Financial System and
the Industrialization of Japan: 1900-1970 *

The purpose of this paper is to analyze the relationship between
financial development and industralization in Japan during the period
1900-1970. The investigation first discusses how the Japanese
economy molded its financial system to the needs of particular
historic conditions, second, how successful such a system was in
fulfilling its implicicly or explicitly assigned role and, finally, why it
did or did not succeed.

It is not easy for an industrializing economy to build up an
adequate financial system. The financial system is required to meet at
least two basic criteria. First, it is expected to suppott industrializ-
ation by mobilizing savings, allocating investment, and through ma-
turity transformation. Second, the system itself must be safe and
efficient in fulfilling the first role, although either safencss or ef-
ficiency is normally endangered in the development process. Such a
financial system, however, must be established in relatively
unfavorable conditions such as prevalence of informal credit markets
which tend to limit the capacity to mobilize financial savings, a low
degree of ownership-management separation that aggravates the
problems of investment allocation owing to informational asymmetry,
and a low level of accumulated financial assets making maturity
transformation more difficult. Moreover, since these conditions differ
widely over different economies, each economy must tailor its
financial system to suit its own conditions. A particular financial
system may perform quite well in one economy, but may utterly fail in
another. The financial system, like any other institution, belongs to a
categoty where the direct transfer of technology without significant
adaptations and modifications is most difficult.

* The author has benefitted greatly from the comments by Hugh Patrick, Yung
Chul Park, E. Han Kim and Hal Scot. He is of course solely responsible for remaining

errors.
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The so-called modern economic growth of Japan, based on
technology botrowed from abroad, began around the tutn of the
century and terminated with the end of postwar high-growth petiod.
Duting this seventy year period, the Japancse financial system has
passed through two phases: the prewar phase relying on the free
market mechanism and the high-growth phase characterized by
competition-restricting regulations.

The prewar Japanese economy reveled characteristics typical of
many contemporaty developing countries: the predominance of an
informal credit system, family-owned firms, and low accumulation of
financial assets. In trying to meet the two basic criteria stated above,
the prewar financial system essentially relied on the process of free
competition both in terms of entry into the market and intetest rate
determination. As for the first criteria, the support for development,
the system performed quite well as far as resource allocation is
concerned: it succeeded in assuring availability of finance for virtually
every sector and class of the economy. The system, however, suffered
most seriously from a lack of stability throughout this period. Bank
runs owing to excessive competition for deposits and excessive
lendings to related firms were quite prevalent. The Japanese ex-
perience, therefore, is expected to provide some insights into the
problem of the adequacy of completely free markets, especially with
respect to deposit rates, under conditions similar to those of prewar
Japan,

In the postwar high-growth period, informal credit activities
were virtually eradicated and managerial control over firms
strengthened. The level of financial asset accumulation, however, was
still quite low due to hyper-inflation during and immediately after
World War IL In sharp contrast to the prewar system, the financial
system in the high-growth. period was highly regulated both in terms
of interest rate determination, and branching and entry into the
markets. This characteristic reflects the serious concern for the safety
of the financial system as well as an implicit intention to artificially
enhance the system’s capacity to bring about maturity transformation.
Judging from the ex post development performance, the system seems
to have performed well in contributing to industrialization, especially
in dealing with the allocation of financial tesources to the modern
growing sectors, the small new entrants and the declining industries
in need of adjustment assistance. The system has also been quite safe
in the sense that no explicit bankruptcies occurred during this period.
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However, the efficiency of the system is doubtful, especially in terms
of banI.{ management, in view of the high protection accorded b
rf.:gulatlon that restricted competiton. The financial system in ch
high-growth period can provide a good starting point to discuss the
adequacy of financial market regulations under the conditions similar
to those prevailing in postwar Japan.

The next section is devoted to a brief description of the general
c‘onceptual framework of the paper: the relationship between
flnan‘mal conditions and the functional role that the financial system is
reqqlred to play in the process of industrialization. It is followed b
Section II, which discusses the prewar system, and Section ITT thz
postwar system. Finally, Section IV gives concluding remarks. ’

I. Industrialization and the financial system

' .T‘he first and foremost role assigned to a financial system
1m'p‘11'c1tly or explicitly, in an economy embarking on industrializatior;
utlhzlng borrowed technology is to conduce industrialization by
channeling savings into the financial system, converting them into
10ng-term investment funds and allocating these funds to newl
introduced industries. However, there are many difficulties 11517
fulfilling each of these functions.

Mobilization of firancial savings. In an underdeveloped
economy, people tend to hold their wealth in the form of real assets
such as jewelry, gold, livestock, cash, and claims in informal credit
markets. Mobilization of financial savings implies a shift of savings
out ,Of these forms into such modern financial instruments as s%:—
curities and bank deposits. In the neoclassical . world, this could be
simply done by raising the relative rate of return f;om say, bank
deposi‘ts .above that of traditional financial instruments’. Bu,t this
presctiption is not directly applicable in most of the develc;ping
economies, In mobilizing real assets, various cultural and political
fac:'tors that necessitate real asset holdings tend to hinder a smooth
shift. In the case of cash, the fact that cash holdings are related to the
needs of real economic activities presents serious obstacles to a
smooth portfolio shift. With the low level of asset accumulation
people tend to hold their savings in the form of short-term assetsj
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Cash is typically held as a precautionary measure to meet znz stoch};
astic divergence between receipts a1_1d ou:clays. .Sl'nce deman or ca}s1
comes from “real needs”, it is relatively insensitive to chapgeg in the
cate of return on othet financial assets. An increase in l(fp?flt}j
brought about by a shift from cas]? holdmgs due to exceptlo}rja }3; . 1hgl
interest rates owing to competition among banks can be highly
i e circumstances. o
unSta]SD:ri;I;sﬂllleesld in the form of claims in informal credit activity 1s
also insensitive to changes in altern.atlv.e' rate of. return, a}mfi it 1si
usually quite difficult to affect a slgniﬁcant. §h1ft from informa
financial claims to bank deposits simply by raising the deposu rlate.
Here, it is important to note that fenders in informal cred.lthm}?‘r «;}elzfs
are not mere asset holders, but profe§§1i?nal l.enders wit 1% ly
efficient information processing capabilities Wltl.l respect to their
customers. Not only have they already established 1'nformat1’on
channels with their customers, but they also accumulate 11.1fc_>rm.at101n
continuously through daily monitoring. Fol': such Ienders:, it is simply
not rational to make a portfolio shift from informal credlt_ claEms b1nt0
deposits, even if the nominal interest rate for bank de_posits as been
raised considerably, Firstly, the average cost of their operauonf'i
considered to be very low since the initial 'm:ftlays to establis
informational channels show sunk cost charqcterlstlcs. The: resulil:: isa
hysteretic situation as far as exit from the informal credit market is
concerned, Second, since informatlot} 'ficcumulated‘ over many yeats
serves as capital stock for their activity, suspension o£| operations
implies a loss in the value of the tota‘l stock: For thesefleasonsf it li
highly conceivable that the difference in nqmmal rates o re.:tu?:nfls no1
sufficient to induce significant portfolio sh1fts ﬁom claims in informa
credit market into bank deposits. Meanwhile, it is also 'W'Ol"th noting
that this argument explains why infor_mal f:red1t activity is so pet-
sistent in underdeveloped economies in spite of e:,fforts by govem‘i
ments to cradicate it. Establishment of {nforn'aau.on _cha:nnels:. :;11}1l
accumulation of information by modern ﬁnanc1a_1 institutions is the
only effective way of bringing about a substantial retreat from in-
formal credit activities in such economies.

Efficiency of allocation of fun.ds. The all?cational e.fflaen;y 1-cl>f
credit depends on the information processsmg‘capa@hty of 1 ei
financial system. It is important to note that s}gmﬁcqnt. lpformatlona
asymmetry and related problems arise in any 1ndus'gr1ahzmg economy
as it is usually quite difficult to expand information prodgctlon to
meet the substantially increased demand for such information.
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When an economy is producing and exporting primary com-
modities, the information requirements are limited because the pro-
duction unit is the household and technology is a long-inherited,
traditional one. When, however, the economy embarks on industrial-
ization using imported technology, information demand increases
significantly since modern technology requires division of labor in
production. The basic production unit changes from household to
factory, and the need for information, especially about the quality of
products as well as the financial and other conditions of different
production units, rises significantly.! In spite of the rapid penetration
of the division of labot in the production process, a change in the
pattern of ownership of production units usually takes time. The
production units continue to be owned by families or family groups.
In other words, separation of ownership and management tends to
lag behind the division of labor in production. Since the family-
owned firms are strongly averse to information disclosure for various
reasons, production of public information stays insufficient. As the
establishment of informational channels and accumulation of infor-
mation by modern financial institutions takes time, there is a sig-
nificant excess demand for information in such developing econ-
omies. Moreover, the informal credit markets cannot be expected to
fill this gap.” This is because their information processing capabilities,
based mainly on regional or consanguine relationships, though highly
efficient in case of indigenous botrowers, are insufficient for evalu-
ating the financial conditions in the newly imported industries,

Maturity transformation. Industrialization through botrowed
technology requires a huge amount of fixed, long-term investment in
capital equipment. The supply of funds by asset holders, on the other
hand, consists primarily of short-term funds due to the low level of
asset accumulation. This makes the problem of maturity transform-
ation — conversion of short-term funds into long-term funds - all the
more important in the development process.

The maturity trasformation via secondary secutities market is
generally handicapped by the fact that the level of private financial
asset accumulation is insufficient to allow for diversified security
holdings. For effective maturity transformation by the banking sector,

1D, Nortu (1984) and R.C.O. Maruews (1986).

2 In Korea, however, in the 60s and 70s, strict regulation of commetcial banking led
to an extremely efficient private bond matket.
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on the other hand, some form of efficient liquidity adjustment either
through the short-term money market or through central bank loans
and deposits is indispensable. However, excessive central bank loans
arc liable to induce moral hazard in anticipation of rescue operations.
Moteover, in many underdeveloped economies, the money matket is
used not for adjusting short-term liquidity, but for financing structural
deficits by banks inflicted by low deposit absorption capacity.

In trying to fulfil its role as a contributor to development
through the three aspects discussed above, the financial system some-
times faces difficultics such as a low level of internal efficiency and a
loss of public confidence, frequently leading to financial crises.
Therefore, the financial system in the process of industrialization is
required to maintain its own efficiency and safety. Under the con-
ditions of setious information asymmetty, excessive concentration of
bank loans into related firms often become the source of bank
insolvency. When cash holdings set aside for unforeseen outlays are
mobilized in the form of deposits by means of high interest rates, the
deposits -ate usually highly sensitive to the signs of bank riskiness,
thereby increasing liquidity risk for the banks, and eventually cause
bank runs. When some banks with significant arrears in their loan
portfolio borrow in the money markets, the lenders are quite sensitive
to any sign of their insolvency. A sudden withdrawal of funds often
leads to a collapse of the market.

All this suggests serfous difficulties in maintaining a safe financial
system during the process of industrialization. Of course, it is possible
to enhance safety by adopting protective measutes, but such measures
often result in extreme inefficiency in the system. Governmental
regulations such as deposit rate ceilings have often led to a situation
where even banks with the highest costs can also earn positive profits.
In genetal, to have both a safe as well as an efficient financial system
is not easy.

We have argued that, in the process of industrialization through
borrowed technology, the financial system is expected to fulfil two
requirements: it must suppott industrialization and it should be safe
and efficient, These two requirements ate not easy in view of such
unfavorable conditions as a low level of accumulation of wealth,
ptevalence of informal credit and lack of separation of ownership and
management in firms. No doubt, some direct measures to improve
these conditions are available; the introduction of mutual funds can
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alleviate the problem of a low level of wealth accumulation, usury
laws can have some effect on the informal credit system, and legis-
lation to encourage listing of firms on the stock exchange can
promote managerial control and disclosure. However, the effec-
tiveness of these direct measures is quite limited, and a lasting
improvement can be attained only through a time and resource
consuming process of, for example, diversification of financial
institutions and instruments, improvement of information processing
capabilities of the banks, and promotion of institutional investors.

Since financial conditions change only gradually, it follows that
the financial system in each economy should be geared to meet the
needs of the times. Since the financial envitonment in every economy
differs, a direct transplant of any system is generally not possible.
Significant adaptation may be needed in some cases, and, in principle,
the financial system of each economy must be tailored to meet its own
needs and conditions,

II. The prewar financial system

The institutional framework for the prewar Japanese financial
system is believed to have been established by the turn of the century’
when the economy embarked on what is usually referred to as the
phase of initial expost substitution; (i) the number of commercial
banks reached a peak of 2,334, and declined thereafter; (ii) the joint
stock company system came into existence with the enactment of the
Commercial Law in 1893; and, (iif) the degree of regional segmen-
tation of financial markets decreased drastically by 1905, as judged by
the coefficient of variation for interest rates.

The system, however, was sevetely handicapped by such con-
ditions as prevalence of an informal credit system, a lack of separation
of ownership and management of firms, and a low level of asset
accumulation, which made pursuit of the two basic requirements
discussed above difficult.

3 This eatly establishment of banks can be understood within the {ramework of
supply leading hypothesis of institutional development. Cf. H. Parrick (1966).
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1. Conditions prevailing in the financial markets

Let us, first, take a look at various conditions prevailing at that
time which form the very basis for the development of the financial
sytem.

Tables 1 and 2 document evidence on the prevalence of informal
credit in prewar Japan. Table 1 shows that even in 1932, more than
half (56.3%) of the loans to the farm sector were supplied by such
informal credit sources as money-lenders or relatives and acquaint-
ances, Table 2, on the other hand, reveals that, in 1932, even the
largest manufacturing firms borrowed 36.7% of their funds from the
informal credit system, and, for small and medium sized firms, the
informal system was the most important source of funds.

Tables 3 and 4 provide relevant information on the separation of
ownership and management of firms. Table 3 shows the diffusion of
the factory system in production, and the company system in the
ownership of firms, The former indicates the growth of informational
needs as social division of labor in production progresses, and the
latter suggests the levels of the information supplied, since companies
are less averse to information disclosure than family-owned firms, The
difference between the number of production units and companies
corresponds to strictly family-owned firms. However, even when a
production unit takes the form of a company, it may still be family-
owned if the diversification of ownership is not sufficient; this is
especially true for unincorporated companies. From the Table, one
can see that production in such imported industries as cotton spinning
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TasLE 2

COMPOSITION OF BORROWINGS BY TYPES OF LENDERS AND
BY SIZE OF FIRMS IN MANUFACTURING

@ Tas1z 1
PERCENTAGE COMPOSITION OF LIABILITIES OF FARM SECTOR
1888 1911 ) 1932
(1) Borrowings from modetrn financial
intermediaries 7.2 353.7 43.7
Banks 7.2 327 26.7
Credit Cooperatives - 25 16.0
Government Funds - 0.5 4.6
(2) Borrowings from money-lenders
(including merchants) 214 12.2
92.8
(3) Borrowings from Relatives and

acquaintances 42.9 441

Source: TrranisHz, J. (1982).

1932
Size of Fitms by Total Modetn Traditional
Assets (hundred yen) Financing Financing

- 1 116 88.4

1- 3 125 87.5

3- 10 151 84.9

10- 20 19.1 80.9

20- 50 28.9 711

530~ 100 363 62.7

100 - 300 42.5 575

500 - 100G 39.3 60.7

1000 - 5000 52.9 473

30600 — 63,3 36.7

Total 60.8 39.2

1957
Size of Firm by Mode.m Private Government Tr'aditignal
Number of Employees Financing Financing

1~ 3 65.7 56.0 9.7 343
4- 9 74.8 65.0 9.8 252
W0- 19 83.2 73.7 9.5 16.8
20- 29 85.5 76.7 8.8 14.5
30— 49 86.8 78.7 8.1 13.2
30~ 99 86.7 79.4 7.3 133
100 - 199 88.8 82.9 59 11.2
200 - 299 864 82,6 3.8 13.6
300 - 499 91.1 89.3 1.6 8.9
600 - 992 87.5 85.8 L7 12.5
1009 - 92.4 89.9 2.5 7.6
Total 89.7 83.9 3.8 10.3

Unit : %
Source + TenanisHI, J. (1982),
Note : 1932 data is for manufecturing firms in Tokyo and Kobe city only.




318 Banca Nazionale del Lavoro

Financial System and the Industtialization of Japan: 1900-1970 319

TABLE 4

PERCENTAGE COMPOSITION OF OWNER-EXECUTIVES

Tasie 3
NUMBER OF PRODUCTION UNITS, COMPANIES AND
FACTORIES FOR 1896 AND 1903
Number of
Production lgumberlof I\%lmbg of

Units ompanies actories

Silk 1896 409,799 175 2,684
1905 411,943 286 2,973

Cotton Spinning 1896 63 58 81
1905 82 41 214

Weaving 1896 660,409 60 954
1905 448,609 175 2,397

Ceramics 1896 5,088 11 164
1905 - 4,834 29 481

Lacquers 1894 5,016 — 5
1905 5,442 12 20

Vegetable Oils 1896 9,381 20 30
1905 10,808 25 -

Matches 1896 210 13 269
1905 254 31 -

Brewing 18%6 25,459 31 603
1905 33,240 114 703

1900 1928 1962

Fishery - 25.0 273
Mining 45.7 9.1 10.3
Manufactuting 48.3 207 13.1
Foods 48.8 26.8 228
Textiles 56.7 18.9 9.5
Cotton spinning 50.0 18.2 111
Others 64.4 19.1 7.9
Chemicals and Petroleum 40.9 11.1 10.1
Metals and Steel - 16.7 9.8
Machinery 212 233 14.2
Others . 70.0 - 18.8
Electricity and Gas 36.8 10.3 0.0
Transportation 41.7 8.1 5.8
Commerce 305 381 - 100
Foreign Trade 62,8 272 3.7
Others 39.6 50.0 231
Banking 57.1 .1 0.0
Special Banks 125 3.6 0.0
Commercial Banks 59.1 12,2 0.0
Insurance 46.7 14.6 0.0
Others 24.0 37.5 26.3
Total 48.8 17.4 115

Source . Teikoku Tokei Nenkan, Nos, 16 and 26.
Note 1 A factory in 1896 was defined as an establishment with more than 10 wotkers. Tn 1905 it referred to
establishments with more than 20 workers.

and match production is mainly on a factory basis, some companies
holding multiple factories. In the case of other industties, mainly
indigenous, the growth of the factory system is also rapid; note that
the definition of factory changes from more than 10 workers in 1896
to more than 20 wotkers in 1905. On the other hand, the spread of
the company system seems to be very slow, lagging far behind the
diffusion of the factory system. In the case of imported industries, the
development of the company system is insignificant for the match
industry whose minimum required capital is small. Even for the

Source : Y. Aonuma, Nibon no Keieiso (1963), Nihon Keizai Shinbunsha.
Note : Sample size is 329 big companies for 1990, 375 for 1925 and 329 for 1962.

cotton spinning industry which requires a huge initial investment, the
number of non-company firms seems to have decreased in 1905, The
development of the company system is negligible for other indigenous
industries.

Table 4 shows the percentage share of owner-executives in the
total number of executives in the sample companies. It can be seen
that in 1900, an average 48.8% of executives came from owner
families. This tendency is especially prominent in such industries as
textiles, commerce and banking. Although these figures generally
declined by 1928, they were still relatively high for foods, textiles and
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commerce, It is important to note that the sample of this table
consists of only large companies. Needless to say, for small and
medium sized firms the degree of family ownership would have been
much higher.

Third, Figure 1 provides the relevant information on the level of
asset accumulation in prewar Japan. One can see that the private
assets relative to GNE {Gross National Expenditure) or capital stock
(in nominal value) are very small in the early period. Corresponding
to this low level of accumulation, the early period was characterized
by short-term asset-holdings. T'able 5 indicates this. The share of time
deposits is very low in early years. However, it is also important to
note that the share rose to sufficiently high levels after World War
L

These wete the basic conditions that governed the establishment
and evolution of the prewar financial system; significant and per-
sistent dependence on an informal credit system; absence of separ-
ation of ownership and management in important industries; and a
low level of asset accumulation with the resulting short-term
assetholdings at least until the end of World War I. Under these
conditions, the prewar system was operated basically on the principles
of a free market. Entry into the banking industry was almost

Freuze 1

PRIVATE FINANCIAL ASSETS AS A PROPORTION OF
GNE AND CAPITAL STOCK

Financial System and the Industrialization of Japan: 1900-1970 321

TABLE 5

PERCENTAGE COMPOSITION OF TIME AND
SAVING DEPOSITS IN TOTAL BANK DEPOSITS

a

1 1 1 1 | L 1 1 1 1 L]
1888 1893 1898 1503 1508 1913 1918 1923 1928 1933 1938 1954 1958 1963 1968

Source :  Terawism, J. (1982),

Note : Ratios of nominal figures. Five year averages except for 1954 which is an average for 1953-54. Years
indicate the middle of the five year peried.

private financial assets/GNE (left scale).

swoswesss  private financial assets/capital stock (right scale).

Year % Year %

1883 12,3 1940 41.7
1888 21.8 1945 2%.4
1893 26.8 1946 20.2
1898 22,5 1947 14,5
1903 279 1948 145
1908 337 1949 23.9
1913 42,8 1950 28.6
1918 46.6 1955 42.0
1923 42,7 1960 518
1928 48.4 1965 - 503
1933 47.1 1970 54.3
1938 43.3 1975 538

Source: Teranist, J. (1982).

completely free before 1918, and even after 1918, anyone could open
a bank provided it satisfied minimum capital requirements, at least
until 1933 when the compulsory guideline of one bank in one
prefecture was introduced. Interest rates, not only lending rates but
deposit rates were also, virtually free before 1918. Existing usury law
seems to have been simply neglected. After 1918, agreements on
maximum deposit rates with a clause for paying fines for violations
were introduced in major urban regions. Howevet, violation in the
form of under-the-table payments wete frequent, especially by banks
with bad loans and the consequent low deposit-absorption capacity.
There is evidence that even the largest bank like the Dai 15 bank paid
extraordinarily high rates in ordet to attract deposits. Deposit rates
can be considered to have been virtually free at least until the last
years of 1930s when administrative-caz-military pressure was intro-
duced to lower interest rates.

2. Supply of funds for industrialization

The contribution of the prewar financial system to Japan’s
industrialization can be discussed under three heads — mobilization of
financial savings, allocation of funds and term transformation. Below,
we examine these in turn.
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Mobilization of financial savings. The Japanese cultural traditions
and political practices have never favored the use of jewelry and gold
as a major store of value. Thus, portfolio shifts from real assets can be
neglected. The unavailability of data is also a part of the reason for
neglecting this aspect.

Table 6 shows the percentage composition of private financial
assets. Reflecting the penetration of the banking system into the
economy, the share of cash decreased quite rapidly towards the end of
the nineteenth century, and thereafter continued to decrease
gradually. The aggregate figures show that the mobilization of cash is
no longer important after 1900. However, occasional portfolio shifts,
induced by high interest rates offered by banks in difficulty, tended to
create unstable and highly sensitive deposits leading eventually to
financial crises.

Claims in informal credit presents the most serious challenge to
efforts to mobilise savings. We have already discussed why these
claims are insensitive to the rate of return on alternative assets,
Teranishi (1989) estimates demand and supply functions in the money
matket using cross-prefectural data in the interwar period. The de-
posit interest rate was found to have an insignificant effect on the
supply function. The demand function, on the other hand, was found

TaBLE 6

PERCENTAGE COMPOSITION OF FINANCIAL ASSETS OF PRIVATE
NON-BANK SECTOR (EXCLUDING TRADE CREDITS AND CLAIMS
IN INFORMAL CREDIT MARKETS)

Cash Deposits ;ZUITT;; Securities
1876-80 474 2.7 - 49.9
1881-85 29.9 12.4 0.0 37.6
1886-90 21.6 18.6 0.1 373
189195 211 20,9 0.2 517
1896-90 15.6 26.2 0.3 50.2
190105 10.3 306 0.9 47.1
1906-10 8.0 339 1.1 432
1911-15 6.2 335 1.9 42.6
1916-20 4.7 41.0 1.8 37.5
1521-25 35 36.1 32 41.2
1926-30 2.4 36.2 7.2 36.7
1931-35 2.1 35.5 10,5 36,5
1936-40 27 39.6 il.6 333

Sonrce; Teranasar, ], (1982).
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to be negatively related to the spread of credit cooperatives and bank
branches adjusted for their vintage. These two variables indicate the
importance of the establishment of informational channels as well as
the accumulation of information by modern financial institutions to
counter the information processing capabilities of traditional lenders.
Thus, our analysis shows that mobilization of funds from informal
credit markets was brought about not by a shift in the supply curve
but by a shift in the demand curve caused by the increased availability
of alternative methods of financing by the borrowers (Figure 2). Table
2 shows that, from 1911 to 1932, while the share of relatives and
acquaintances remained stable, the share of money-lenders, including
merchants (whose main side business was money lending), declined
considerably. This was matched by a corresponding increase in the
share of credit cooperatives.

Ficure 2
EQUILIBRIUM OF INFORMAI CREDIT MARKET

Interest Rate

Supply

Liakilities and
Demand Claims in Informal
Credit Market

Allocation of credits. During the early phases of industrialization,
firms are normally highly averse to disclosure of information owing to
closed ownership by family groups. On the other hand, attaining
efficiency in information processing by modern financial institution is
a time and resource consuming process. It follows that the financial
system is seriously strained in credit allocation, and the emergence of
unsound banking due to increased lendings to related firms is a
typical consequence. Firms under family ownership prefer to have a
relationship with a limited number of, and preferably only a single,
lenders in order to avoid information disclosures. The loan
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policy of the banks, quite often family owned (Table 4), is usually
under the exclusive control of a few owner executives. In such
circumstances, it is quite natural for the owner of a firm to consider
owning a bank, since by doing so the firm can secure a funding source
without disclosing any information.

The related-firm loans, an inevitable outcome of such cross-
ownership between firms and banks, was a frequent source of serious
risk for the banks. When a firm slumped, the related-firm loans were
increased and invariably became overdue. To finance this fixed loan,
the bank was obliged to absorb deposits at a high interest rate, and
increased interest costs often necessitated further high risk lendings.
Table 7 shows the relevant data for a sample of banks that went
bankrupt in the financial ctisis of 1927. The share of related-firm
loans was very high for some of the banks. These loans were granted
either without a collateral or with illiquid collateral in the form of
real estate.

TapLE 7
FINANCIAL RATIOS OF BANKRUPT BANKS IN 1927
Paid in Share qf Share of Share of
Capital Loans with I:oans Loans
Name of Bank (thousand Real Estate without to I?elated
Collateral Collateral Firms
yen) (%) (%) (%)
Kazki 161 61.6 327 49.0
Tokatsu 400 - 68.1 30.2
Nishiebara 400 Ny 38.1 16.4
Tolushima 700 195 49.8 406
Kurita 800 36.1 325 22.9
Kurate 1,000 314 51.4 —
Nakazawa 1,250 2.7 89,2 94.4
Tokyo-Watanabe 2,000 - - 73.8
Dai 84 2,200 — — 139
Imabari-Shogyo 2,300 29.9 49,1 28.7
Soda 2,500 9.7 59.8 40.5
Nalai 5,000 257 234 2.8
Murai 5,125 11.3 66.0 258
Dai 65 6,230 10.8 42,5 28.4
Ghmi 9,375 12,3 38.6 7.7
Dai 15 49,750 — - 40.1
Average for all
ordinary banks 1,677 21,0 33.8 -

Sonrce: Teranisur, J, (1982).
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There is no doubt about the fact that these unsound banks, with
cross-holdings in particular firms, were the triggers as well as ampli-
fiers of the financial crises. However, such banks were in no way
representative of the banking sector in prewar Japan. Even in the
turbulent year of 1927, only 42 of banks, comprising only 2.8% of all
1,515 banks, went bankrupt. Most of the other banks were quite
sound with a well diversified portolio. For example, of the total loans
of 436 million yen by Mitsui Bank in 1930, only 41.52 million was
lent to related firms. Moreover, except for 7.78 million to Mitsuj
‘Bussan, most of this 41.52 million was lent to second line companies
or subsidiaries.*

Although the prewar financial system relied primarily on the
banking system for credit allocation, other channels complemented
the role of the banks, Firstly, for the firms less averse or willing to
disclose information, financing through the bond market or money
market was quite prevalent (Table 8). The rapidly growing cotton
spinning industry, using internal funds to finance its investment
needs, took recourse to the bill market to finance its working capital
requirements such as imports of raw cotton at a very low interest rate
reflecting its high credibility. The newly established conglomerates

Tasie 8
PERCENTAGE COMPOSITION OF FINANCING
BY GROUPS OF FIRMS IN 1937
Borrowings Bond Equi Related
quity Earnings
Mitsubishi (Frst line) 35 0 39 .26
Mitsubishi (second line
and subsidiary) 1 25 54 20
Mitsui (first line) 57 - 25 17
Mitsui (second line and
subsidiary) 7 12 58 22
Nissan 8 14 69 10
Nichitsu 18 27 48 7
Major cotton spinning
companies 6 11 44 39
Major electricity
companies 3 35 32 10

Source; K. Srmaura, Nikon Shikon Shijo Bunseki (1969) Todai Shuppankal and K. Shitura ed, Kosbasai Shijo Shi
(1980} Todai Shuppankai.

4 SmisuGakt, K. (1963), p. 372.
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like Nissan or Nichitsu relied heavily on financing through the stock
market, Electricity companies used bond markets, domestic and
foreign, as the main source of financing. Although first-line com-
panies of Zaibatsu groups were reluctant to go public, many of the
second-line companies and subsidiaries were listed on the stock
market and were actively financed through the new issue of equities.
It is well known that in conditions of information asymmetry bank
loan rates tend to be disadvantageous to borrowers with high credi-
bility, since banks set an average rate taking customers with high as
well as low credibility into consideration. Utilization of security and
the money matket instead of bank loans by firms in industries such as
cotton spinning, heavy industries and electricity was an efficient way
of financing as it took advantage of their high credibility.

Secondly, in areas where banks did not have either adequate
informational channels or enough information stock, bank credit was
usually extended through informal credit channels, utilizing their
information processing capabilities. A typical example is the so-called
advance loan system by wholesalets, in which bank credit was ex-
tended to the wholesalers who, in turn, distributed the funds to the
producers. This system was used most extensively in silk production,
and was quite common in many other indigenous industries. The
large share of commerce in bank loans in Table 9 indicates the
impottance of this method of financing. In this connection, it is also
important to note that during the period of bank crises, the fiscal loan
and investment program of the Ministty of Finance was used to
finance indigenous sectors. During periods of crisis, deposits fled
from risky banks and found refuge either in big Zaibatsu banks or in
postal savings. Producers related to such banks, mostly in indigenous
industries, suffered from a shortage of funds. However, the savings
that flowed into postal savings were recycled to the indigenous sector
via special banks and credit cooperatives. This was especially true
after 1925 when the fiscal loan and investment program hegan
placing more emphasis on local funds.’

Term transformation. The conversion of short-term into
long-term funds through the banking sector can be effectively
brought about by taking recourse to either the short-term money
market or central bank credits. In prewar Japan, the growth of the
inter-bank deposit market (call market) which emerged around 1900

% TeraNIsHL, J. {1977).
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TasiE 9

PERCENTAGE COMPOSITION OF BANK LOANS
AND NET DOMESTIC PRODUCTION BY INDUSTRY

Agriculture Industry Commerce
1893 Bank loans 5.6 1.0 49,2
NDP 40.6 134 -
1926 Bank loans 7.6 18.6 50,4
NDP 23.6 20.7 -
1933 Bank loans 5.8 22,4 421
NDP 18.8 26,0 -

Sogrce; TeranasHy, ], (1982).

faced serious difficulties and, eventually, was replaced by centtal
credit as a means of adjusting liquidity in the banking system.
Major borrowers in the call market were special banks such as
Taiwan Bank or Chosen Bank and unsound medjum-sized commercial
banks with weak deposit bases. These banks usually regarded the call
market as a source of long-term funds like time deposits. On the other
hand, major lenders in the market comprised large blue-chip banks
including Zaibatsu banks. These banks regarded their call loans not as
reserves but as lucrative short-term investments, Figure 3 shows the

Figure 3
MONTHLY CALL RATE AND DEPOSITS WITH THE
BANK OF JAPAN DURING 1930-1931
Million Yen Rate of Tnterest
L 1.8
400 4 [
Call Rate | 1.4
o \// . I
F 1.0
200 I
0.6
100 4 Deposits in Bank of Japan
| 1 1 1 1 i 1 1 1 1 1 !

Jan, Mar. May July Sept. Novw. Jan. Mar. May July Sept. Nov.
1930 1931

Source ; BANK OF Japan, One Hundred Year History Vol. 3, p. 463,
Note : Rate of Interest is on daily basis.
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inverse relationship between the call rate and deposits at the Bank of
Japan during 1930-1931 when the banking system was under stress
owing to the depression and indicates the portfolio selection by large
banks between zero-interest-rate safe assets (Bank of Japan deposits),
and high-risle-return assets (call loans).

The call market in prewar Japan, therefore, was structurally .
weak in the sense that the demand for long-term funds was met by
the supply of short-term funds and almost collapsed in the financial
crisis of 1927, when a setries of bank runs, including that of the
Taiwan Bank, hit the market. Although the size of call market
recovered to the pre-crisis level in 1929, the growth of the market
came to a standstill while total deposits into the Bank of Japan
doubled after 1927. At the same time, dependence on Bank of Japan
credit rose significantly, especially by unsound banks with weak
deposit absorption capacity. Table 10 shows a significant increase in
the supply of rescue credits (special loans) on the Bank of Japan’s
balance sheet.

TasLe 10
BANK OF JAPAN CREDIT

Special Lendings Other Lendings Credit to

to Private Sector to Private Sector Government Sector
1910 - 112 87
1915 - 38 66
1920 37 198 214
1925 148 350 295
1930 583 169 799
1935 498 345 1,079

Unit : Million yen,
Sowrce : 8. Goro, Nikon no Kinysiokei (1976) Tokyo Keizai Shinposha, and Bank OF Japan, One Hundred Year
History, Vol. 3,

3. Safety and efficiency of the financial system

Since the prewar financial system was highly competitive, there
seems to be no problem with respect to jts otganizational or micro-
level efficiency. However, with regard to safety, the system had
serious drawbacks. Firstly, some of the banks suffered from solvency
risks mainly due to an increase in loans to related firms on account of
tie-up relationships between firms and banks, and due to the low in-
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formation processing capability of the banks. Although only a small
proportion of the banks faced actual solvency difficulties, the impact
on the system as a2 whole was significant in causing liquidity risks for
other banks. Secondly, some banks suffered from liquidity risk owing
to deposit instability, These banks resorted to high deposit rates to
absorb deposits in competition with other banks, Since the deposits
mobilized in this manner come out of the precautionary cash balances
held for real needs, they are highly sensitive to the riskiness of the
banks.

Table 11 indicates that industrial organization of the prewar
banking sector underwent tremendous change. The number of banks
decreased from 2,334 in 1901 to 65 in 1945. During 1920-32, for
example, 20 new banks were established, 45 went bankrupt, and 88
vanished through mergers, each year on average.

TasLe 11

CHANGES IN THE NUMBER OF COMMERCIAL BANKS

Number of  Number of Annusl Average :
Petiod Banks ai the Banks at the Increase Decrease Decrease

Benning of  End of the | due to New due to due to

the Period Period Establishment Baokruptcy Metgets
1902-1919 2,334 2,001 15.8 24.6 9.9
1920-1932 2,001 623 19.6 43.5 88.0
1933-1945 623 63 4,2 7.8 395

Source: TERanIsHE, J. (1982).

Basically, two policy measures were taken to cope with this
instability. Firstly, as an immediate therapy, tescue credit by Bank of
Japan was extensively utilized. However, the effectiveness of this
measure was significantly reduced as it induced moral hazard, For
example, it is believed that one reason for the severity of the financial
ctisis in 1927 was increased risk-taking by banks that were rescued in
1920 and 1922 crises and who were again anticipating rescue credits.
Secondly, as a longer-term solution, mergers in the banking sector
were vigorously promoted. In particular, the (old) Banking Act en-
forced after the 1927 crisis was highly effective in this regard; 631
banks, whose paid-in capital was below the new standard, were either
closed or merged with other banks within five years, In the 1930s,
mergers were promoted through administrative guidance and, after
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1937, through military coercion. This ultimately resulted in a state
where most of the prefectures had only one bank. This process of
bank mergers entailed the following two consequences: (i) the tie-up
relationship between particular firms and banks based on cross-
holdings disappeared as separation of ownership and management
progressed in the banking sector, and (ii) the banking industry
became monopolistic, with the consequent emergence of a trade-off
between safety with monopoly profits and inefficiency due to lack of
competition.

4. How successful was the prewar system?

The prewar financial system seems to have succeeded as far as
credit allocation is concerned. Although it suffered from excessive
bank loans to bank-related firms, the system is considered to have
been successful at least in ensuring availability of finance for every
sector of the economy. In this sense, the system can be considered to
have contributed to industrialization. On the other hand, the system
almost failed to fufil the second requirement — that of safety and
efficiency. Recurrent bank runs and financial crises amplified business
cycles, apd posed serious obstacles to the implementation of
economic policies.

‘I'wo important policy issues remain to be discussed in this
connection. The first of these relates to the adequacy of the free
deposit rate system. Excessive competition for deposits by means of
high interest rates was, no doubt, partly responsible for the financial
instability. At the same time, absence of adequate auditing by Bank of
Japan and Ministry of Finance and of balance sheet regulations was
also tesponsible for the problem. If the government had resorted to
measures like deposit rate regulation, strict auditing and balance sheet
regulations, the safety of the system could be significantly improved.
However, implicit and explicit resoutce costs of implementation
would have been tremendous. :

The second issue pettains to the adequate utilization of security
and money markets. In this connection it is important to note the
moves to enforce collateral requirements both in money as well as
bond matkets, In the case of call market, after the collapse of 1927,
lenders became highly cautious about call loans without collateral,
and the share of collateralized loans increased significantly thereafter.
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The 1927 Bank Act introduced an article whereby only collateralized
call loans were eligible as reserve assets. As for corporate bonds, the
moves for collateral requitements intensified after 1930 when a
number of bonds defaulted owing to the economic depression, The
Bank of Japan supported these moves by excluding uncollateralized
bonds from the list of eligible collaterals for its lendings. This move
toward collateral requirement stands in sharp contrast with the US
experience, where successive default on bonds during the Great
Depression led to moves to encourage disclosures, establish rating
institutions, and decollateralize bonds. This indicates that Japan, in
the face of default on bonds, tried to'decrease the necessity of
information disclosure, while the US tried to increase both the
demand for and supply of public information. It is important to note
that in Japanese case aggregate production of information increased
as a result of this policy, though production of public information was
reduced. The collateral requirement, implying increased regulation
on the flow of funds through security and money markets, had the
effect of expanding the flow of funds through the banking sector,
Since the banking sector is more efficient in producing information
than the rating companies in the security market for various reasons,®
it can be argued that the policy measures taken in Japan were more
conducive to information production and, in this sense, may have
been more adequate_for the Japanese economic conditions at the
{ime,

II. High-growth period financial system

The prewar system was followed by a brief period of a highly
controlled financial system under the militaty regime. Since the
financial system of the high-growth petriod was highly regulated, it is
sometimes said to have inherited the system of wartime controls,

6 Firstly, banks usually have efficient information channels in the form of lender-
customer relationships. Secondly, since the banks vse information produced internally,
there is no free rider problem. In case of a rating company, selling of information in the
market causes serlous free rider problems. Thirdly, since the banls can collect monitoting
fees from the ultimate lenders, they can produce information on many botrowers,
including new and risky ones, whereas, in the case of rating companies, only the
bortowers that are willing to pay such fees are targeted for monitoring.
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AHowever, it is not right to emphasize the influence of wartime
experience. A mote natural interpretation is that the bigh—grmx_rth
petiod system was geared towards the needs of its own times, taking
into consideration the prewar and wartime expetiences.

1. Conditions prevailing in the financial markets

Conditions governing the development of the financial system
had undergone considerable changes.

Firstly, the informal credit system virtually disappeared. Table 2
shows that even the smallest firms met their financing needs mainly
through modern financial institutions. Improved information pro-
cessing capability of modern financial institutions as well as the efff:ct
of hypet-inflation that wiped out the existing debt were two major
factors in bringing about this change. ‘

Secondly, the separation of ownership and management of firms
progressed considerably. Table 4 captures this trend. The figures for
banks wete most impressive indicating that banks were able to shed
family controls completely.

Thirdly, the level of financial asset accumulation retur‘ned to
extremely low levels once again (Figure 1). Wartime inﬂatlon,. of
coutse, was the main culprit. Table 5 shows that the share of time
deposits also fell. ‘

It was under these conditions that the high-growth period
financial system was established during 1950-55. In hindsight at'lesilst,
the safety of the system seems to have received the. first priotity,
probably reflecting the memories of the prewar experience. Various
regulations reducing competition were introduc‘ed, and banks were
placed in a highly protected envitonment, sometimes referred to as a
“convoy transportation system”, The allocation of 10ng-ter@ funds to
the growing areas of heavy industries and to the stagnating sectors
like agriculiure was intentionally pursued. For this, the government
financial system (fiscal loan and investment program) played a crucial
role. The corporate bond market was also put under strict control.s.

The prewar system of free competition was replaced by a hlg%ﬂy
regulated system, Entry into the banking industry as well as l'aranchmg
were strictly controlled by the Ministry of Finance. Celllngs-were
placed on interest rates, both deposit as well as loan rates. Bond issues
were also placed under price and volume controls. Although regu-
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lation of bank loan rates scems to have been nominal and, virtually,
ineffective owing to the compensating deposits, regulation of bank
deposits rates had significant influence on the efficiency and safety of
the financial system throughout this period.

2. Supply of funds for industrialization

Let us discuss the general working of the financial system from
the viewpoint of contribution to industrialization.

Mobilization of financial saving. Although the rate of interest on
deposiis was controlled at a low level, most of financial saving was
still mobilized through bank deposits since the availability of other
financial assets was also under control. Bonds were not attractive
because interest rates on new issues were kept lower than the pre-
vailing rate in the market. Assets in foreign curtency were not
available due to strict foreign exchange controls.

Although the rate of inflation stayed at a moderate level, some
degree of disintermediation, in the form of shifts into real assets
(inventory, land and equities), is discernible especially with respect to
corporate savings.” This partly explains the low rate of growth of
financial assets in the postwar period (Figure 1).8

Deposits were virtually rationed to each bank by way of branch
licensing by the Ministty of Finance. Throughout the period, the
licensing was less generous to city banks than “other banks” such as
local banks, private banks specialized in small and medium sized firms
such as Sogo banks and Shinkin banks, and financial intermediaries
for agriculture. On the other hand, these other banks were subject to
various types of specialization requirements with respect to their loan
supply while no such regulations were imposed on the city banks. As
a result, the loan/deposit ratio of city banks has been consistently
higher than that of other banks. On the interbank money market (call
market), therefore, the city banks have invariably appeared as
borrowers and the other banks as lenders. This phenomenon is
referted to as imbalance of bank liquidity.

Efficiency of credit allocation. As shown in Table 12, bank loans
were the main source of investment funds during the high-growth

7 Teranisay, J. (1982}, Ch, 9.
& Patrick, H. (1984).
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FapLe 12
SOURCES OF FINANCE IN THE PRIVATE INDUSTRIES
Borrowings g o s
Internal  External From b & .

Year Funds Funds Private om Bonds Equity Total

. ; Government

Financiaf Finances
Institutions

1936-60 42,7 57.3 41.8 4.7 2.7 21 100.0
1961-65 41.0 25,0 44,1 4.1 2.6 8.2 100.0
1966-70 49,2 50.8 41.3 4.6 1.6 34 100.0
197175 414 58.6 48.0 5.1 2.3 33 100.0

Source: Showa Zaiseishi, Vol, 19,

period. Therefore, the efficiency of the financial system in credit
allocation hinges on the efficiency of loans allocated by the banks.
Although there were two kinds of regulations on bank loans, neither
was strong enough to prevent the operation of competitive forces in
the loan market, As for the ceilings on loan rates, the effective loan
rate adjusted for compensatory deposits is considered to have cleared
the market. Moreover, the regulation was applicable only to loans of
over one million yen with a maturity petiod of less than one year and,
during the entire period, about 60% of bank loans were beyond the
scope of this regulation. The other regulation, specialization require-
ments on loans extended by “other banks” were also ineffective, since
city banks were free from any regulation. More often than not,
intrusion by the city banks into loan markets of “other banks”
resulted in severe competition, Other banks may also have evaded the
regulations by means of agent loans.”

We believe that the bank loan market was highly effective in its
credit allocation role. There are three reasons for this. First is the
laxness or ineffectiveness of regulations, as discussed above. Second,
the information processing capability of the banks, based on the
improved levels of accumulation since the prewar period. A third
reason is the adoption of a special institutional device in the form of
the wzain bank system. In the postwar bank loan market, every firm,
except for those of extremely small size, maintained special customer
relationships with one particular bank called the main bank. In this
system, though the main bank is usually the largest lender for the

? See Karzuxa, K. and H. Onopera (1974) on this point point, SARAKIBARA, E.,
FeLpMaN, R., and Y. Harapa (1982) also express 4 similar view,
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firm, it does not supply all the required funds. The firm has to botrow
from several other banks to cover the shortfall. In terms of infor-
mation theory, the main bank in this framework may be playing the
role of a delegated monitor. By delegating the role of monitoring to
the main bank, other banks economize on the costs of information
production.’® On the other hand, it is often believed that when the
profits of a firm fall, the main bank comes to the rescue by reducing
the interest rate, and then raising it when the rate of profit goes up
once again. This implies that the main bank system has another aspect
— as a device of risk sharing between the firm and the bank. Ac-
cording to the theory of implicit contracts, this kind of arrangement
between a risk-averse firm, and a risk neutral bank, is Pareto im-
proving.'*

While the banking system served as an effective conduit for
funds to the growing market-oriented modern sector, the government
rationed credit mainly to the declining traditional sector and social
overheads. This is evident in Table 13. The share of fiscal investments
and loans allocated to promoting key industries had been quite low at
least since 1960. Such areas as agriculture and small and medium

TanLe 13

PERCENTAGE COMPOSITION OF FISCAL INVESTMENTS
AND LOANS PROGRAM BY PURPOSE

1956-60 1961-65 1966-70 1971-75

Promotion of Key Industries 16.6 9.9 6.3 3.7

Foreign Feonomic Aid and

Expott Promotion.. 4.3 7.9 10.4 8.8
Regional Development 9.0 7.5 4.6 37
Overhead Capital for Industries 21.6 26.1 243 23.2

Modernization of Low Productivity
Sectors {Agriculture and Small

and Medium-Sizgd Fitms) 209 19.9 20.1 19.6
Improvement of Living Conditions 27.6 29.6 343 41.0
Total 100.0 100.0 100.0 100.0

Sonrce: Ocura, 8. and N. Yosumo (1984).

10 HormucHI, Y. {1986).
" Tsutust, Y. {1988, Ch. 3) tries to confirm the existence of such arrangements in
Japan.
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sized firms have been the main beneficiaties of such low interest
credit. The emphasis on industrial adjustment through government
funds comes out even more clearly in Table 14, which shows that
industries with structural difficulties like mining, agriculture and
marine transportation relied heavily on government finances for their
investment funds. Emphasis on small and medium sized firms is clear
from data by Table 2, which shows high dependence of smaller firms
on government funds.

TasLE 14

PERCENTAGE SHARE OF GOVERNMENT FUNDS
AND BOND FINANCING IN TOTAL FIXED INVESTMENT BY INDUSTRY

Government Funds Bond Financing

1954-60  1961-67 | 1954-60  1961-67
Mining 257 39.9 2.3 28
Steel 4.6 3.6 6.1 9.2
Machinery 11.3 9.5 55 8.9
Chemicals 8.1 7.1 36 4.2
Texiiles 14.2 14.7 5.0 6.9
Agricultute and Fishery 52.9 47.9 0.5 0.7
Electricity 324 19.7 7.0 19.6
Marine Transportation 33.9 50.9 0.1 0.1
Land Transportation 104 219 10.7 8.5

Sowrce: Hortucht, A, and M, Orakr {1987),

While the government financial system rationed the low interest
long-term funds to the industries and sectors facing difficulties, the
corporate bond market helped ration similar funds into key indus-
tries. Corporate bond issues were put under the strict control of a
special committee with representatives from major banks and security
companies. The committee decided on the prices as well as size of the
issues. These bonds were then rationed to syndicate banks at prices
exceeding the market price. While banks suffered from low interest
rates on bonds, these bonds were eligible collateral for Bank of Japan
credits, that carried a lower rate of interest than the market rate (call
rate).

The electricity industty and, to a lesser extent, the steel industry
were the main beneficiaries of this system. However, Table 14 shows
that the contribution of bond financing to total investment was much
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smaller than that of government finances, Moreover, in the total
industrial financing, the shate of bond financing is very small as
compared to that of bank loans (Table 12}.

Term transformation. Due to the existence of the phenomenon
of imbalance of bank liquidity explained above, the only short-term
money market during the high-growth period, the call (and bill)
market, served as a place to adjust the structural discrepancy of the
funds arising on account of the imbalance of bank liquidity.
Therefore, short-term liquidity adjustments, crucial for effective term
transformation through the banking system, had to depend mainly on
the Bank of Japan credits,

Towards this objective, the Bank of Japan usually controlled the
call rate, leaving the supply of high-powered money to be automati-
cally determined in the market. With the call rate set at a cettain
level, demand for call loans was determined by city banks and supply
by “other banks”, with the gap adjusted by the Bank of Japan loans
and deposits with the Bank of Japan. For a higher call rate, the excess
of demand ovet supply would be smaller, and the resulting smaller
supply of Bank of Japan credit tightened the financial market, con-
sistent with higher call rate. As the rate of interest on Bank of Japan
loans is usually kept below the call rate, the supply of Bank of Japan
loans is automatically accepted by city banks, and the amount of
high-powered money is passively determined.

Since Bank of Japan loans are automatically supplied in this
system, these have served the function of reserve funds for the banks.
For this reason, the level of excess reserve holdings by the banking
sector has been extremely low; the excess reserve/total reserve ratio
was, on an average, 0.08% in the September 1980 to January 1988
petiod, while the corresponding ratio for the US was 1.14% for
November 1981 to March 1984 period.”?

3. Safety and efficiency of the financial system

There have been bank failures in postwar Japan, and compe-
tition restricting regulations such as deposit rate ceilings, branch
licensing and loan specialization, should be partly credited for this ac-
complishment.

12 Kuropa, A, (1988), p. 47.
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TasLe 15

ESTIMATES OF IMPLICIT SUBSIDIES TO AND TAXATION
OF CITY BANKS, AND TOTAL SUBSIDIES TO PRIVATE
INDUSTRIES (ANNUAL AVERAGES)

1966-70 197175

(i) Estimated implicit subsidies to city banks due to regulation

of official discount rates 20 19

(i) Estimated implicit taxation of city banks due to regulation
of bond yields 17 31

(iii) Estimated implicit subsidies to city banks due to regulation
of deposit rates 85 242
Total industrial subsidies 451 1,006

Unit : Biflion yen.
Sosrce + TERaNISHT, ], (1982) and OGuURa, M, and N, Yosuino (1984},

However, the benefits must be weighed against to costs of
distortions atising from reduced competition. Table 15 reports the
subsidies to and taxation of city banks implicit in various interest rate
regulations, The first row represents the supply of implicit receipt
owing to low interest Bank of Japan loans, calculated as (call rate -
official discount rate) x Bank of Japan borrowings by city banks. The
second row shows implicit taxation owing to forced purchase of
bonds, calculated as (market interest rate on bonds ~ rate of interest
for new bond issues) x bond holdings of the city banks. The third row
represents. implicit subsidies to city banks arising from deposit rate
regulation, calculated as [call rate (1 — required reserve ratio) —
deposit rate] x deposits at city banks. It is clear that, compated to the
size of total industrial subsidies, implicit subsidies accruing to the city
banks have been enormous, especially from deposit rate regulations.

There are three possible ways in which these implicit subsidies
could be utilized. Firstly, they could be reinvested as business loans as
a part of tetained earnings providing increased capital base for
intermediation. Secondly, they could be spent either on luxury office
buildings, or employment of excessive human resources. Thirdly, they
could be transferred to bank clients in the form of reduced interest
rates. In view of the matket determined nature of bank loan rates, the
possibility of the third case is doubtful. Since the dividend policy of
the banks has been strictly regulated in the form of a maximum
dividend ratio, the first possibility cannot be neglected.
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4, How successful was the bigh-growth period system?

Judging from the fact that Japan was able to obtain a high rate of
growth, it is possible to argue that the high-growth period financial
system succeeded in supporting industrialization. The most important
point to be noted is the complementarity of the banking sector and
government finances: the former supplying ctedit to growing modern
sector and the latter to declining sectors, Since the process of industri-
alization is not only the process of establishing new industries, but
also of shifting resources from indigenous industries, the role played
by the government finances in supplying adjustment funds cannot be
neglected.

In view of the fact that government finances were concentrated
in industrial adjustment and infrastructure investments, and that the
bond markets were not a major source of financing even for key
industries, it follows that allocation of credit to the modern sectors
through the banking sector must have been highly efficient. It is
difficult to find any evidence on exclusion of the high-risk, high-
return firms from the financial markets, through various regulations,

Although the financial system of the high-growth period has
been highly safe, there temain strong doubts about the internal
efficiency of the system. For example, excessive employment of
human resources for the sake of nonprice competition for deposits
may have been a significant source of inefficiency. _

Two questions, however, remain to be asked. Firstly, were such
extensive regulations restricting competition necessary? 1f we assume
that the high-growth period system was equipped with highly sophis-
ticated information processing capabilities, it is even conceivable that
the banks never faced any significant solvency risks. Moreover, it is
worth inquiring whether there was room for replacing competition
restricting regulations with other forms of regulations such as
balance-sheet regulations or stricter auditing.

Secondly, there is the question of adequate use of security and
money markets. The regulation and rationing in bond markets seem
to have had two consequences: (i) it repressed the development of
bond markets, and (ii) it helped the growth of key industries to some
extent. However, whether these consequences were desirable or not
is a different issue. For example, it could be argued that lower
dependence on bond matkets contributed to growth in view of the
extensive information requirements for industrialization. Productivity
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of information is higher in the banking system than in the bond
matkets. :

Due to the existence of the phenomenon of imbalance of bank
liquidity, the money matket could not fulfil its assigned rqle, and
consequently its development lagged considerably', at lleast in com-
patison with the US or the UK. However, whether it refarded growth
or not is a different story altogether. Despite the underdeveloped
money market, the high-growth petiod financial system seems to have
done a pretty good job both in terms of maturity transformation and
in terms of the effectiveness of monetary policy.

IV. Concluding _Remarks

We have compared two financial systems experienced ir} Japan:
the prewar financial system based on the free market- mechanism and
the highly regulated system of the high-growth period. Needless to
say, it is not our intention to assert that one of these are absolutely
better than the other. We have tried to argue, instead, that.each
system has its own metits and demerits depending on the pf'n:tlcular
environments upon which it is established and on the task assigned to
it. In other words, we consider financial systems should be carefully
tailored so as to meet the specific needs of each phase of development

of each economy.

Tokyo
' Juro TERANISHI

Financial System and the Industrialization of Japan: 1900-1970 341

REFERENCES

HorrucHl, A., “Kinyukikan no Kine (Functions of Fipancial Intermedtaries)” in Tachi,
R., and S. Royama eds. Nibon no Kinyu (I} (Financial System of Japan), Todai
Shuppankai, 1986.

Horucnr, A, and M. Otaky, “Kinyu, Seifu Kashidashi to Ginke Kashidashi no Juyosei
(Importance of Government Credits and Bank Loans)”, in Hamada, K., Kuroda, M.,
and A. Horluchi eds. Nibonkeizai no Makuro-bunseki (Macroeconomic Analysis of
the Jepanese Economy), Todai Shuppankai, 1987

Karzuka, K., and H, ONopERa, “Shinyo Wariate ni tsuite (On Credit Rationing)”, Keiza/
Kenkyu Vol. 253, No. 1, Jan. 1974,

Kuropa, A., Nikor no Kinyushijo (Financial Markets in Japan), Tokyo Keizai Shinposha,
1988.

Matuews, R.C.O., “The Economics of Institutions and the Soutces of Growth”, The
Economic Journal, Vol. 96, pp. 903-918, Dec. 1986,

Norre, D., “Transaction Costs, Institutions and Economic History”, Zeitschrift fir die
gesamte Staatswissenschaft, Vol. 140, pp. 7-17, 1984,

Ocura, $., and N. Yosamo, “Zeisei to Zaisei Toyushi (Tax System and the Fiscal Loan
and Investment Program} in Komiya, R., Okuno, M. and K. Suzumura eds. Nibon
na Sangye Seisaku (Industrial Policy of Japan), Todai Shuppankai, 1984.

Parrick, H., “Financial Development and Economic Growth in Underdeveloped
Countries”, Bconomic Development and Cultural Change, Vol. 14, pp.174-189, 1966,

Patrick, H., “Japanese Financial Development in Historical Perspective, 1868-1980”, in
Ranis, G., e al., eds. Comparative Development Perspectives pp. 302-327, Westiew
Press (Boulder, Colo.), 1984,

SagaxiBara, K., Feroman, R, and Y. Harapa, “The Japanese Financial System in
Comparative Perspective” A study Prepared for the Use of the Joint Economic
Committee, Congress of the United States, 1982.

Sursucakt, K., Nibon Shibonshijo Bunseki (Analysis of Capital Matket in Japan), Todai
Shuppankai, 1966.

TERANISHE, J., Nibon no Keizaibatten to Kinyw (Money, Banking and Fconomic Devel-
opment of Japan), Iwanamishoten, 1982,

TeRaNISHI, J., “Availability of Safe Assets and the Process of Bank Concentration in
Japan®, Economic Development and Cultural Change, Vol. 25, April 1977

Teranstl, J., “Modetnization of Financlal Markets: An Analysis of Informal Credit
Matkets in Prewar Japan” discussion paper No. 174 (The Institute of Economic
Research, Hitotsubashi University) 1989,

Tsursuy, Y., Kinyushijo to Ginkogyo (Financial Matkets and Banking Industry), Toyo
Keizai Shinposha, 1988,






