time and made it more difficult to resolve
the existing banking and financial slump. However, this economic
literature does not explain why the policy errors continued over such a
long period. We will discuss about this in chapter 7.

In 1997, the Japanese regulators introduced, under the Law to Ensure
the Soundness of Financial Institutions, the Prompt Corrective Action
(PCA) framework, which was loosely modelled on the Anglo-American
supervisory framework. This PCA framework introduced a ‘rules-based’
mode of monitoring (supervising), setting up guidelines for banks to
strictly classify their outstanding loans and also to strictly keep an
equity capital buffer, the required level of which is calculated using
the same formula specified in the Basel Accords (the 8 per cent capital
adequacy ratio). The PCA was to take full effect in April 1998, allowing
the regulators to order banks to take remedial actions ranging from a
reduction of branches, to a reduction of dividends and to liquidations
in the case of insolvency. For instance, if a bank’s capital adequacy ratio
falls below 8 per cent on the BIS risk-adjusted basis! (below 4 per cent
for those banks without overseas branches or subsidiaries on an adjusted
national basis), regulators would now intervene to order management
to formulate and implement a management improvement plan (see Hall
1998, p. 179). Once the ratio falls below the 4 per cent (below 2 per cent
for internationally inactive banks) threshold, the regulators are obliged
to order the banks’ management to implement a variety of remedial
measures and to impose a variety of restrictions on their activities.
Once the ratio passes the O per cent threshold, the regulators are usually
obliged to suspend all or part of the bank’s operation (ibid.).

Some IMF economists regard it as an important milestone because it
significantly narrows the scope for regulatory forbearance by placing
pressure on regulators to act when a bank weakens (Kanaya and Woo
2000, p. 29). However, the PCA framework had an adverse effect on the
credibility and reputation of Japanese major banks, in the sense that the
‘too big to fail’ belief seemed less credible. The immediate results were
very negative. The interbank money market, in particular, the US dollar
money market responded by increasing the so-called ‘Japan Premium’
which referred to a premium required in the money transactions with
Japanese banks as well as Japanese financial institutions. According to
Hanajiri (1999), foreign banks’ money dealers were considering a higher
default probability than Japanese banks’ dealers with respect to Japanese
banks, by as much as 45-50 basis points (bp) in 1997 and 66-82 bp in
1998. The increasing premium gradually drove the market sentiment
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to sell off shares of Japanese banks and financial institutions in the
Tokyo Stock Exchange. This negative signal in the stock market began
to restrain even home currency money dealers in the interbank market
from providing liquidity for some financial institutions. In November
1997, Sanyo Securities, one of the second-tier securities firms, defaulted
on its borrowing in the call market, the first of such occurrences in
Japanese history. In the same month, the MOF ordered the Hokkaido
Takushoku Bank, a major city bank, and Yamaichi Securities, one of the
top-tier securities firms, to suspend their operations.

In March 1998, many banks experienced difficulties in meeting the
capital requirement in the PCA framework. Almost all major banks
requested regulators (ultimately, the government) to inject public funds
for re-capitalization. Some banks, including NCB and the Yasuda Trust
Bank, announced their plans to restructure and to withdraw from
overseas banking operations because the PCA framework relaxed the
capital adequacy requirement to a lower level (4 per cent) for those
banks which had no international operations. The regulator’s response
to Japan’s banking crisis thus led to a deepening negative spiral of
declining share prices and even worse funding and liquidity problems
in interbank markets. These problems continued and become worse
during 1998.

Although the Democratic Party of Japan (DPJ), an opposition party
at that time, attacked the so-called ‘bridge bank’ plan (temporary
nationalization) that aimed to finance healthy borrowers in failed
financial institutions, it appears that the LTCB executives hoped that
the Keizo Obuchi cabinet (the Liberal Democratic Party, LDP) would
sort out the Japanese banking crisis. A merger plan between LTCB and
Sumitomo Trust Bank, presumably arrived at after consulting with
government, was announced. However, the slow-burning banking crisis
due mainly to the government’s reluctance to expose the full extent of
the LTCB'’s bad debt problem resulted in a rumour that the merging of
the healthy parts of LTCB with Sumitomo Trust was not going to be
easy. Sumitomo Trust showed how far it would trust the government
by requiring an independent audit of LTCB by Arthur Andersen —
unprecedented behaviour in the process of rescuing a troubled bank by
the regulators. Finally, the merger plan was rejected by Sumitomo Trust.
Then, the LTCB was sacrificed, being nationalized in October 1998 after
the establishment of a controversial legal resolution framework. The
enactment of the Financial Revitalization Law and the Financial Early
Strengthening Law provided the broad framework for the resolution of
banking problems. The new laws augmented the procedures available
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for dealing with bank failures by introducing management by financial
resolution administrators and temporary nationalization or special pub-
lic management. The NCB was also nationalized in December 1998. The
Deposit Insurance Company, a governmental agency, acquired all the
outstanding shares of LTCB and NCB and provided financial support to
allow them to continue their operations. According to the IMF (2000),
the total cost to the taxpayer of resolving the LTCB and NCB crisis was
estimated to be around ¥7 trillion.

After nationalizing LTCB and NCB, which had been the subject of
much controversy, the banking regulators were allowed to pump addi-
tional public funds into major Japanese banks for their re-capitalization.
By the end of March 1999, the banks’ application for the second round
of government capital injection amounted to ¥7.5 trillion, four times
as much as in the first round in 1998. At that time (March 2000), the
IMF estimated that the true cumulative bad loans in the 17 major banks
(excluding those of LTCB and NCB) totalled about ¥65 trillion.

6.3 Characteristics of Japan’s prolonged financial slump

6.3.1 The depth of Japan’s recession and its causes (particularly
until 2002)

Aggregate statistics on the Japanese economy can help to give us
some indication of the depth of Japan’s prolonged recession and the
simultaneous deflation of its economy. We have seen that the Japanese
economy stagnated with a growth rate below 3 per cent since 1991
and recorded negative growth rates in 1993, 1998 and 2001 (Cabinet
Office 2009). In order to cope with the economic stagnation after the
collapse of the stock market and real estate bubbles in the early 1990s,
the Japanese government repeatedly implemented macroeconomic
policies that expanded public investment and other government
spending. The expansion of public spending, however, did not bring
about a sustainable recovery of private demand and failed to shore up
the stagnant economy, despite substantial increases in budget deficits
(Cabinet Office 2002, p. 1). Meanwhile, the Japanese economy also went
into a deflation reflected by a persistent decline of prices. Japan's general
price level (excluding fresh food) as estimated in the Consumer’s Price
Index (CPI) has been staying below year-earlier levels since autumn
1999. The index fell into a year-on-year decline of 0.9 per cent in fiscal
year 2002 (Cabinet Office 2003), after having remaining flat in 1999
and posting a decline of 0.4 per cent in 2000 (Cabinet Office 2001,
p- 39). Japan's GDP deflator also indicated that the Japanese economy
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had been in a mild deflationary phase since the mid-1990s. The GDP
deflator posted a negative year-on-year growth of 1.6 per cent and 1.1
per cent in 2000 and 2001, respectively (Cabinet Office 2001). This
was an unprecedented experience in post-war Japan, while no other
developed country had ever experienced such a lingering deflation dur-
ing the same period.

The Japanese government analysed the deflation as partly caused by
‘supply-side structural factors’ (Cabinet Office 2001) such as an increase
in low-priced imports from China and other countries. The government
also drew attention to ‘demand factors’ due to the weaknesses of the
economy as another set of factors behind the deflation. According to an
analysis by the Cabinet Office (2001, p. 41), the Japanese GDP gap was on
an expansionary trend throughout the 1990s. With demand remaining
depressed and the inflation rate on a downward trend for a long time
after the collapse of the bubble economy, expectations of deflation have
also increased gradually (ibid., p. 43). According to another analysis
by the Cabinet Office (2001, p. 17), the expected rate of economic
growth assumed by the Japanese corporate sector remained at around
zero per cent since the second half of the 1990s. This conservative and
pessimistic expectation made the corporate sector feel that they had
excess capacity and constrained substantial new investment. In fact,
the BOJ short-term survey of business sentiment (BOJ Tankan) showed
that there had been an intensification of the tendencies to permanence.
The pessimistic expectation also encouraged the corporate sector to
restructure their business to adjust their capacity to weaker demand,
with an attempt to reduce their numbers of employees. Corporate strat-
egies of this type soon had the effect of reducing employees’ confidence
in the future, and therefore affected their spending. The unemployment
rate increased to 5.0 per cent in 2001 (it reached 5.4 per cent in 2002
and 5.3 per cent in 2003), almost 2.5 times higher than the rate in 1990.
Because of the general air of uncertainty, the Japanese household sector
began to reduce its levels of consumption. Weaker demand from the
household sector reinforced the pessimism of the corporate sector and
made it increasingly uncertain about the expected rate of growth. This
vicious circle was a classic ‘spiral of deflation’ — with depression produc-
ing a bearish mood in the markets and the bearish mood in turn causing
a further deepening of the depression.

In addition, we should note that a structural failure in the intermedia-
tion of financial resources has been recognized as being a root cause of
Japan's prolonged economic slump. The government has maintained
a consistently relaxed monetary policy since the mid-1990s in order to
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stimulate the economy after the bursting of bubbles. In theory, the expan-
sive approach to the money supply should have had a measurable impact
in terms of countering the deflationary state. The growth rate of the mone-
tary base (the total of currency in circulation and the outstanding balances
at the BQOJ) rose from an average of about 7 per cent in 1999-2000 to
14 per cent in September 2001 (Cabinet Office 2001, p. 53). In spite of
this, the spiral of deflation persisted. Here, we should note that lending
by private banks, on the one hand, decreased by about 2 per cent in
1999-2000, while the money supply (M, + CD) was increasing by about
2-3 per cent p.a. (ibid., pp. 53—-4). On the other hand, the outstanding
balance of treasury bonds held by Japanese banks doubled in comparison
with the end of 1998. Why did the relaxed monetary policy not lead to
increases in bank lending? Not only were firms suffering from excessive
debt unable to raise funds, but the role of financial intermediation played
by the Japanese banks has apparently diminished in line with the banks’
reduced capacity of absorbing credit risks due to the overhang of NPL
(particularly until 2003) and the tighter short-term portfolio quality
conditions under the Basel Accord. The Cabinet Office (2004, p. 260)
reports the decrease in the outstanding loan assets held by the banks
including ordinary banks, foreign banks, specialized banks serving the
agricultural, forestry and fisheries industries, and the small business
finance corporation since fiscal year 1998. This trend remains unchanged
even at the end of the 2000 decade (see Cabinet Office 2009, p. 15).

The ‘demand factors’ and ‘financial factors’ mentioned above are
mutually related, because corporate bankruptcies are likely to increase
as banks dispose of their NPL. According to BOJ (2001a), as at the end
of March 2001 a total of 54 per cent of the outstanding balance of
risk-management loans were accounted for by real estate, construction
and wholesale and retail industries. Since the problem of NPL was
concentrated in specific industries, the corporate failures might also
have had serious effects on banks’ performance. At that time, loans
to the three industries accounted for about 33 per cent of banks’ total
loans outstanding. Cabinet Office (2001) points out that the profits of
the three industries have remained low, falling into negative territory
during the period from FY 1998 to FY 2000. Besides, we should note
that even loans to Japanese firms that were less influenced by the bubble
economy have become non-performing due to the prolonged economic
stagnation and intensifying industrial structural adjustment pressures
(Cabinet Office 2001, p. 87).

NPL and their write-offs were directly related to banks’ capital. As
was mentioned earlier, while the Japanese banks were required to
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write off their non-performing assets, banks engaging in international
operations were required to meet the Basel 8 per cent capital adequacy
requirement. When equity capital was used to write off NPL, banks had
to raise more capital. However, as their credit ratings were downgraded,
raising capital was more difficult and expensive. Otherwise, banks had
to reduce total assets or shift their portfolio from loans with high risk
weights to government bonds with low risk weights in the calcula-
tion of Basel capital requirements. Even now, the Japanese banks are
required by the regulators to implement stricter assessments of their
loans and classification of borrowers. Banks must put into practice the
three principles (‘tightening the assessment of assets’, ‘enhancing the
capital adequacy’ and ‘strengthening the governance’) as embodied in
the ‘framework of new financial administration’ under the ‘Program
for Financial Revival’ that was announced in October 2002. Banks’
assessment of loans must be even stricter because if banks were to write
off NPL steadily while maintaining their financial soundness, they
would have to pay capital costs in order to recapitalize themselves as
necessary.

6.3.2 Impact on the corporate financing of small and
medium-sized enterprises

Unarguably, NPL erode the profitability of banks. NPL incur not only
heavy disposal expenses but also high opportunity costs (in the form of
transaction costs for monitoring) because banks have to allocate labour
and other managerial resources to deal with the NPL. The erosion of
profitability and an increase in transaction costs also lead to a downward
pressure on banks’ equity capital (net worth). A decline in equity capital,
which acts as a managerial buffer for banks’ risk-taking, lowers banks’
ability to take risks, such as acquiring new customers and investing in
new industries. Cabinet Office (2001) and SMEA (2004, 2005, 2008,
2009) are worried that the decline in banks’ risk-taking capacity would
lead to a restraint on corporate business investment as a result of the
banks’ cautious lending activities. In particular, they are worried that
it has a large impact on SME that do not have major funding sources
other than bank borrowing. Cabinet Office (2001) points out that there
was a tangible ‘credit crunch’ during the 1997-98 period, when banks’
lending attitude suddenly became severe, leading to a decrease in loans
to SME. It states that a decrease in business investment caused by the
change in lending attitudes of banks lowered the GDP growth rate by
about 1.3 per cent in 1998 (Cabinet Office 2001, p. 96). As referred to
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earlier, the loans outstanding in Japanese SME with little access to direct
finance has decreased from ¥345 trillion in 1998 to ¥253 trillion in 2009
(SMEA 2005, 2010, see Figure 1.2).

According to the BOJ National Short-Term Economic Survey of
Enterprises in Japan (referred to as the BOJ Tankan), the business
conditions DI for SME had continued to improve after bottoming out in
the first quarter of 2002, with the manufacturing sector leading the way.
However, confidence has been deteriorating since entering into 2007.
Furthermore, the Survey on SME Business Conditions, which surveyed
about 19,000 SME, including enterprises with capital of less than ¥20
million that were not covered by the BOJ Tankan, indicated that the SME’s
Business conditions DI continued to decline for 12 consecutive quarters,
from the second quarter of 2006 to the first quarter of 2009. The Business
conditions DI in the fourth quarter of 2008 had been the worst since the
revision of the survey contents in 1994, until a new record was recorded
in the first quarter of 2009 (SMEA 2009). With SME sales decreasing and
a worsening of the financing situations, the number of SME bankruptcies
has been on the rise, especially since the second half of FY 2008.2

Figure 1.2 shows the trend in the balance of loans from financial
institutions to SME. In general, a continuous year-on-year decline
can be observed. SMEA (2009) refers to a survey by Mizuho Research
Institute (Survey on the Business Environment and Management Status
of SME, December 2008). This survey shows that many of the SMEs who
responded believed that financial institutions have become increasingly
negative in their lending attitude as was reflected in the tightening of
loan screening.?

The expected role of banks with regard to companies having profit-
able businesses is to support them when they are financially in trouble
and, with regard to companies not having profitable businesses, the
role of banks is to collect past loans at an appropriate time and
reconstruct such companies. In the 1990s, such an appropriate selec-
tion may not have been made. (Cabinet Office 2001, p. 98)

Their view is understandable as a basic principle. However, in the comp-
etitive ‘frontier’ economy with intensified uncertainty, is it possible to
expect banks to undertake such a role? And is it desirable?

How have Japanese banks performed in terms of lending to growth
companies? The Cabinet Office studies this point by comparing the aver-
age productivity growth of corporate borrowers with that of the economy
(Cabinet Office 2001, pp. 100-1). Here, productivity growth of corporate
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borrowers of bank loans is obtained by weighting industry-by-industry
productivity growth (real GDP growth rate) with the industry-by-industry
outstanding balance of bank lending. Results of this interesting analysis
show that although ‘the productivity growth of corporate borrowers as
a whole’ was higher than ‘the productivity growth of the economy as
a whole’ in the first half of the 1980s, the former has been lower than
the latter since the mid-1980s. Cabinet Office points out that behind the
decline in productivity of corporate lenders is the fact that inefficient
firms have survived as a result of the postponement of disposal. However,
we should note that the decline in productivity had started before the
bubble economy, which means that the productivity of the industrial
sectors selected as client firms by banks had already been falling. This
observation is consistent with our hypothesis that the traditional mode of
monitoring was coming under stress as Japan became a frontier economy.
The Japanese SME play an important role in the economy. In 2004
the SME sector accounted for 99 per cent of the Japanese economy in
terms of the number of firms (SMEA 2005) and 72.6 per cent in terms
of the number of employees (METI 2005). In the manufacturing sector
the SME accounted for around 50.5 per cent of overall industrial out-
put and around 56.8 per cent of the overall value-added (METI 2005).
According to SMEA (2004), an examination of the growth rate of ‘total
factor productivity’ in present-day Japanese manufacturing sector by
size reveals that, on average, growth is higher in SME than in large
enterprises. The survey reports that the growth rate of total factor
productivity of SME (50-300 workers) was 1.14 per cent on average
between 1995 and 2001, while that in large enterprises (those with 301
or more workers) was just 0.88 per cent. Thus, SMEA (2004) reports that
SME are playing an active role in the technological progress. Nagahama
(2002) has estimated the contribution of SME to the change in the
composition of value-added by industry and by size of firms. According
to this survey, the SME contributed no less than 75 per cent to structural
change in the 1990s after the collapse of the bubble economy.
Ensuring the supply of sufficient financial resources to innovative SME
is the most important issue for the Japanese economy and would be a
key requirement in its revitalization. At the same time, innovative SME
are exposed to severe competition and their future has become more
uncertain. SMEA (2005) reports an interview/hearing based research
which finds that the life cycle of SME'’s hit products (best-selling products/
products of marketable goods) has been shortened (see Figure 6.2).
This report shows that although the life cycle of about 60 per cent of hit
products was more than five years in the 1970s, the percentage of hit
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Figure 6.2 Life cycle of ‘hit’ products
Source: Created by the author upon SMEA (2005).

products that were marketable for more than five years has since dropped
radically - to only about 5.6 per cent in the 2000s. Recently, the life
cycle of more than 50 per cent of hit products has been shortened to ‘1
to 2 years’ or ‘less than 1 year’. As a result, firms have been exposed to
higher business risks associated with product obsolescence. Rapid product
obsolescence is due partly to the result of being on the technological
frontier of micro-electronics and electronic products, and also due partly
to the change and diversification in customers’ tastes. However, it is
mainly due to severer competition in which rival firms are accelerating
the introduction of competitive products to the market. For banks which
basically employ funds from depositors, it is much more difficult to
monitor the credit risk of SME and to provide them with medium- and
long-term loans. Although short-term credit risk can be absorbed, long-
term financial intermediation to SME has become more difficult. This is
the biggest dilemma facing the contemporary Japanese financial system.

6.4 Credit crunch seen as a result of herd behaviour in
lending

Why did Japan continue to suffer a prolonged credit crunch and
financial slump for more than a decade? This section examines the



162 Japan’s Financial Slump

process of herd behaviour in lending (lender mood swings) falling into
negative spirals in reversals, referring to Minsky’s financial fragility
hypothesis (see section 2.2.4). As was argued earlier, credit markets deal
not only with intertemporal trade but also with promises whose fulfil-
ment is uncertain. In general, uncertainty in the process of credit risk
management is likely to drive lenders to watch others and seek a shared
standard for justifying their decisions.

Bikhchandani and Sharma (2000) suggest several reasons why a
profit-maximizing investor should be influenced by the behaviour of
others. First, investors believe that others may know something about
the return on a particular investment, and their actions reveal this
information. Second, individuals may have an intrinsic preference for
conformity. Third, the compensation schemes and terms of employ-
ment of money managers may be such that imitation is rewarded.
According to Bikhchandani and Sharma (2000, p. 10), if an investment
manager and his employer are uncertain about the manager’s ability
to pick the right stocks, conformity with other investment profession-
als preserves the fog - that is, the uncertainty regarding the ability of
the manager to manage the portfolio. This benefits the manager and
if other investment professionals are in a similar situation then herd
behaviour occurs. Keynes (1963, p. 176) observed, ‘a “sound” banker,
alas!, is not one who foresees danger and avoids it, but one who, when
he is ruined, is ruined in a conventional and orthodox way, along with
his fellows, so no one can really blame him.” A protective institutional
framework in the Japanese traditional ‘convoy’ monitoring system
may have created ‘lock-step mentality’ among the Japanese banks, in
terms of having a habit of following the crowd under the regulator’s
administrative guidance.

As was mentioned in chapter 4, the Japanese banks have been encour-
aged to attempt to adjust to the new style of monitoring and risk
management, reflected in the practices and applications of the Anglo-
American financial system, which has been simultaneously standardized
by the BCBS. We have argued that the ‘credit crunch’ faced by Japanese
banks, and, in particular, the credit crunch affecting SME, is related to
the change in the mode of monitoring. In addition, the overreliance
on rules of thumb, ratings services and analysts’ reports can amplify
the volatility of market sentiment, causing euphoric over-lending in
upturns and severe credit rationing in reversals, as in Minsky’s financial
fragility hypothesis.

The mechanism by which homogenized credit information flows
lead to financial fragility can be described as follows. When external
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rating agencies such as Standard & Poor’s provide a rating category
for a particular borrower (or country), the codified assessment of
credit risk (the statistical EDF, or the external ratings based upon it)
may cause lenders to adjust their subjective probabilities towards the
statistical or codified ones. As a result, lenders may be more inclined
to take risks even if subjective ex anmte risk premiums are not fully
reflected in pricing. Needless to say, herd behaviour in lending does
not necessarily reduce the asymmetric information problem typically
observed between lenders and borrowers. In addition, uncertainty is
not the result solely of asymmetric information but has a fundamen-
tal component that affects all investments with returns in the future.
In this context, the codified assessment of credit risks with homog-
enized information flows may reduce lenders’ incentives to monitor
borrowers on their own. The stronger their confidence in the external
information, the weaker their incentive to collect and process infor-
mation by themselves through involving in direct relationships with
borrowers.

When external rating agencies offer a positive outlook or move
towards an upgraded category, the codified assessment of credit risks
may drive lenders to further reduce risk premiums. Expectations of better
ratings may encourage competition for greater loan exposure, because
the expected risk-adjusted return on the current EDF can be expected
to shift favourably. This process may lead to euphoric speculations a la
Minsky. There also ensues a game of chicken in which players assume
that they can exit just before the bubble crashes.

When external rating agencies assume a negative outlook, in par-
ticular when they unexpectedly downgrade a borrower, this may lead
to panics in which all lenders call in their loans. To the extent that
codified assessment with homogenized external information attenu-
ates lenders’ incentives to monitor borrowers on their own, sudden
reversals in external risk assessment ratings may amplify panics. This
is because the actions of other lenders may have negative feedback
effects on the financial viability of borrowers that lead to a further
reduction in their creditworthiness. Lender panics may also be explai-
ned in terms of loss aversion. If a sudden reversal causes actual losses
to banks, lenders may act sharply to reduce their exposure; the result
may be a negative spiral or trap in which no lender is willing to take
risks in that sector even if a very high risk premium is offered (see also
Suzuki 2005).

As early as the 1930s Keynes (1936) had pointed out that certain
classes of investment are governed by the average expectation of those
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who deal on the Stock Exchange as revealed in the prices of shares,
rather than by the genuine potential of entrepreneurs. The inducement
to invest is more dependent on waves of optimistic and pessimistic
sentiment fluctuating according to the highly volatile mass psychology
in the market. The professionals in banks could be expected to be in
possession of better knowledge and capability in risk assessment and
monitoring than average investors. The competition among expert pro-
fessionals could then be an objective of financial deregulation, to play
a role in correcting the volatility of fund allocation. However, in real-
ity, ‘the energies and skills of the professionals are occupied otherwise’.
‘Most professionals are concerned, not with making superior long-term
forecasts of the probable yield of an investment over its whole life, but
with foreseeing changes in the conventional basis of valuation a short
time ahead of the general public’ (Keynes 1936, p. 154).

Financial innovations, such as loan securitization, secondary loan
dealing and credit derivatives, use the methods of quantifying and
trading credit risks which have further fuelled a convergence of opinion
in loan (debt) markets. On the one hand, this trend may have given
some professionals in Japanese banks an incentive to prefer short-run
speculative profit-making and opportunistic trading. On the other hand,
it has diverted resources from long-term and stable debt markets, which
used to provide funds for Japanese firms with the underlying rationale
of improving the possibilities for long-run production.

While the Anglo-American model has problems that critics from
Keynes onwards have identified, its appropriateness for Japan when it
was facing a financial crisis is even more questionable. At least in those
countries where the Anglo-American model was developed, there has
been a broad investor base with some diversity of opinions and appe-
tite for risk, and this has made the financial model generally workable.
But the Japanese regulators and the regulated banks tried to adopt this
mode of lending and monitoring without the preconditions or alterna-
tives for diversifying risks and uncertainty. This attempted transition
therefore exacerbated the ‘crowd psychology in lending’, and has had
a deleterious effect on the mediation of financial resources. SME sud-
denly found that they have limited access to loan markets until they
acquire external ratings. And firms that fail to be rated may be forced
to accept loan conditions severe enough to compensate for the banks’
uncertainty about their creditworthiness and the effects of these loans
on their capital requirements. Higher pricing can, in turn, be expected
to lead borrowers to pursue riskier projects — a moral hazard problem
identified by Stiglitz and Weiss (1981).
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6.5 ShinGinko Tokyo: another case study

The ShinGinko Tokyo, Limited (SGT)* was set up as a bank with the
primary aim of extending loans without collateral to medium-risk SME
using a scoring model. This section looks at this new type of bank, as a
case study, to assess how poorly this new and unique challenge of
financing cash-strapped SME has functioned. This case study also sheds
light on the biggest dilemma facing the contemporary Japanese financial
system.

The bank was established by the Tokyo Metropolitan Government
(TMG) under the initiative of Tokyo’s Governor Shintaro Ishihara, with
the intention of providing swift financing to cash-strapped SME, includ-
ing even those whose liabilities exceed their assets, as long as they are
projecting stable future cash flows. The unique bank commenced opera-
tions in April 2005 after obtaining approval from the Financial Services
Agency (FSA). The TMG contributed capital to the bank fully.

The FSA was established in July 2000 under the jurisdiction of the
Financial Reconstruction Commission (FRC) through reorganization of
the Financial Supervisory Agency which had been established in June
1998. With this change, the FSA became responsible for planning of the
financial system for which the MOF had been responsible. In January
2001, with concurrent abolishment of the FRC, the FSA took over the
business concerning disposition of failed financial institutions.

In February 2004, the TMG announced its ‘Master Plan for a New
Bank’, which provided a more concrete summary of the relevant opera-
tions at the SGT. The ‘Master Plan’ suggested that the mission of the
new bank should be to create a reliable path to economic recovery and
to contribute to an environment that would enable such SME to dem-
onstrate their full potential (TMG 2004). Interestingly, the TMG encour-
aged the SGT to be a region-based transaction bank. Meanwhile, the FSA
had been promoting region-based relationship banking, with the aims of
(i) promoting the revitalization of regional economies within a com-
petitive environment; (ii) the facilitation of SME financing, fo example,
by encouraging new business in the region; and (iii) the strengthening
of the management functions of regional financial institutions, thereby
ultimately producing active and vital regional societies (FSA 2004).

The SGT was expected to play a role in complementing the small busi-
ness policy being implemented by the TMG. At the same time, the plan
referred to the unique positioning of the SGT as a new ‘regional and
transaction bank’ which would not target to expand its business nation-
wide like major city banks, but would instead focus on regional banking
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in Tokyo Metropolitan, with Anglo-American type ‘arm’s-length’ bank-
ing practices and governance.

It is a tendency in Japan for mega city banks to operate nationwide
with many branches spreading across almost all regions. By contrast,
regional banks and Shinkin banks are perceived to serve the financing
needs of specific regions and they therefore operate with less extensive
branch networks than do mega city banks. Moreover, they care about
nurturing bank-client relationships which provide them with a com-
petitive business edge to keep screening and monitoring costs to a mini-
mum. Since the purview of business of those banks is smaller because
of their concentrated regional focus, they are supposed to cater to the
needs of SME and in this way to between good and bad borrowers.

The banking system in Japan is typically characterized as ‘relation-
ship banking’. This implies that bank-client relationships are supposed
to play a crucial role in attenuating the asymmetry of information bet-
ween them and reducing the screening and monitoring cost in banks
as lenders. This type of banking practice differs from that of Anglo-
American-style banking where considerations in relation to screening
and extending loans are influenced by short-term gains, arm’s-length
relationships, selection criteria dominated by codified methods of risk
assessment based on statistically EDF and so on. Scoring or credit ratings
reflecting clients’ financial positions are fundamental building blocks
for undertaking any lending activities by banks. Thus, the system is
characterized as ‘transaction-based’ ‘arm’s-length’ banking.

Large numbers of Anglo-American-style financial institutions are pre-
sent to satisfy the various financing needs of both foreign and domestic
firms. They are located in general on several big cities where large-scale
business activities are taking place. Even though they are very selective
in the expansion of their branches, and business activities are limited to
a small scale, services are open to customers from both the national and
regional levels. They basically opt to serve ‘wholesale’ or ‘transaction-
based’ type financial products using skills and techniques of quantify-
ing various risks. Obviously, they are away from building the long-term
bank—client relationships exemplified with typical Japanese banks.
Thus, it is not unusual that some banks in the Japanese-German style of
banking system are more comfortable with transaction-based business
than building traditional bank-client relationships.

From this perspective, the establishment of SGT was unique because
its business strategy was driven away from the traditional relationship
banking embedded in the Japanese financial system. With a branch
network centred only on the Tokyo Metropolitan region, the bank was
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intended to conform to the arm’s-length or transaction-based banking
practices. This marked a sharp question relating to how far the strategic
view of SGT could make it viable even to break the long-lasting banking
tradition in Japan. While the national planning was to ‘promote region-
based relationship banking’ in order to revitalize and enhance the
competitiveness of SME, the SGT’s move ran counter to the broad-based
national planning and rather construed a seemingly bold endeavour,
the success of which would undoubtedly promote a new dimension of
the banking industry in Japan.

A particular firm’s credit ratings and statistical EDF for its credit
category allow us to make a rough estimate of a range of expected
interest-rate spreads, in which the firm would be able to raise funds in
the market. The required margin curve in Figure 6.3 illustrates the relation
between expected spread and credit ranking of each borrower (see also
Figure 3.3).

In the loan (debt) market, borrowers are required to keep a certain
level of credit to ensure the availability of sufficient sources of funds.
In Japan there exists the so-called ‘Commercial and Industrial Loan’ as
a marginal funding source. Some firms with lower credibility have no
choice but to borrow at very high interest rates of around 15 per cent
p-a. The conceptual domain of the commercial and industrial loan
provider is assumed as the domain (I) in Figure 6.3. In contrast, the
conventional loan providers such as ‘city banks’ and ‘regional banks’
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are in the conceptual domain (II) in the figure, where they prefer to
extend softer loans (the interest rate condition is around 1 to 5 % p.a.)
to prominent large and middle-sized firms with higher credibility. The
targeted domain of SGT is considered the domain (II) in the figure, a
lacuna which is not fully coverred by eigher commecial and industrial
loan providers or conventional loan providers. The SGT estimated the
market size of the lacuna at several trillion yen.’

The SGT prepared the following financial products of providing
swift financing to SME: (1) Portfolio Financing (PF) and (2) Financing
Emphasizing Technical Capabilities and Future Potential (FETCEFP).
Table 6.1 provides an overview of these two products.

According to an SGT staff (an interview with an Executive Officer of
SGT on 23 August 2006), the automated screening process based on
scored on client cash flows in the PF, referred essentially to its scoring
upon the last two years’ financial statements of clients. At the same
time, it also referred to additional qualitative information on clients to
be collected with some transaction costs.

Based upon the scoring from quantitative data and also the addi-
tional qualitative information, the SGT undertook credit risks of clients
including those who were falling into negative net worth. In addition,
the screening process included the cash flow analysis by confirming
the contracts received by clients, and also referred to checking the
personal credit information on CEO as well as the flows and balance in
clients’ account in their main line banks. At the point in the interview
on August 2006, the average final maturity of PF was around 3.5 years
and the average interest rate was around 6.5 per cent. Basically, the SGT
was not aggressive in providing loans to ‘start-ups’. In fact, the access
of PF was limited to the firms having at least two years’ settlements of
accounting. As of August 2006, no loan had been made to start-ups
under the FETCFP scheme.

In the first financial statement for the year ending in March 2006, the
SGT recorded a loss of ¥18.6 billion from ordinary business operations
and a final net loss of ¥20.9 billion. Since their full operation was started
in July 2005, the outstanding balance of loans and guarantees stayed
at around three-quarters of the initial plan. The initial infrastructure
development investments, such as information system and call-centre
facility led to the negative earnings. However, because the writing-off of
NPL® was not required earlier than expected in the plan, the final deficit
was within the projections made in the plan.

As of September 2006, the SGT recorded current income (revenue)
of ¥4.7 billion including interest income of ¥3.5 billion, while paying



Table 6.1 Features and conditions of financial products prepared by SGT

(1) PF

(2) FETCFP

i) Features
a) Swift screens and answers within 3 business days
to loan applications.
b) Automated screening process based on a scoring
model put importance on clients’ cash flows.

¢) Efficient operation by centralization of transactions.

d) Disclosure of screening process.
ii) Eligibility
SME even though they are falling in negative worth.

iii) Final Maturity/ Tenor
Up to 5 years (7 years in case of secured loans).

iv) Average Interest rate
In principle, 2 to 8 per cent in accordance with credit risks.

v) Loan amount
Up to JPY 50 million.

vi) Security conditions
In principle, unsecured condition (no mortgage,
no guarantee).

a) Finances challenging but financially troubled SME with a
certain level of technical capacities and future potential.

b) Make use of the skills and know-how of providing unsecured
loans and guarantees to SME, held by collaborated companies
and consulting firms.

¢) Supports clients by issuing “certificate of technical capacities
and future potential” for enhancing their credibility.

Periodically accepts loan applications through collaborated
financial institutions and organizations.

Up to 3 years (5 years in case of secured loans).

In principle, 2 to 8 per cent in accordance with credit risks.

Up to JPY 100 million.

In principle, unsecured condition (no mortgage,
no guarantee).

Source: Created by the author based on TMG 2004 and an interview with SGT
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expenses of ¥20.1 billion including the reserve for losses from loans
of ¥9.9 billion, resulting in a net loss of ¥15.4 billion. At the same time,
the outstanding balance of loans and guarantees stayed at ¥281.9 billion.
The SGT was required to seek economies of scale in their loan business
and to improve spread margins with proper risk-taking. According to
SGT (based on an interview in August 2006), the bank changed their
marketing target to micro enterprises with annual sales of below ¥500
million. However, in the second financial statement for the year end-
ing in March 2007, the SGT recorded a loss of ¥20.6 billion from its
ordinary business operations and a final net loss of ¥54.7 billion. The
ratio of NPL to total assets in the SGT jumped from 0.90 per cent in the
previous fiscal year to 6.42 per cent.

The bank disclosed at a press conference that as at the end of September
2007 it had accumulated losses of ¥93.6 billion, of which ¥8.6 billion
had been accrued in just the past six months, according to Kyodo News.
These losses were largely attributable to the glaring mismatch between
the high interest rates the SGT was paying on taking deposits and the
low interest rates it charged on loans. In February 2008, the SGT sought
a TMG bailout of ¥40 billion after incurring massive losses resulting
from unsound business practices. The bank was counting on a local
government bailout to bring it back to profitability by the fiscal year
ending March 2012. It unveiled a restructuring plan to cut more than
70 per cent of its staff, downsizing to 120 from 450, and is mulling over
the possibility of shutting down all of its six city outlets, keeping open
only its headquarters as reported in Forbes.com on 20 February 2008. It
is better to admit that the unique business model of SGT as ‘regional’
and ‘transaction’ banking using scoring model has proved unsuccessful.
In the restructuring plan, the bank abandoned its transaction banking
strategy and introduced a monitoring method based on relationship
banking. While the SGT faces difficulties in finding and maintaining its
‘raison d’étre’ in the market, the bank recorded the final net loss of ¥16.7
billion in its 3rd financial statement as of March 2008, and the final net
loss of ¥10.5 billion in the 4th financial statement as of March 2009.

6.6 Concluding comments

The viewpoints of Cabinet Office economists (the Japanese govern-
ment) and Harada (1999), an ex-Economic Planning Agency (EPA)
economist, emphasize the importance of the supply side and argue that
the US’s competitive advantage over Japan was the result of its policy
of banking deregulation since the late 1970s. They suggest that higher
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labour costs and the regulations for protecting vested interests may
have caused Japan to lose its competitive edge in international markets
(Cabinet Office 2002; Harada 1999). Supply-side approaches insist that
Japan’s potential growth is in decline. In this context, it is unsurpris-
ing that many, including the IMF (2000), would applaud Japan’s ‘Big
Bang’ financial deregulation and reforms. Japanese regulators appeared
to make rapid progress in implementing their framework for revitaliz-
ing the financial system. As part of the reforms, the major banks were
re-capitalized, their reported capital adequacy ratios were improved,
several mega-mergers of major banks were concluded (see section 7.4),
two nationalized banks were re-privatized, and new funds for depositor
protection were created. However, from the evidence on growth it is not
clear that the deregulation towards an Anglo-American financial system
made a substantial contribution to change the growth potential of the
Japanese economy. Our aim has been to explore some of the doubts
about the appropriateness of these reforms for Japan.

As for the NPL, the pace of dealing with the problem by the Japanese
regional banks has been relatively slow (see Figure 6.4), although they
had a smaller NPL problem to begin with in comparison with the major
banks. The major banks reduced the outstanding NPL by 44.7 per cent
between March 1999 and September 2004, while the regional banks
reduced theirs only by 0.03 per cent during the same period. According
to SMEA (2004), regional banks play the ‘main bank’ role for 57 per
cent of the small enterprises with between 1 and 20 employees, while
city banks play this role for 23 per cent of such enterprises. In addition,
regional banks play the main bank role for 57 per cent of the SME with
21 to 100 employees, while city banks do so for 28 per cent. Regional
banks play the main bank role principally for relatively small enterprises.
The pace of dealing with the NPL of SME may therefore be even slower
than for the big corporations. In fact, the NPL ratio has been improving.
But, as was argued, this improvement did not necessarily lead to ensur-
ing the intermediation of financial resources towards SME.

Meanwhile, BOJ (2004) shows that the ‘fee profit’ (including transaction
fees for exchanges and trustee management) and ‘other profit’ (including
profits from dealing foreign exchanges and treasury bonds) did not
changed radically after the Big Bang. In particular, regional banks still
relied mainly upon ‘interest profit’. As a whole, the composition of the
profit base in Japanese banks remained unchanged. Meanwhile, Table 4.6
shows that the risk preference of portfolio selection by Japanese households
also remained unchanged, although the ‘Big Bang’ aimed to respond to
the rapidly aging society by re-deploying the funds held by households
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and transforming from an indirect financing system to a direct financing
one. While the outstanding financial assets held by the households sector
increased to ¥1,46S5 trillion at the end of March 2007, the weight of ‘safety
assets’ stayed at 52.9 per cent. Meanwhile the weight of ‘risk assets’ stayed
at 15.5 per cent (see Table 4.6).

The difficulty of dealing with uncertainty means that financial insti-
tutions are subject to swings of mood and herd behaviour. This type of
herd behaviour was responsible in part for the Japanese banks’ over-
lending to the real estate sector in the bubble economy at a time when
hitting the technological frontier made the monitoring of productive
enterprises more difficult. However, the Anglo-American system of
spreading some of this uncertainty amongst a broader investor base
could not be properly implemented in Japan because of a number of
structural problems, particularly in the absence of a broad potential
investor base willing to absorb this risk in the form of different forms
of equity. The adoption of the Anglo-American system in the Japanese
context therefore made no contribution to managing the uncertainty
inherent in lending in frontier economies, but on the other hand,
accentuated a ‘credit crunch’ because banks were now subject to a con-
vergence in risk assessment while still remaining the main source of
long-term industrial financing.
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Arguably, the most important issue for the Japanese economy is how to
ensure the supply of sufficient financial resources to innovative SME. This
would be a key requirement for the revitalization of the stagnant Japanese
economy. Such innovative SME are exposed to severe competition and
their probability of success is subject to intensified uncertainty as more
Japanese SME are forced to operate at the technological frontier. For those
banks which are basically required to employ funds from depositors at
low levels of risk, although short-term credit risk can be absorbed, it is
much more difficult to assess the risk (or rather the uncertainty) involved
in lending to particular SME and in providing them with medium and
long-term loans. In our assessment, the crisis of financial intermediation
of long-term funds towards SME and other potential growth industries is
the root cause of Japan'’s prolonged economic slump.



/

Transition Failure

7.1 Introduction

This chapter looks at a number of deeper questions that follow from
the discussion in earlier chapters. These questions relate to the nature
of the transition through which the Japanese financial system was
going in the period under discussion. Clearly, there had been problems
in the Japanese financial structure before the reforms began, but it is
also clear that the reforms left many questions unanswered and that
the appropriateness of these reforms for Japan could also be called into
question. The broad question we want to raise, if only to explore the
types of answers that may be relevant, is why this particular strategy of
reform was chosen. In particular, we face a number of critical and quite
puzzling questions.

(I) The issues that we need to answer for the period from the collapse
of the bubble economy to the nationalization of the collapsed LTCB
(in 1998) are as follows:

1 Many of the commonly accepted theories for the emerging crisis
of this period focus on the regulator’s (MOF) repeated failures
of omission and commission. However, they do not sufficiently
explain why these egregious errors continued and were sustained
over such a long period.

2 When the crisis finally led to reform, why did Japanese regula-
tors change over so conclusively to an attempt to develop an
Anglo-American rules-based system of supervising in Japan? This
is a particularly important question because their decisions had
immediate and adverse effects on the banks the regulators had
long been working with. The immediate effects included, for
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example, the sudden bankruptcy of banks like the LTCB which
had been quasi-insiders in the convoy system.
(II) A further set of questions are relevant for the prolonged recession

following the ‘Big Bang’ in 1998.

1 Can the financial deregulation that rapidly followed the ‘Big
Bang’ contribute to the resolution of the problems of Japanese
banks and help to take the Japanese economy out of its
prolonged stagnation? We have argued that the ill-considered
transition that attempted to introduce every aspect of the Anglo-
American financial system contributed to Japan’s prolonged
financial slump.

2 If the comprehensive adoption of the Anglo-American monitoring
system was inappropriate in the case of Japan, can Japan grope
its way to a more appropriate alternative system?

As was argued in section 6.2, many economists suggest that the Japanese
economy has been the victim of the macroeconomic policy errors of
regulators throughout the 1990s, causing Japan’s banking crisis and
subsequent economic stagnation. However, only a few economists have
addressed the question of why the policy errors continued. For instance,
according to Saito (1998) the continuation of economic policy errors
occurred because there was a lack of a ‘control tower’ (a strong political
leadership) when it was most needed after the malfunction of the
‘convoy’ system. However, his argument lacks any explanation of why
Japan has continuously failed to create a ‘control tower’ over such a
long period. Takeda (2001) criticizes the regulator’s insufficient account-
ability in terms of the disclosure of information, in particular, about
the process of policy making. He criticizes the opaque process through
which the easy-money policy was introduced by the BOJ during the bub-
ble economy and then the transition to a tight monetary policy after
the collapse of the bubble. Takeda points to these opaque processes and
argues that transparency would be required to improve their policy mak-
ing. However, as was argued earlier in section 3.4.4, transparency would
not always be efficacious as it is conditional on what Elster calls ‘audi-
ence effects’ and a relatively closed channel for sharing information
between regulators and the banking industry is occasionally required
for ensuring financial stability. The loss of informal channels of sharing
information may have been even more critical in explaining the persist-
ence of Japan’s banking crisis and prolonged financial slump.

An alternative explanation is provided by Kanaya and Woo (2000)
and Patrick (1998) who point to the impact of competing regulatory
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authorities. Patrick (1998) points out that one dimension of governmental
policy mistakes was the growing imbalance between the use of fiscal
policy and monetary policy, as was argued in section 6.2. Patrick (1998)
also points out a dilemma underlying seemingly inconsistent macroeco-
nomic policy errors throughout the 1990s. For instance, on the one
hand, the MOF as the Banking Bureau depended upon the restoration
of economic growth to halt and reverse the declines in urban real estate
prices and to convert marginal bank loans into good loans, and other-
wise to ease the persistent NPL problem. On the other hand, the MOF
as Budget and Tax Bureau persistently pursued budget deficit reducing
measures which thwarted economic recovery. Toshida (2001), ex-EPA
economist, points out that government’s recognition of the structural
demographic problem that Japan faced influenced its policy of budget
deficit reduction. However, the effect of these macroeconomic decisions
on the regulators’ decision to abandon major banks ruthlessly without
examining all of the economic implications is not established.

This chapter explores a new hypothesis that can help to shed light on
why the Japanese financial system has fallen into a unique ‘transition
failure’. Both Francis Fukuyama in his book Trust: The Social Virtues
and the Creation of Prosperity, and Ronald Dore, in many of his writings
on Japan (Dore 1998, 2000), argue that Japan has been a ‘high-trust’,
‘group-oriented’ society. Interestingly, there is a difference in their cat-
egorization of the US, which is not directly relevant for our narrative.
According to Dore (2000), the US can be categorized as an individual-
istic country at one extreme while Japan is a group-oriented one at the
other. In contrast, Fukuyama regards both of countries as high-trust and
group-oriented.

If people who have to work together in an enterprise trust one
another because they are all operating according to a common set of
ethical norms, doing business costs less. Such a society will be better
able to innovate organizationally, since the high degree of trust will
permit a wide variety of social relationships to emerge. Hence highly
sociable Americans pioneered the development of the modern cor-
poration in the late nineteenth and early twentieth centuries, just as
the Japanese have explored the possibility of network organizations
in the twentieth. By contrast, people who do not trust one another
will end up cooperating only under a system of formal rules and
regulations, which have to be negotiated, agreed to, litigated and
enforced, sometimes by coercive means. This legal apparatus, serving
as a substitute for trust, entails what economists call ‘transaction
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costs’. Widespread distrust in a society, in other words, imposes a
kind of tax on all forms of economic activity, a tax that high-trust
societies do not have to pay. (Fukuyama 1995, pp. 27-8)

As was argued in section 3.4, there existed deep but intangible
and informal institutional arrangements in the traditional Japanese
financial and monitoring system. In particular, (1) the dense networks
of communication in the ‘main bank’ system, where the main banks
(lenders) were deeply involved as quasi-insiders in the operation of
client firms (borrowers), and (2) the dense information networks in the
‘convoy’ monitoring system between the regulators and the regulated
banks, both contributed to stabilising irrational swings of uncertainty
and to the effective allocation of financial resources during Japan'’s high
growth.

In this group-oriented financial monitoring system which was part
of the system described as ‘Japan Incorporated’, the main bank had the
task of assessing client firms’ credit risk and the degree of uncertainty to
which they were exposed. At the same time, the main bank’s role was
supported by the whole system, including firms and regulators. One
problem with this system was that when the system became exposed to
a higher degree of risk and uncertainty that was beyond the capacity of
the main banks to absorb, the fragility of the ‘group-oriented’ system
increased dramatically. We argue that this was the most crucial driver
behind the emergence of the financial crisis.

Section 7.2 aims to discuss the characteristics of ‘trust’ observed in
the traditional Japanese monitoring system, and to survey the theories
exploring the relationship between transaction costs and informal insti-
tutions. We use this to examine the nature of the ‘transition failure’ into
which the Japanese monitoring system has fallen. Section 7.3 examines
how intensified audience effects could induce regulators to ruthlessly
allow banks to go bust. In other words, this was the transition cost paid
by the regulators. Section 7.4 discusses recent changes in the system of
mediating financial resources in Japan. Section 7.5 concludes.

7.2 Costs of abandoning the traditional mode - the
transition cost

We have looked at an institutional perspective on ‘trust’ (see section 2.4).
To understand the Japanese financial system in its traditional mode, the
problems it faced and the subsequent transition failure, we need to
examine in greater detail the type of trust which was underpinning the
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mode of monitoring in the traditional Japanese banking system. The
key characteristics of trust in this mode appear to be as follows:

1 Trust between banks and firms: (i) The deep involvement of the main
bank in the operation of the client firms contributed to a strengthen-
ing of the lender’s confidence and the relationships of trust between
borrower and lender. Repeated transactions and a long-term relation-
ship enhanced the ‘trust’ of the lender in the credibility of the bor-
rower, in the sense that the borrower would not shirk from efforts
at running its business and would not take opportunistic actions
against the lender. Based upon the creation of such ‘trust’, there was
a significant reduction in the cost of monitoring through formal
institutional arrangements. (ii) The firm put a great deal of effort into
running its business to sustain the trust of the main bank. The lend-
er’s trust was a valuable ‘commodity’ that enabled the firm to expect
financial support from the main bank, including stable credit lines
for investment and working capital as well as rescue operations if the
firm got into temporary trouble. (iii) Both parties realized that a fail-
ure to meet the other’s expectations would hurt its ‘reputation’ not
only bilaterally, but also in the broader financial world. The enforce-
ability of formal and informal contracts in this monitoring system
based upon mutual trust was strong precisely because of the high
costs of losing reputation and franchise value (Hellmann et al. 1997;
Stiglitz 1994).

2 Trust between regulators and banks: In the ‘convoy’ monitoring
system based upon a protection and sanction mechanism, (i) The
dense information network between banks and regulators contrib-
uted to create regulators’ trust in the banks, at least, in the sense that
the banks in trouble could be expected to promptly report the situ-
ation through a non-public route for sharing information. On the
one hand, prompt responses by regulators had an effect of ensuring
financial stability. On the other hand, this mode of information shar-
ing based on the preservation of trust prevented the banks, in par-
ticular, the main banks from shirking on their monitoring efforts as
long-term monitoring agents of client firms. Their failure to sustain
regulators’ trust would have an economic cost if the loss of reputa-
tion and relationship with regulators deprived them of bank rent
opportunities coming from their role as a main bank. (ii) The banks
also trusted the regulators to play a guiding role and to display ex post
flexibility in making new policies and enforcing them to sustain
the financial system and thereby the trust that had been developed
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on both sides. As a result, there was an expectation in the banking
industry that the regulators would be benevolent to the banks even
in unexpected adverse situations.

The important point was that in the traditional Japanese ‘relation-based’
financial system mutual trust played an important role as a lubricant
restraining the transaction costs of contracting and monitoring. It
follows that the outcomes observed in the Japanese ‘relation-based’
financial system were sensitive to the degree or changing nature of trust,
a commodity that is fundamentally non-quantifiable. Dore (1998) refers
to ‘systemic cohesion’ as a feature of the Japanese model that comes
from what one might call ‘psychological consonance’. He identifies the
following behavioural dispositions within the system: (i) the willingness
to enter binding long-term commitments, implying a very moderate
degree of liquidity preference; (ii) greater concern for long-term stable
rewards than for short-term gains; (iii) a concern for the emotional and
moral quality of the social relationships involved in economic transac-
tions, the friendships and the mutual obligations they generate, as well
as their material profitability; (iv) a tendency to view group solidarity
as an important ingredient of that emotional and moral quality - the
relevant ‘group’ being, depending on context, one’s department, one’s
firm, one’s industry, one’s nation, Japan; and (v) the egalitarian percep-
tion that group solidarity becomes impossible if inequalities, either of
material reward or of respect, become too wide (Dore 1998, p. 777).

The recent changes in the economic environment faced by Japanese
firms intensified their uncertainty and could have contributed to an
undermining of the traditional trust relationships that underpinned
economic activities. Nevertheless, the system depended upon a particu-
lar set of relationships of mutual frust, and a new system based on a
different set of formal and informal rules for monitoring would require
a different but effective set of constraints for controlling opportunistic
behaviour. A fundamental source of the transition failure experienced
by Japan was the accelerated collapse of the old system before the
introduction of new rules or systems of informal constraints or trust to
restrain the emergence of opportunistic behaviour and high transaction
costs in the new system.

We are not arguing that the traditional Japanese system was viable
or that it collapsed solely as a result of policy errors. We have argued
that Japan went through an economic transition from the ‘catching-
up’ period when uncertainty for lenders was based primarily on the
possibility of shirking by borrowers to a ‘frontier’ economy when most
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uncertainty is fundamental and based on the uncertainty related to
the future marketability of investments in innovation. As the Japanese
economy matured into a frontier economy, the relationships of trust
between main banks and client firms were no longer sufficient for
making the system work. Rather, these trust relationships became a key
contributor to increasing the systemic risk by enabling banks to under-
take excessive credit risks. The old system of trust-based monitoring
was not well suited for limiting exposure when most loans were subject
to fundamental uncertainty. What is significant for our assessment of
the transition is that while the traditional system had become inap-
propriate, the Anglo-American system was not necessarily an appro-
priate transition goal either. The relationships of trust on which the
Japanese system was based made it difficult to transform into the Anglo-
American system of monitoring in which banks can resort to the legal
process for liquidation or corporate reorganization of firms in trouble.
The fundamental problem in the Japanese transition was that there
was an inadequate understanding of the systemic requirements of the
Anglo-American financial system.

When institutions of monitoring do not work efficiently, why do
they not change rapidly? The general answer is that the emergence
of new institutional arrangements that can reduce transaction costs
can be constrained by higher-level transition costs of organizing the
change process itself. Khan (1995) points out that transition can also
be blocked by political constraints if change in particular directions is
strongly resisted by powerful groups who fear that they may lose out.
According to Khan (1995, pp. 72-3), institutional failure can therefore
occur at two levels: ‘structural failure’ and ‘transition failure’. The
former refers to the performance of an existing set of institutions and
the latter to the efficiency of the process through which inefficient
institutions are changed. ‘Structural failure’ occurs if a particular insti-
tutional structure results in lower net benefits for society compared to
an alternative structure. ‘Transition failure’ occurs when the process
for changing the structure of institutions achieves a lower cumulative
set of net benefits for society compared to an alternative process over
a given period. Khan points out from a political-economy viewpoint
that a possible and important reason for transition failure is that classes
or groups that fear losing out can threaten transition costs that are too
high for those proposing the institutional change and the result is that
potential institutional changes may not happen (Khan 1995, p. 84). We
would add that informal or intangible constraints can also determine
high transition costs.
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Institutions have been distinguished as either formal or informal. The
former are enforced by third parties (such as the state) and include the
structure of laws - the rules under which governments, local govern-
ments and all types of financial and economic organizations operate.
Informal institutions are rules that are not enforced by third parties
but are either self-enforcing or are enforced informally. These include
conventions, customary practices, norms, and rules that emanate from
culture, religion and so on. Endowments of ‘social capital’, trust and
spontaneous sociability referred to earlier are related in principle to the
enforcement of informal institutions, but they also affect the operating
and enforcement costs of formal ones.

North (1990) hints at the problems that can emerge in cases where
formal rules (institutions) change but the informal institutions under-
pinning these institutions do not. As a result, tensions can emerge
between informal constraints and new formal rules that may be incon-
sistent with each other.

Such change is sometimes possible, in particular in a partial
equilibrium context, but it ignores the deep-seated cultural inherit-
ance that underlies many informal constraints. Although a wholesale
change in the formal rules may take place, at the same time there
will be many informal constraints that have great survival tenacity
because they still resolve basic exchange problems among the par-
ticipants, be they social, political, or economic. The result over time
tends to be a restructuring of the overall constraints — in both direc-
tions — to produce a new equilibrium that is far less revolutionary.
(North 1990, p. 91)

In general, the informal institutions constituting the foundation of
society as conventions and norms stabilize social expectations and
structure social life. ‘Because they are self-enforcing, the efficacy of
these rules depends on the extent to which social actors find it in their
self-interest to comply with them’ (Knight 1992, p. 171).

Informal constraints are potentially important factors determining
the direction and pace of institutional changes, because formal institu-
tions are, in general, designed and created on the foundation of infor-
mal conventions and norms. But do we have the capacity to predict
the precise direction and pace of change? Our bounded rationality (see
section 2.2.3) is one factor that constrains us in our understanding of
the particular informal constraints at work as stabilizers in a particular
context. This type of analysis warns us that there are possibly important
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informal constraints working to underpin a formal institutional sys-
tem of which we may not be fully aware. By the same token, formal
institutions may be created that lack an appropriate informal structure
of norms to make them effective, and they may further weaken a pre-
existing informal institutional framework rather than strengthening it.

The assumption that economic agents are rationally self-interested
can drive a misleading analysis that suggests that institutional change
will be driven in directions that make everyone better off (see Knight
1992, p. 109). However, the Prisoner’s Dilemma framework in game
theory, for example, tells us that the dominant strategy of rational self-
interested agents can easily be such that the mutually beneficial out-
come does not emerge. Equally importantly, institutional changes are
often pursued under conditions of bounded rationality or procedural
rationality. We are often incapable of giving a satisfactory evaluation of
the collectively beneficial nature of particular social rules, because we
have a limited knowledge of the informal constraints that are important
for making them work. Transition failure may therefore be related to the
cost of changing not only the formal institutions but also the uncertain
relationship between formal and informal institutions. Under condi-
tions of uncertainty, imperfect information and high transaction costs,
the subjective models of economic agents modified both by imperfect
feedback and by ideology shapes the path of transition (North 1990).

Apart from the question of the compatibility of particular formal
institutions with underlying informal institutions, the sudden aban-
donment of a system of formal institutions based upon particular
relationships of trust can also result in a sudden collapse of trust in the
system as a whole that is itself relatively costly. When trust in general
is eroded in the system this can make the transition paths (in any
direction) more costly because there can be a collapse in the collabora-
tion between agents and organizations over the bringing about of any
transition. The result can be a failure that manifests itself as a trap of
‘collective inaction’ where all agents opt to simply maintain the status
quo, whatever it is, because they are unwilling to cooperate with other
agencies in a context of collapsing trust. Thus, the collapse of trust in
a pre-existing system can actually result in narrowing the path to find
alternative institutions.

These insights help to explain why Japanese banks continued to oper-
ate as if the old system was still in place even when the formal rules
of a new system began to be introduced by the regulators. As we have
argued earlier, when Japan became a ‘frontier’ economy Japanese firms
were exposed to greater fundamental uncertainty, and Japanese banks



Transition Failure 183

were exposed to potentially much higher monitoring costs to limit their
exposure. Meanwhile, the ‘formal’ institutions setting the context for
the Japanese banks, such as the introduction of the Basel capital ade-
quacy requirements and drive to quantify credit risks emerged as strate-
gies to prevent Japanese banks undertaking excessive credit risks. But in
spite of these attempts, Japanese banks including the LTCB continued
to play the role of ‘main banks’ in the traditional ‘main bank’ frame-
work. For instance, the outstanding balance of loans from the LTCB to
EIE International (a real-estate developer) jumped to more than ¥200
billion in 1993, from ¥35 billion at the end of 1990, as a result of an
attempted rescue operation (Harada 1999). As was referred in chapter S,
the LTCB continued to support its client firms in trouble to the end,!
using all the bank’s unrealized capital gains amounting to ¥1.26 trillion
in March 1994.

Furthermore, as we argued in chapter 5, the change in lending spreads
was attributable in part to a rising consciousness of credit risk among
banks since the early 1990s. However, as BOJ (2001b) points out, the
increase in lending spreads only offset the contraction in the fundrais-
ing spread and stopped short of covering loan losses. Japanese banks
could not sufficiently improve the spread margin. BOJ (2001b) contrasts
the overall margins and realized credit costs of US banks with those
of Japanese banks. While the average margin earned by the Japanese
banks in the 1990s stayed below 2 per cent, US banks expanded the
spread margin to between 3.5 to 4.0 per cent. The overall margins of
German and French banks were between 3 and 4 per cent, the average
of EU banks about 4 per cent, highlighting the extremely low level of
overall margins of Japanese banks. Some may see this as a weakness in
the credit risk management and pricing behaviour of Japanese banks.
However, as BOJ (2001b) points out, the real problem was that it was dif-
ficult for Japanese banks to expand lending margins unilaterally given
their preference for a long-term relationship with their customers.

It is also said that the overwhelming presence of the public sector in
housing loans, which is one of the major profit centres for both US and
European banks, made it difficult for Japanese banks to diversify their
profit structure. BOJ (2001b) points out that US banks improved their
profitability significantly in the early 1990s and this was explained in
part by their aggressive promotion of housing loans. The ratio of real
estate loans (those on residential properties) to total loans in the US
reached almost 25 per cent while that in Japan remained at around 15
per cent in 1999 (ibid., p. 18). Presumably, the reduction of the presence
of public financial institutions in housing loans in Japan would have
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contributed to an enhancement of the profit base of Japanese banks
and allowing them to enjoy higher spread margins without the serious
adverse selection or moral hazard effects identified by Stiglitz and Weiss
(1981). This was because the conventional housing loans to prime
borrowers brought high profits to banks and their exposures were
secured by mortgages on residential properties.

Consequently, like the LTCB, many banks compensated for their
low margins by using the unrealized capital gains of their stock port-
folio to cover the increasing costs of provisioning and writing off. If
these banks had attempted to transfer their higher credit costs to their
clients, the consequences for borrowers would have been suddenly very
adverse. According to the Cabinet Office (2004, p. 260), the outstand-
ing loan assets held by the banks (including ordinary banks, foreign
banks, specialized banks serving the agricultural, forestry and fisheries
industries, and the small business finance corporation) was estimated
at around ¥698.7 trillion in FY 2000. If the Japanese banks expanded
their lending margin by 1.5 per cent, the additional interest revenue
would be around ¥10.5 trillion. If they expanded the margin by 2 per
cent, around ¥14 trillion would be generated. The outstanding NPL at
the end of March 2001 was recorded at ¥32.5 trillion. Raising the mar-
gins could therefore have immediately covered one-third of the NPL
provided the higher interest rates did not result in significant additional
bankruptcies. What is interesting is that Japanese banks made little
attempt to raise margins.

In a similar vein, a number of other aspects of the transition failure
were based on agents continuing to behave informally in ways that
no longer made sense in terms of the new structure of formal rules. In
addition to the aspects discussed above, the following ‘transition fail-
ures’ can also be considered as aspects of the general problem at issue:

1 The established relationships between the main banks and their
client firms deterred the main banks in interest respects from deal-
ing with NPL. There is little evidence that main banks put adequate
pressure on their clients to recover loans. This was rational at the
macro level because if main banks had begun proceedings of filing
or liquidating all troubled firms, this would have caused an unbear-
able loss to the banks. If they had triggered the hard-landing strategy
for dealing with NPL in the 1990s, it would have caused a serious
adverse effect on the corporate sector, resulting in higher unemploy-
ment and a deteriorating macro economy. Nevertheless, the failure
of any main bank to initiate proceedings against their clients in ways
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now encouraged by the new regulatory system can be explained as a
continuation of informal relationships that persisted because trust in
the new system being created was far from adequate.

2 On the one hand, as was argued in section 4.4, portfolio selection by
Japanese households continues to exhibit ‘risk-averse’ preferences,
which makes it extremely difficult for Japan to smoothly transit to a
securities-based direct finance system as an alternative to the main
bank system. Indirect finance is still required in Japan, but only if
the Japanese banks meet the Basel standards of short-term portfolio
quality (see section 4.3). As argued in chapter 6, these requirements
resulted in a credit crunch for SME. Consequently, the Japanese
banks faced a difficult choice, ‘to ration credits’ or ‘to absorb higher
credit risks’. Here, Japanese banks were expected to construct new
relationships with SME borrowers, where risks to be covered by
new rules to be enforced by regulators. The absence of trust in these
new relationships resulted in Japanese banks choosing credit ration-
ing and this was an important factor explaining the persistence of
the recession in Japan.

3 Under the traditional ‘convoy’ system, banks facing difficulties
expected regulators to come up with initiatives for resolving the NPL
problem. These expectations continued and the attempt of regula-
tors to enforce a different set of rules resulted in a loss of trust. One
consequence of the loss of trust was that main banks continued to
act as if the old system was still in operation, creating a hold-up situ-
ation for the regulators. Regulators could respond to the decisions of
main banks in ways that would re-establish trust, but if they let main
banks collapse according to new rules, trust would be further eroded
and main banks would be less willing to accept losses for the collec-
tive interest. An aspect of the continuing Japanese financial crisis
can be explained in terms of games that were being played between
regulators and main banks as each tried to test the intentions and
commitment of the other in a context where the traditional system
of monitoring had collapsed together with its relationships of trust.

7.3 Intensified ‘audience’ effects

This section examines the political affairs surrounding the regulators’
decision to ruthlessly abandon major banks without examining all of
the economic implications, to argue why Japanese regulators shifted
conclusively to an attempt to develop an Anglo-American rules-based
system of supervising in Japan. We argue that the regulators’ failure to
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properly respond to Japan’s financial crisis can be explained according
to the logic of ‘audience effects’ detailed in section 3.4.4. This logic
focuses that the regulator’s decision was increasingly constrained by
public opinion. In particular, general public distrust in financial system
intensified in the 1990s by a series of their performance failures and
scandals mentioned below.

The traditional Japanese ‘convoy’ system where regulators and the
banking industry enjoyed closed channels for privately sharing infor-
mation (see section 3.4.4) has been controversial. Because this structure
could in theory explain unproductive rent-seeking and therefore the
crisis of the Japanese financial structure. In fact, there were ‘the long-
established conventions of entertainment of the regulators by the regu-
lated - “relational regulation”, as it were, paralleling relational banking’
that limited unproductive rent seeking (Dore 2000, pp. 158-9). However,
after the collapse of the ‘bubble’ economy, the populist media, includ-
ing intelligentsia and opinion leaders, began to attack the relationships
between banks, the MOF and the political establishment. These attacks,
since around 1991, focused on exposing a series of scandals related to
illegal loans by Japanese banks. Examples were the scandal of illegal
loans by Sumitomo Bank (later the Sumitomo-Mitsui Financial Group)
to the Itoman Corporation around Spring 1991, suspicions over illegal
loans by Fuji Bank (Mizuho), Kyowa-Saitama Bank (Resona) and Tokai
Bank (Mitsubishi-UFJ) in July 1991 respectively, suspicions about illegal
deposits by Toyo Credit, involving the IBJ (Mizuho) in August 1991.

In addition, in around June 1991 a scandal was exposed relating
to cover-ups and market manipulation by Nomura Securities, the top
securities house. Initially, the media accused banks of incompetence.
But soon, the ‘claim to elite incorruptibility [was] badly dented, in part
by one or two spectacular revelations of personal corruption on the
part of senior officials — clear examples of personal enrichment or the
enrichment of friends, through the abuse of power’ (Dore 2000, p. 158).
Needless to say, any corrupt official illegally leaking secrets leading to
the abuse of power is to be blamed. However, the manipulative reports
by the media and intelligentsia resulted in a public outcry that failed
to calmly assess the essential benefits and defects of the relation-based
financial system in the context of Japan.

Newspapers report the size of the restaurant bills turned up by the
prosecutors investigating cases of bank fraud, but rarely relay the
bureaucrat’s defence: ‘Our decisions are not swayed by feasting
and golf course treats, which we receive in moderation from all
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participants equally; but they are essential ways in which we get to
learn informally the problems of the industry; they serve to establish
the relations of trust which enables Japan to have reasonably honest
banking with only 400 bank inspectors, a tenth of the number in the
United States...” (ibid., p. 159)

The media and intelligentsia focused on the negative aspects that
occasionally surfaced due to the exclusiveness of the relationships
underpinning the convoy system. They did not consider the positive
aspects which resulted in an effective monitoring system based on low
aggregate monitoring costs. The challenge for Japan was to reform this
system and build on aspects that were appropriate for the new moni-
toring and regulatory challenges as Japan changed from a catching up
economy to a frontier economy. Instead, the public outcry simply
concluded that deregulation in terms of a transition to an Anglo-
American financial system was the answer.

The more the media dramatized the stories of ‘the few bad apples in
every barrel which were always there’ (Dore 2000), the higher was the
‘audience cost’ (see section 3.4.4) in Japan. Nishimura (1999) quotes a
senior colleague’s comment when he was appointed as Chief Director
of the Banking Bureau in the MOF in 1994: ‘In the past, the public sup-
ported whatever the MOF did, because the public trusted that the MOF
protected the national interest. After the exposure of a series of scandals
over cover-ups and market manipulation by major securities companies
in 1991, the public would no longer accept that whatever the MOF did
was in the national interest.” Nishimura further points out that this was
a turning point for the MOF.

The old relationships between the MOF and the banking sector that
had enabled efficient monitoring at relatively low monitoring cost
began to unwind rapidly. The MOF publicly stated that it would not
provide rescue options for financial institutions that could not survive
the process of deregulation. The audience effect in the process of finan-
cial deregulation in Japan intensified after the arrival, in 1993, of the
first coalition government of Prime Minister Hosokawa. It was in 1993
when Japan's ruling LDP, lost power after a 38-year reign. The Hosokawa
government had to tackle a range of difficult political issues, including
the conclusion of the GATT Uruguay Round of trade negotiations that
resulted in the opening up of the Japanese rice market despite strong
resistance from the powerful agricultural interest groups and politicians
who represented rural areas. The government also had to address issues
of electoral reform at home while trying to lead an unprecedented
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coalition of eight political groups with a wide range of conflicting
political ideas. In this context, dealing with NPL problem was not the
most important priority on the political agenda.

The deregulation of the deposit rate ceiling was completed on
schedule in October 1994. As late as autumn 1994, the retiring president
of the BOJ announced publicly that the bankruptcy of some small banks
with financial difficulties would be unavoidable and possibly desirable
(see Okuno-Fujiwara 1997, p. 375). Two credit cooperatives soon fell
into this category in 1994: the Tokyo Kyowa Credit Cooperative and
the Anzen Credit Cooperative. Instead of enabling one of the major
Japanese banks to take over the smaller banks, the Tokyo Kyodo Bank
was established through a capital injection by the BOJ. This signalled
the end of the role of the major Japanese banks as ‘white knights’
even under initiatives of the MOF, a role that had been significant for
resolving collapsed medium-sized financial institutions though the
merger and acquisition process under the ‘convoy’ system. Another
example of new approaches which challenged old relationships was the
suspension of new deposit-taking and lending operations for Cosmo
Credit Cooperative and Kizu Credit Cooperative in 1995.

Then, in June 1996 the Diet passed six laws establishing the Housing
Loan Administration Corporation and the Resolution Collective Bank to
cope with the liquidation of failed jusen (housing loans) companies and
credit cooperatives. The growing public dissatisfaction with the injection
of ¥685 billion of public funds for resolving the jusen problem, together
with their pessimistic sentiments under the prolonged recession made
MOF officers as well as the MOF-tan in banks hesitate in revitalizing
this sector using the existing institutional arrangements and relation-
ships. Okuno-Fujiwara (2002, pp. 77-9) criticizes the public and media
response as misleading, and argues that economists including himself
should have articulated the necessity of a quick resolution of the jusen
problem because delays here held back the government and the banking
industry from dealing with the NPL problem. Nishimura, the ex-Chief
Director of the Banking Bureau in the MOF, makes an interesting com-
ment in this context:

the MOF did not intentionally postpone its response to the collapse
of the bubble economy, but it is better to admit that the MOF had
little capacity of taking pre-emptive action. Such a policy would
possibly result in serious criticisms and strong political leadership
would be required to support the policy as a necessity for Japan'’s
future. The political leadership would have to deal with the public
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outcry and agitation. However, who could put up with this? Foreign
pressure has been one political-economy device for executing these
types of difficult policies because no-one [in Japan] could be blamed.
However, this case was too big and complicated to use such a
political-economy device. (Nishimura 1999, p. 89)

Meanwhile, in March 1998 a series of earlier scandals was revealed
in which MOF officials had warned banks about forthcoming inspec-
tions. Four officers of the ministry were arrested, and their superior,
Yoichi Otsuki, committed suicide in humiliation in January of that year
(Kindleberger 2000, p. 87).

By mid-1998 when the issue of how to bail out the collapsed LTCB
became controversial in the parliament as a political rather than an
economic issue, the MOF had been sidelined as the core agency deal-
ing with financial problems. While the LDP did propose a plan to
recapitalize weak banks and in early July 1998 put forward a proposal
to create so-called ‘bridge banks’ that would take direct control over
the operations of failed institutions, the Hashimoto cabinet was unable
to translate these proposals into concrete legislative action. Nishimura
(1999) points out that the reduced presence of the MOF was the result
mainly of a series of scandals involving MOF officials fuelling a public
outcry against the MOF. Uriu (1999) points out that with public atten-
tion focusing on their past failures, bureaucrats had strong incentives to
avoid further policy mistakes: in the absence of strong political leader-
ship and direction, bureaucrats were reluctant to advocate bold actions
or solutions. Toya (2003) insists that the political economy situation
related to the Japanese financial Big Bang (financial deregulation) can
be most properly explained by the rationale of each actor seeking the
survival of their organization. In particular, he points out that when an
actor lost the public trust, receiving trust became the main motivation
for the actor. This claim implied that actors would respond to public
opinion even if this had drastic and adverse effects on the relationships
of trust between agencies on which the financial system was based.
A series of policy errors and scandals meant the MOF lost public trust
in its role of designing and monitoring the Japanese financial system.
In addition, a series of scandals over the banking industry (for instance,
illegal compensations for corporate extortionists (so-kai-ya) by Nomura
Securities and Dai-ichi Kangyo Bank exposed around March 1997)
also meant that the banking industry also lost the public’s trust. This
resulted in higher audience costs, which prevented the restoration of
appropriate relations between the regulators and the regulated.? This
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is the background of collapsing trust in which we have to understand
the regulators’ apparent abdication during the 1997-98 financial crisis
and the subsequent prolonged financial slump, and also their headlong
acceleration of the financial ‘Big Bang’ deregulation, causing a further
adverse effect on the Japanese financial sector.

7.4 Actions by the Japanese banks after the crisis

Following the injection of public funds into the banking system in 1999,
the Japanese major banks were merged into the so-called ‘Big Four’: the
‘Mizu-Ho’ Financial Group combined Dai-Ichi Kangyo Bank, Fuji Bank,
and the Industrial Bank of Japan (they set up the new financial holding
company, Mizuho Holdings, in September 2000); United Financial Group
of Japan or ‘UF]’ combined Sanwa Bank, Tokai Bank and Toyo Trust
Bank; Sumitomo Mitsui Banking Corporation combined Sumitomo Bank
and Sakura Bank (they were merged in April 2001); and the Mitsubishi
Tokyo Financial Group combined Bank of Tokyo-Mitsubishi, Mitsubishi
Trust and Nippon Trust. Meanwhile, the nationalized banks were re-
privatized. The LTCB was sold in March 2000 to a group of investors
led by the US-based investment firm, Ripplewood Holdings, and was
renamed ‘Shinsei’ Bank (meaning rebirth). After halting negotiations, a
basic agreement to sell the NCB to a group of investors led by Softbank
was reached in June 2000. The NCB was renamed ‘Aozora’ (meaning
blue sky) in January 2001.

On 30 May 2003, Resona Bank, Ltd (which combined Daiwa Bank
and Asahi Bank) made an application under Article 105.1 of the Deposit
Insurance Law for ‘recapitalization’. On 10 June, the FSA agreed to
recapitalize Resona Bank to the tune of ¥1.96 trillion, requiring the
bank to reduce its capital to compensate for losses carried forward as a
condition for implementing this recapitalization.

The ‘Big Four’ mergers® were often said to aim at creating mega-banks
to achieve international competitiveness. However, the main purpose is
perhaps better explained in terms of a strategy to clear the enormous bur-
den of bad loans by restructuring and cutting costs through integration.
In a political sense, these mergers appear to have been necessary as the
quid pro quo restructuring in exchange for the injection of public funds
which had been the subject of much controversy. The fact that the CEO
and senior directors of the former LTCB and NCB were arrested and held
responsible for their bankruptcies, including fraudulent accounting and
false disclosure, also created a mood for changing the management of
many banks through mergers.*
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The accumulation of a huge volume of NPL in the Japanese banking
sector casts doubt on their ability to monitor the corporate sector.
However, we have argued that the accumulation of problems before the
financial crisis was due in part to a change in the nature of uncertainty
facing the Japanese corporate and financial sector, and an appropri-
ate adjustment could have been built on foundations that already
existed. Essentially, the problem was to drastically revise the inherent
risk in investments that were no longer based on catching-up strate-
gies but rather represented investments in innovation. In principle,
this could have been achieved by main banks and regulators adjusting
their evaluation strategies and allowing for significantly higher prob-
abilities of default in these new investments compared to what they
had been used to. This direction of reform might not have worked, but
we do know it was never tried. Instead, the entire abandonment of the
relationship-based banking structure resulted in a transition attempt
that became mired in new problems as the different sectors failed to act
in coordinated ways given the collapse of overall trust in the system.

The Japanese ‘main bank’ system was part of a system of corporate
governance. The main bank would seldom sell its shares in the mar-
ket unless it abandoned its main bank positions. However, since the
1997 financial crisis in Japan, the Japanese banks accelerated the sale
of shares and reduced cross-shareholdings. Initially, the sale of shares
by banks during the financial turmoil and eventually during crisis of
1997-98 was driven by the need to seek funding and to realize capital
gains for writing off NPL. Subsequently, sales of shares were further
accelerated by the government’s policy of establishing a system for
limiting the shareholdings of banks (see the Government’s Economic
Measures in April 2001). The FSA also set a new limit on shareholdings
of banks in line with external measures of risk management capacities
of banks. This was based on definitions of Tier I equity capital as defined
in the Basel Accord, in order to reduce the price fluctuation risk, that
is, the risk of capital inadequacy due to marking to lower market values
(see Press release on 26 June 2001 by the FSA).

The aforementioned ‘mega-mergers’ which were encouraged for the
survival of the respective keiretsu groups may have the intentional
or unintentional effect of regaining some of the eroded functions of
mediating financial resources and pooling monitoring skills within the
group. Given the lack of direction coming from the banking regulators
in the decade after the Big Bang reforms, this was one option, per-
haps the only practical alternative left for ensuring a more efficient
financial intermediation and monitoring in the Japanese corporate



192 Japan’s Financial Slump

sector and the banking industry. Each ‘keiretsu’ group has promoted
inter-/intra-group collaborations and mergers, symbolizing sequen-
tial mega-mergers among major Japanese banks. The new framework
involving not only the banking industry but also other industries made
it much easier for former rival firms to merge together and seek new
scale economies for greater competitiveness. Some relevant examples
of these include the following: the two non-life insurance companies
of the Sumitomo-Mitsui group, Sumitomo Marine and Mitsui Marine,
merged into Sumitomo-Mitsui Marine in October 2001. Sumitomo
Chemical and Mitsui Chemical agreed to merge by organizing a hold-
ing company between the two in October 2003. Two sogo-shosha (gen-
eral trading houses), Sumitomo Co. and Mitsui & Co. made tie-ups in
various fields. The Mizuho group (IBJ, DKB and Fuji) had three non-life
insurance companies, Yasuda, Nissan, and Taisei Fire and these merged
into Sompo Japan in April 2002. Kawasaki Steel and NKK were large
steel firms affiliated with former Daiichi-Kangyo group (DKB) and Fuyo
group (Fuji) respectively. They merged through a holding company in
October 2002. These movements can be construed as follows:

1 Each keiretsu group has large bank(s), insurance companies, general
trading houses (sogo shosha) and various manufacturing and service
businesses. Even if its core bank can no longer undertake the role as
financial intermediary and prudent monitor of all activities in the
group, other core companies in the group are attempting to absorb
entirely or share the role of mediating and monitoring the allocation
of scarce ‘risk’ funds within the group.

2 General trading houses and prominent manufacturing companies
have enhanced their skill and knowledge base for monitoring related
industries through direct investment resulting in the diversification
of their business or by internalizing some supporting industries. The
inter/intra-group investment can be seen as an attempt to acquire
and capitalize upon accumulated skills in monitoring.

These moves can be seen as a spontaneous movement by the private
sector actors attempting to overcome the current crisis of financial
intermediation and the failure of the core bank to acquire or deploy
effective credit risk management skills. Although these developments
can also be interpreted as a strategy to develop oligopolies that can per
se have a potential negative effect on the overall economy, we should
also investigate these changes to see whether these developments can
help to overcome Japan'’s prolonged financial slump.
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7.5 Conclusions

The traditional Japanese mode of financial intermediation and
monitoring (including banking supervision) should have been over-
hauled or replaced with an alternative mode, because the perform-
ance of the traditional mode had resulted in ex post lower efficiency of
monitoring for financial regulatory purposes when Japan fully emerged
as a frontier economy. Instead, the wholesale adoption of the Anglo-
American approach and the convergence towards the Basel rules as the
solution to this problem proved to be an ineffective and potentially
very risky prescription which, we argue, ultimately contributed to
Japan’s lingering financial slump.

In the process of responding to these structural failures, we consider
that the fragility of the ‘group-oriented’ system of finance and moni-
toring based on dense networks of trust was fully revealed. On the one
hand, apart from the monitoring of firms, the Japanese group-oriented
system had contributed to a stabilization of lenders’ swings of mood
and had led to Japan’s rapid economic growth through their effective
allocation of financial resources. On the other hand, ironically, a system
based on dense networks of trust led to higher ‘transition costs’ in terms
of the costs of abandoning the existing system when the Japanese main
banks were exposed to higher risk and uncertainty that was beyond
their capacity to absorb. Their strategy of maintaining the status quo
(continuously supporting client firms in trouble) while leaving the NPL
problem unsolved (particularly until the first half of 2003) resulted in
tragic results. We have attempted to shed some analytical light on the
‘informal’ institutional settings and constraints that contributed to this
transition failure and led to Japan’s extraordinarily prolonged financial
stagnation.

Japan should instead have changed its monitoring system at a
moderate pace while clarifying the direction of institutional change
(towards maintaining financial stability), taking Japan’s high cost of
abandoning existing institutions into consideration. Rapid deregulation
including the financial Big Bang and rapid transition to a rules-based
banking supervision system resulted in a sharp deterioration during
the 1997-98 financial crisis and significantly prolonged the subsequent
financial stagnation. We have described this as a significant ‘transition
failure’ in which the overall cost of the transition far exceeded any pos-
sible benefits from the radical changes in supervising. The regulators’
strategy of regaining their reputation, and prioritization of their own
survival under intensified audience effects and populist media resulted
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in the sudden and ruthless abandonment of the convoy system. These
phenomena further accelerated the collapse of mutual trust in the
‘trust-based’ system of sharing information. The collapse of trust in
the regulators (seen from the perspective of the major banks) resulted
in evasive action by the latter and their unwillingness to expose them-
selves to new risks at the cost of the very start-up enterprises on which
Japan’s future was dependent.

At the time of writing, banks and regulator have still not overhauled
or reformed the appropriate relationship between regulators and the
banking industry in a way that is effective given the Japanese corporate
structure, its investor base and its appetite for risk, and which capitalizes
on pre-existing (but attenuating) relationships of trust. We have argued
that the failure to evolve an appropriate relationship between banks,
regulators and firms has prevented effective financial intermediation
and monitoring and has also slowed down transition in the direction
chosen by the regulators. We reiterated that simply resurrecting the
financial structure and practices of the post-war and catching-up period
is no longer feasible, not only because the traditional system had its
own defects, but fundamentally because, in its old form, this system
was inappropriate for a frontier economy. However, our main argument
is that the reformed system should have sought to build on some of
the most effective informal institutional elements prevailed in Japan.
This would not only have resulted in a more feasible structure, it may
also have resulted in a more rapid transition as opposition would not
have come from all quarters. The hopeful signs are that spontaneous
changes in the corporate and financial structure are indeed building on
these historic capabilities and relationships. The challenge for reform-
ers is to recognize these strengths and to undertake to use and build
on dimensions of the traditional financial structure that can be useful
given the new tasks and challenges facing the Japanese economy.



8

Conclusions

8.1 Summarized conclusions

This book has analysed the relationship between the institutional
changes in the Japanese financial system and its prolonged financial
slump from the 1990s to mainly the first five years of the new century.
It has done this primarily from the perspective of the institutional
requirements of a financial system to perform its monitoring functions.
This book attempted to answer the following questions:

1

Why did the traditional Japanese mode of financial monitoring,
which had proved to be so effective during the high-growth period,
stop working effectively in the run-up to the financial reforms of
1998? What institutional characteristics of the traditional mode were
effective during the high-growth period until the Oil Shock of 1974
which put an end to this period and what were the factors hindering
effective monitoring in the subsequent period? How do we analyse
the relationship between the financial institutional structure and the
associated costs of monitoring that it faces?

We describe how the enhanced cost of monitoring in the traditional
mode as the Japanese economy became a frontier economy resulted
in pressures to transform the financial structure in the direction of
the Anglo-American one using Basel-type transparent and algorith-
mic modes of monitoring. We ask to what extent such a transition
was feasible. What are the foundations and institutional settings
necessary for the transition to the Anglo-American and Basel-type
mode? Did Japan possess these foundations?

We also ask why Japan’s financial slump following the collapse of
the financial bubble in 1991 was so prolonged and deep. Commonly
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accepted theories explain this in a number of ways, but primarily
by pointing out the repeated failures of both omission and commis-
sion of the regulator (the Ministry of Finance) from the time of the
collapse of the bubble economy to the nationalization of the LTCB.
However, they do not offer a sufficient explanation of why the policy
errors continued over such a long period. Why did the regulator
change its stance radically to adopt a financial reform policy tied
to the adoption of Anglo-American rules-based supervision? This is
a particularly important question given that the immediate effect
was to have an adverse impact on those banks that were in finan-
cial trouble. As a case study we examined how regulators allowed a
major Japanese bank (the LTCB) that had played a leading role in the
convoy system go bust.

4 Japan’s financial deregulation was almost completed relatively soon
after the financial ‘Big Bang’ of 1998. Did this contribute to bailing
the Japanese banks and the Japanese economy out of the prolonged
stagnation or did it make matters worse? If it proves difficult to
fully adopt the Anglo-American monitoring system in Japan to an
extent that makes it an effective institutional alternative to address
the problems faced by the Japanese economy, is it possible to go
back to the traditional monitoring system? And if a reversion to the
latter is not possible either, is it possible for Japan to find its way to
a better alternative system? Why has Japan struggled so hard in its
transition?

The conclusions and contributions of the book are summarized as
follows:

1 The book argued that a structural failure emerged in the traditional
Japanese financial system as a result of its failure to provide an ade-
quate response to the qualitatively different types of ‘uncertainty’ that
the system faced as a result of changes in the economic environment
accelerated by internationalization, financial deregulation and, in
particular, technical changes within the Japanese economy that
made it a frontier economy from the mid-1970s. These changes
resulted in the Japanese traditional monitoring system becoming less
effective.

2 However, we also argued that the response to this problem was ill
considered and ill planned. This was the plan for a rapid transition
to an Anglo-American financial monitoring system using Basel-type
transparent and algorithmic monitoring. The transition attempt
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neglected the conditions necessary for the successful implementation
of this strategy. In particular, it neglected the ways in which Japanese
investors and lenders had managed their own risk aversion and man-
aged uncertainty. We argued that the transition actually intensified
the uncertainty faced by critical players and did not even achieve to
a full extent an abandonment of relationship-based lending to the
large corporate groups. The major impact was that these changes
hindered the sound intermediation of financial resources and had an
adverse effect on the macro-economy and on start-ups which relied
on a sharing of uncertainty with institutional or individual investors
who were willing and able to do so. The changes in the Japanese sys-
tem left a large gap in this critical area. The transition therefore had
dangerous consequences for the Japanese financial system.

The book traced how changes in the Japanese monitoring system
affected the operation of Japanese banks and exacerbated the 1997-
1998 financial crisis using the collapse of the LTCB as a case study.

. The book also argued that the Japanese financial system fell into a
unique ‘transition failure’. Transition failure includes first, the case
in which the cost of abandoning the existing institution and creat-
ing a new one is so high that it cannot transition smoothly to an
alternative institution in which relatively lower transaction costs
are expected but this is largely because an inappropriate alternative
has been selected under conditions of uncertainty. Second, it also
includes the case where an ill-planned or misconceived transition
proceeds in spite of the fact that the cost of abandoning the existing
system is extremely high, causing a net loss during a long and pos-
sibly indefinite transition period. We argued that the Japanese case
corresponded closely to the second case.

. The book suggests but does not definitively establish a number of
policy implications that are worthy of further exploration. The anal-
ysis supports a policy option of exploring and improving a ‘hybrid’
system that seeks to develop the ‘direct-finance’ market for venture
capital and start-ups along the Anglo-American and western finan-
cial model while recognizing important structural differences in the
Japanese retail investment market that also suggest that the ‘indirect
finance’ market based on a significant role of banks in intermediat-
ing long-term lending will remain complementary in Japan for a
long time. The policy implication is to expend considerably more
efforts to seek the appropriate balance and not to seek a wholesale
but impossible transition as has been the implicit approach in the
period after the financial crisis.
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The smooth circulation of financial resources is clearly a necessary
condition for vitalizing economic activities. Accordingly, the effec-
tive screening and monitoring of financial intermediation is essential
for economic growth. However, perfect monitoring cannot be expected
nor can monitoring at zero cost be realized. Therefore, it is important for
the economy to ensure the effective absorption and diversification of a
business unit’s credit risk and associated uncertainty and when required
respond to changes in the economic environment such as changes in
the business cycle. Looked at separately, the Basel 8 per cent capital ade-
quacy requirement perhaps makes sense as an instrument for ensuring
the solvency of banks. However, in the context of the financial flows
that were being intermediated in Japan, the Basel Accords limited the
scope and capacity of Japanese banks to act as institutions that could
absorb and spread the credit risk and uncertainty faced by the corporate
sector. The additional limitations that were placed on banks as a result
of attempting to implement the Accords further limited their capacity
to adapt to absorb new uncertainties. Without any other alternative
institutional structure being available that could intermediate financial
flows in this context, the reform actually hindered the smooth circula-
tion of sufficient financial resources. Besides, as argued in section 6.2,
there was little intention of implementing the Big Bang reforms and
of introducing guidelines for banks to strictly keep an equity capital
buffer in the Prompt Correction Action (PCA) framework to address the
current problems of 1997-98 financial turmoil. These policy changes
were considered part of the long-run institution building for a new
market-based and rules-based financial system. Ironically, introducing
them right in the middle of the financial turmoil was a very unwise
move that exacerbated the financial slump. In general, a critique of the
Basel capital adequacy requirements is that they work in a pro-cyclical
way and introducing them in the middle of an economic slump was
clearly a very unwise move in itself.

Our analysis suggests that it was not feasible for the Japanese finan-
cial system to transform into the Anglo-American system for a number
of reasons. In particular, in the latter system, individual investors
and households have demonstrated a willingness to absorb the risk
and uncertainty implicit in investments in the corporate sector in a
frontier economy. This broad investor base was absent in the Japanese
economy. The types of financial institutions that may work better in
the Japanese frontier economy entails further institutional analysis and
practical experimentation. Meanwhile, it is very important to recognize
the importance of improving the ‘hybrid’ system that characterizes
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the Japanese financial sector, consisting of both an emerging ‘direct-
finance’ market and a predominant ‘indirect-finance’ market. In par-
ticular, an efficient indirect-finance mechanism run by banks is still
critical for the overall Japanese financial system. It follows that Japanese
banks have to develop and adapt their monitoring system for the cor-
porate sector because this type of long-term lending is not amenable to
a fully codified and algorithmic mode of monitoring as was implicitly
attempted in the Big Bang reforms in Japan and subsequently. The book
recognizes that the traditional system of monitoring by lead banks had
run into trouble and could not be continued. But we believe that lead
banks could have developed substantially more effort in collaboration
with regulators to use the network relationships that they enjoyed to
develop new ways of classifying and monitoring uncertainty and risk.
A reform attempt that built on the strengths of the Japanese financial
system rather than attempting to abandon it wholesale would probably
have had a greater chance of success and would have been more con-
sistent with Keynes and post-Keynesian heterodox analysis of the non-
quantifiability of uncertainty in frontier investments. The book does
not propose an alternative financial structure because such a structure
can only be constructively adapted through a process of trial and error.
Our policy conclusion is rather that the direction of experimentation in
Japan has not been the most effective one.

8.2 Lessons from Japan’s financial stagnation

We conclude by summarizing a few of the main lessons that the
Japanese experience has for a broader analysis of financial institutions
and financial reform processes.

1 It is not feasible to simply adopt the financial systems of some
countries to others. Our detailed examination has focused on the
problems of attempting to transfer the Anglo-American model to
the Japanese context. But equally, the reverse argument holds if one
were to attempt a transfer of the traditional Japanese bank-centred
and indirect financial system to other developing countries without
recognition of specificities of their financial markets and network
relationships.

Gerschenkron (1962) had pointed out that Japan, as a late-industrial-
izer, could neither rely on the internal reserves or surpluses of firms
nor did she possess sufficiently developed direct financial markets for
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channelling savings directly to investment. Such a late-industrializer
had to rely on banks’ credit creation to direct finances into industry.
The Japanese financial system has traditionally been characterized as a
bank-centred, indirect finance system. This system brought successful
economic growth and industrialization not only to Japan but also to a
number of Asian emerging countries.

It is widely recognized that the Japanese traditional bank-based sys-
tem of finance and monitoring greatly contributed to Japan’s rapid
economic growth. However, to what extent is the Japanese model
applicable for other developing countries during early industrialization?
As was argued in section 3.4 and chapter 7, we observe some unique
informal institutional conditions underpinning the traditional system
of finance and monitoring in Japan, which were essential for ensuring
its relative efficiency in monitoring activities. In particular, a dense net-
work between main banks and client firms where lenders were deeply
involved in the operation of borrowers, as well as dense information
networks between the regulators and the banking industry, contributed
to keeping the overall transaction costs of the system relatively low.
Thus, Japanese endowments of ‘social capital’ or ‘voluntary sociability’
(see section 2.4) underpinning these ‘dense networks’ were arguably
related to the efficient outcomes observed in the Japanese model dur-
ing its catching-up phase. In other Asian economies where the Japanese
model of financing appears to have worked there were different local
factors that enabled the bank-based financing system to operate with-
out excessive moral hazard and losses (see Khan 2000b; Hellmann et al.
1997). In this sense, a simple transfer of the formal institutional settings
and rules of the Japanese model to other countries would not always
promise a successful result.

In chapter 7, we discussed the potential fragility implicit in the
Japanese model. This fragility was actualized in an economic environ-
ment where the system was exposed to a higher level of fundamental
uncertainty that could not be absorbed by the existing operating rules.
In particular, the conditions of the frontier economy required that as a
rule, when investments in innovation were being made, some investors
would win while others would lose without any compensation. The tra-
ditional system of finance and monitoring based on sharing and absorb-
ing all risks on relatively low margins worked in a context of catching
up but had to adapt to a new situation where the number of failures
would be larger. The adjustment required both new rules of thumb for
spreading investments across sectors and technologies and possibly also
higher operating margins to absorb greater average losses. There is no
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theoretical reason why a system based upon dense networks of monitor-
ing could not have adapted to these challenges but in fact it did not.
This potential fragility in the Japanese system should be addressed by
other countries creating a bank-based financial system for early stage
industrialization. It is worth understanding the challenges that open up
as the system approaches the technological frontier and the Japanese
case demonstrates the importance of early and appropriate action.

2 Japan should have opted for a transition to an alternative system
which could socialize and diversify credit risk and uncertainty when
the Japanese economy shifted from its ‘catching-up’ phase to becom-
ing a ‘frontier’ economy. In the ‘frontier’ economy, the bank-based
indirect finance system now has to provide financing for innova-
tion, which is exposed to a different level of uncertainty. However,
we have argued that potentially this could have been achieved by
adapting rules of thumb and operating margins. This argument
will not necessarily be accepted by all analysts. While emphasizing
‘social capital’ and ‘spontaneous sociability’ as an important fac-
tor for the economic organization and growth, Francis Fukuyama
points out that social solidarity is not always beneficial from the
standpoint of economic well-being (Fukuyama 1995, p. 139). He
refers to Schumpeter’s phrase, ‘capitalism is a process of “creative
destruction”’, where inefficient organizations have to be modified or
eliminated and new ones created in their place. Economic progress
demands the constant substitution of one kind of group for the
other. Our argument that this process could in principle be medi-
ated through a banking system would have to be tested in practice
through a process of experimentation and adaptation. We cannot
definitively prove our case. But we can say with a lot of evidence
that no attempt was made to adapt the Japanese banking system in
this direction to test whether this direction of reform would have
been feasible. In our analysis, this represents a major failure for Japan
and represents significant lost opportunities for a potentially viable
reform path.

In contrast, mainstream economists and analysts suggest that Japan'’s
persistent problems were due to its slow rate of progress towards the
Anglo-American system and the correct response should have been
to accelerate the Anglo-American type of financial deregulation. For
instance, IMF (2000) insists that the recent mega-mergers of Japanese
major banks (see section 7.4) should contribute to shifting their core
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business more rapidly from low-yielding corporate lending (bank
loans) to the securities business. In this context, the acquisition of the
nationalized LTCB by Ripplewood Holdings, an American investment
firm, was welcomed by the IMF as a milestone in the opening up of the
Japanese market to foreign competitors. ‘If this trend were to continue,
it will reinforce the introduction of modern banking practices in Japan’
(Kanaya and Woo 2000, p. 34). However, these assessments based upon
neoclassical perspectives do not take into consideration the limitations
of the Anglo-American model for Japan, and in particular for the inter-
mediation of financial resources that we have discussed. We believe that
the failure to take these effects into account can help to explain some
of the dire effects observed for industrial start-up investments and the
macro economy.

There is some room for optimism in a number of recent developments
in the Japanese corporate and financial sector. As was argued in section
7.4, the movement towards greater inter- and intra-keiretsu group inte-
gration can be seen as a spontaneous movement by the private sector
to overcome the current crisis of financial intermediation. One aspect of
this adaptation has been an attempt to concentrate skills in credit risk
management in the core bank in each keiretsu. Even if the core bank no
longer has the skills or the risk absorption capacity to undertake a role
as sole financial intermediary and monitor, the other core companies in
its group are implicitly attempting to share the role of mediating scarce
‘risk’ funds within the group. This could be the kernel from which an
alternative system more appropriate for Japanese conditions could be
developed that would respond to the specific problems and build on
the specific strengths of the Japanese system. The emergent financial
structure would be different from an Anglo-American system. The main
question is whether the Japanese regulators and political leadership still
have the capacity to explore these possibilities and pursue an alternative
route of experimentation and adaptation appropriate for Japan.



Notes

1

1.

Introduction and Summary

On 1 October 2005, Mitsubishi UFJ Financial Group (or MUFG), which com-
bined the Mitsubishi Tokyo Financial Group and UFJ Holdings, became one
of the world’s largest banks with assets of around US$1.7 trillion. The core
banking units of the group, Bank of Tokyo-Mitsubishi and UFJ Bank, were
merged on 1 January 2006 to form The Bank of Tokyo-Mitsubishi UFJ, Ltd.
Small and medium-sized enterprises (SME) were defined by law as those manu-
facturing corporations whose installed capital was less than ¥300 million or
whose employees numbered less than 300, as well as those manufacturing
unincorporated enterprises (individually-owned companies), who had less
than 300 people working for them. In case of the non-manufacturing, for
instance, wholesale sector, they were defined as those corporations whose
installed capital was less than ¥100 million or the number of whose employees
was less than 100.

For instance, see Yoshikawa (1999, 2003), Patrick (1998), Saito (1998), Takeda
(2001), Harada (1999), Hoshi and Kashyap (2001).

2 Theoretical Framework and Basic Analysis of Monitoring
Activities

1.
2.

3.

I owe this definition to Aoki (1994).

I develop this survey of the general equilibrium model based on the work of
Freixas and Rochet (1997).

I owe this analysis partly to Freixas and Rochet (1997, pp. 272-9).

Narrow banking would restrict banks to holding liquid and safe government
bonds. Loans would instead made by other financial intermediaries. Narrow
banks are often cited as banks that specialize in deposit-taking/payment activ-
ities and are prohibited from lending activity. See Kobayakawa and Nakamura
(2000) for the details of history of narrow banking proposals.

. ‘Institutions are the rules of the game in a society or, more formally, are the

humanly devised constraints that shape human interaction’ (North 1990, p. 3).
Cohen and Knetch (1992) refer to his definition.

3 Characteristics of the ‘Traditional’ Japanese and
Anglo-American Financial Systems

1.

2.

It usually meets at the Bank for International Settlements (BIS) in Basel, where
its permanent secretariat is located (BCBS 19994, p. 3).

However, the competition intensified in the US financial market after the
repeal of the Glass-Steagall Act (in 1999) which allowed commercial banks
affiliates to underwrite up to 25 per cent of revenue in previously ineligible
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securities of corporate equity or debt. Needless to say, separation of com-
mercial and investment banking by enacting the Glass-Steagall Act in 1933
yielded investment banking with enormous room to underwrite corporate
equity and bonds. In such restricted markets investment banking used to
enjoy a good return on investment. For instance, Mester (1997) reports that
the average return on equity for investment banks was about 17.5 per cent
and 11 per cent for commercial banks from 1990 to 1993. With the deregula-
tion of financial markets, commercial banks have faced increased competi-
tion of core business of deposit-taking and lending. In this sense, repeal of
the Glass-Steagall Act would provide commercial banks with the opportunity
to spread the business in a new area i.e. underwriting activities. Surely, the
competition in the investment banking has intensified as a result which has
been heightened further by the presence of foreign financial institutions in
the same business.

3. According to Shackle (1972), a code, a set of terms or symbols, and a set of
operations or transforms producing one of these entities out of one or more
others, can be a working formula or a rule of thumb, a technique. He pointed
out that the code is thus an instruction for practice.

4. In 1999, having lifted the restriction on charging the commitment fee for
unused credit lines, the syndicated type loans were launched in the Tokyo
loan market.

5. City bank (toshi ginko) is one of three types of domestic ordinary banks (City,
Regional Bank and Regional Bank II) in Japan. They lent primarily to large
customers and received most of their deposits from corporations. Their large
branch networks (an average of over 170 per bank) were located primarily in
the major urban areas (Hoshi and Kashyap 2001, p. 131).

6. The term comes from the fact that in convoys, all ships have to match the
speed of the slowest ship, so that all reach their destination together. It also
alludes to the fact the MOF provided escort (protection), the point of form-
ing a convoy being so that the cargo ship could be protected efficiently by
warships (Hoshi and Kashyap 2001). Under the convoy system (goso sendan
hoshiki), even the most inefficient financial institutions were led to grow at
the same speed, and protection was provided against failure, for the purpose
of maintaining financial stability (see Aoki et al. 1994, pp. 27-30).

7. Poincaré, a French scientist and mathematician, insisted that mathematical
reasoning is not based upon logical understanding such as the syllogism but
is a kind of creative virtue. See Poincaré (1952, p. 3).

8. It is notable that early twentieth-century Japanese philosophers and intellec-
tuals such as Nishida Kitaro and Kobayashi Hideo were strongly influenced
by French philosophers like Henri Bergson and Henri Poincaré. Bergson criti-
cized efforts to make all of the phenomena in the world subject to ‘causality’,
a typical viewpoint of modern natural science. Rather, he insisted on the role
of the creative mind and emphasized the internal point of view for under-
standing reality. See Bergson (1992). Bergson’s focus on how real time, whose
essence is to flow, eludes mathematical treatment, points to the limitations
of algorithmic monitoring solutions. His perspective has much in common
with G.L.S. Shackle’s argument that ‘time is the denial of the omnipotence of
reason’ (see Shackle 1972, p. 27).

9. Japanese corporate conglomerates, the so-called ‘keiretsu’, are characterized
by presidential meetings, cross-shareholdings and preferential transactions.
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It is apparent that higher-rated credible firms could raise funds with lower
costs in international financial markets. According to the data provided by
a London-based investment bank (through an interview with the staff), the
average swap spread for the Japanese AAA-rated firms, which is considered as
a justifiable borrowing margin against the London Inter-Bank Offered Rate or
‘LIBOR’, was —0.348 per cent (sub-LIBOR) in 1996 and —0.219 per cent in 1997.
The average swap spread for the Japanese BBB-rated firms was 0.477 per cent
in 1996 and 0.845 per cent in 1997, respectively. Meanwhile, we have to admit
that there is no credible estimate of the magnitude of the costs borne by firms
that were forced to rely on bank financing in the heyday of keiretsu financing
in the 1970s. As Hoshi and Kashyap (2001, pp. 201-2) point out, the cost of
market financing is likely to depend on the size and maturity of capital markets,
which makes it hard to measure how much market financing would have cost
from the 1950s to the 1970s if capital markets had been allowed to develop
without so many restrictions. But it is clear that some firms must have experi-
enced higher costs by reason of being forced to borrow from banks. Certainly,
when capital market or offshore loan market financing options were being
expanded in the 1980s, as discussed in section 4.2.1, many large and profitable
firms started to move away quite aggressively from bank financing.
Unproductive rent seeking refers to activities that are profitable for the parties
involved without being productive for the economy because these activities
lead to the contraction of the available set of goods and services entering the
utility function of society. Esteban and Ray (2006) point out that the US is
a hotbed of licensing activities, presumably influenced by a host of business
interests. Similarly, business interests deploy much lobbying expertise to
influence regulatory design and implementation. According to them, every
state in the US has a ‘division of occupational licensing’ charged with the role
of setting the conditions to qualify for a license. In New Jersey, for instance,
there are 41 different commissions regulating different professional activities.
Also in the financial sector, as a factor causing the S&L debacles within in the
US, Stiglitz (1994) points out that in an attempt to help the failing S&Ls, the
Reagan administration had, in the early 1980s, actually loosened regulations,
allowing those who wished to gamble on their resurrection to do so.

Economic Environmental Changes and Institutional

Changes

1.

2.

3.
4.

Schaberg (1998) uses this term to describe the declining importance of domes-
tic bank lending as a source of funds.

The ratio of sales of overseas manufacturing subsidiaries to sales of Japanese
manufacturing firms (including those firms without any overseas subsidiary).
This terminology is based on Freixas and Rochet (1997, pp. 1-2).

Standard & Poor’s Financial Services LLC (S&P) does not guarantee the
accuracy, completeness, timeliness or availability of any information, includ-
ing ratings, and is not responsible for any errors or omissions (negligent or
otherwise), regardless of the cause, or for the results obtained from the use of
ratings. S&P GIVES NO EXPRESS OR IMPLIED WARRANTIES, INCLUDING,
BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR
FITNESS FOR A PARTICULAR PURPOSE OR USE. S&P SHALL NOT BE LIABLE
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FOR ANY DIRECT, INDIRECT, INCIDENTAL, EXEMPLARY, COMPENSATORY,
PUNITIVE, SPECIAL OR CONSEQUENTIAL DAMAGES, COSTS, EXPENSES,
LEGAL FEES, or LOSSES (INCLUDING LOST INCOME OR PROFITS AND
OPPORTUNITY COSTS) IN CONNECTION WITH ANY USE OF RATINGS.
S&P’s ratings are statements of opinions and are not statements of fact or
recommendations to purchase, hold or sell securities. They do not address
the market value of securities or the suitability of securities for investment
purposes, and should not be relied on as investment advice.

The FFA is a set of comprehensive financial statistics that shows the movements
of funds among economic entities such as enterprises, households, and the gov-
ernment, and the claim/debt relationships between them. In July 1999, the BOJ
conducted a fundamental revision of the FFA for the first time in nearly 40 years
and started releasing the new data. Retroactively revised data for the past 10 fis-
cal years were also released in March 2000 (BOJ 2000, Introduction).

The outstanding financial liabilities was ¥393 trillion. Thus, the house-
holds sector was a net creditor with outstanding net assets of ¥997 trillion
(BOJ 2000, p. 4).

Non-banks in the FFA are defined as private financial institutions that raise funds
through methods other than deposits and deposit-like instruments and invest
such funds as loans including the purchase of structured-financing instruments.
The high value of outstanding shares and other equities reflects the rise in stock
prices. In fiscal year 1999, the growth rate of outstanding shares and other equi-
ties was high, the year-to-year increase being 41.6 per cent (BOJ 2000).

In the baseline estimate, conservatively assuming a true loss rate of 90 per cent,
based on historical trends in loss rates and an estimated current loss rate of
about 85 per cent, leads to an estimate of potential loan losses of about ¥58.5
trillion. The uncovered losses are calculated as the gap with the major banks’
cumulative provisions and write-offs of about ¥52.3 trillion (IMF 2000, p. 196).

The LTCB Collapse: A Case Study

Some parts of the chronology owe to Tett (2003).

The LTCB went bust and was temporarily nationalized in October 1998.
Detailed breakdown of income from and the associated costs of interest
swap transactions were not available until 1989. The LTCB started earning
significant amounts from interest swap transactions only after 1993, in other
words, the contribution of the revenue from interest swap transactions was
very marginal until 1992.

Intensified Uncertainty: The Political and Economic

Reality of the 1997-98 Financial Crisis and Prolonged
Financial Stagnation in Japan

1.
2.

See section 4.3 for the details.

In part, the fall of Lehman Brothers, a major US investment bank, in the sum-
mer of 2008 triggered a global financial crisis which caused the global economic
slowdown and, accordingly, a rapid deterioration of the Japanese economy.
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While the ratio of ordinary profit to sales for enterprises with capital
between ¥10 and ¥100 million and enterprises with capital of less than ¥10
million has improved slowly during the economic recovery since 2002, the
gap in the profit ratio between these enterprises and large enterprises with
capital of ¥100 million or more has expanded (SMEA 2008). The profit ratio
of small enterprises with capital of less than ¥10 million is particularly slug-
gish; the gap in the ratio of ordinary profit to sales between these enterprises
and large enterprises with capital of ¥100 million or more was 2.1 per cent
on average for the 10 years between FY1992 and FY2001, but widened to an
average of 3.6 per cent for the five years from FY2002 to FY2006. In FY2006,
the gap expanded to 4.3 per cent, the highest level in the past 30 years.

The meaning of Shinginko is ‘New Bank’.

From an interview with an Executive Officer of SGT on 23 August 2006.
According to SGT, their NPL were finally sold in bulk to loan servicers.

Transition Failure

An interview with Tsuneo Suzuki, the last president of the bank at the ‘bridge
bank’ stage towards the nationalization, by NHK, in May 2005.

A former Executive Vice President of the LTCB, Mr Takashi Uehara, commit-
ted suicide in February 1999. According to a newspaper, Mainichi Shimbun,
Mr Uehara was called in for questioning by prosecutors in relation to the
bank’s alleged window-dressing of its settlements in 1998. The newspaper
stated that Mr Uehara, who had assumed the position in charge of account
settlements for the bank in March 1998, reportedly approved payment of
illegal dividends totalling some 7.1 billion yen to shareholders, despite the
fact that the LTCB was making a huge loss. He, however, was less responsible
for the accumulation per se of non-performing loans in domestic real estate
and construction sectors, which seriously damaged the bank’s loan portfolio,
because he had long been engaged in international business including as
General Manager of the New York Branch since the late 1980s. Mr Uehara
assumed the top management job in charge of negotiating with potential
‘white knights’ as well as regulators for the LTCB’s survival. Many former
LTCB staff knew that he fought it out to the very end. It is difficult to under-
stand what drove him to kill himself. However, something must have led to
his fatal loss of trust in the regulators.

Further, Mitsubishi UFJ Financial Group or MUFG combined Mitsubishi
Tokyo Financial Group and UFJ] Holdings on 1 October 2005.

They were found guilty by the Tokyo District Court in 2002, and the Tokyo
High Court supported the district court’s ruling, turning down an appeal in
2005. But on 18 July 2008, the Supreme Court reversed the lower courts’ deci-
sion and acquitted each of the defendants. According to the Nikkei Weekly on
28 July 2008, the top court ruled that failing to comply with the ministry’s
guideline did not constitute a violation of the Securities and Exchange Law,
as the guideline itself lacked established authority at that time.
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