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Abstract

This paper uses the net sources of finance methodology to analyse recent trends in the
investment financing of Japanese firms. It updates the work of Corbett and Jenkinson
(1997), according to whom Japan remained a ‘bank-based’ or ‘balanced external
finance’ system despite a downward trend in bank finance. The net sources data from
more recent years suggest at first sight a transformation of the Japanese financial system
from a ‘bank-based’ system to a ‘high internal finance’ system. However, further
analysis reveals that the changes that have occurred so far are the product of the
economic and banking conditions in the period, rather than a manifestation of a

fundamental shift in the nature of investment financing in Japan.
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I I ntroduction

The Japanese financial system with its prominent role for ‘main banks’ has long been
regarded as the archetype of the ‘bank-based’ financial system. The close relations
between main banks and firms have been seen as facilitating both the allocation of
credit and the efficient management of firms. The troubles experienced by the
Japanese economy since the early 1990s,! however, have led to considerable changes in
the nature of financial flows in Japan and in the role of main banks.

This paper employs the net sources of finance methodology pioneered by
Mayer (1988, 1990) and Corbett and Jenkinson (1994, 1997), which uses flow of funds
rather than stock data and offsets the corresponding ‘uses’ of finance against the gross
sources to obtain the net contributions to the financing of the corporate sector made by
banks (where, for example, changes in bank deposits are offset against bank lending),
equity (where equity purchases are subtracted from new equity issues), bonds, trade
credit and so on. Despite some recent criticism (see Corbett et al., 2004) and a switch
of focus to more disaggregated studies (Carlin and Mayer, 2000; Mayer and Sussman,
2003), this methodology continues to offer a useful perspective on the main overall
relationships in financial systems.

Corbett and Jenkinson (1997) produced data for Japan up to 1994. Here the

improved data which is now available is used to cover the years up to 2001. The key



findings are that the net contribution of the banking system appears to have declined
heavily from the early 1990s and become negative in the late 1990s, while internal
finance has grown significantly.

A superficial appraisal of these findings might suggest that the Japanese
financial system was converging on the ‘high internal finance’ system® found in the US
and the UK. However, further investigation suggests strongly that the changes reflect
the particular nature of the economic conditions experienced by Japan in the 1990s — the
stock market bubble followed by recession, stagnation and a large rise in
non-performing bank loans — rather than a fundamental and irreversible transformation
in the nature of the financial system.

The next section reports the basic findings under the net sources methodology
for the corporate sector as a whole. Section III reports some related data by firm size.
Section IV discusses the historical development of the Japanese financial system.
Section V examines the 1990s and early 2000s in more detail. Section VI considers how

far the Japanese financial system has really changed. Section VII concludes.

[ Aggregate data



The data used by Corbett and Jenkinson were national accounts data published by the
Economic Planning Agency. This task has now been transferred to the Cabinet Office,
and the data are more complete. In particular, data for physical investment are now
available, and can be compared with total net sources of finance.” Table 1 shows the
changes in trends of the sources of finance from 1990 to 2001, while Table 2 gives the
corresponding annual data. Table 3 reproduces Corbett and Jenkinson’s (1997) data for
1970-94.
[Tables 1-3 near here]

It is clear that significant changes have occurred over the 1990s. The most
noticeable is a substantial increase in internal finance, from 67.1 per cent in 1990-93 to
103.0 per cent in 1998-2001, which was accompanied by an equally substantial decrease
in bank finance from 26.6 to minus 25.0 per cent. These changes are even more marked
in the annual data in Table 2, and contrast sharply with earlier periods as shown in
Table 3. In other words, within just a decade, internal finance increased strongly while
bank finance turned from a major net source of finds into a major net use.

Bank finance had declined in the 1970s and 1980s on Corbett and Jenkinson’s
data (Table 3), but the decline greatly accelerated in the 1990s, accompanied by the rise

in internal finance. On the other hand, although smaller to start with, bond and equity



finance also decreased. In the early 1990s, direct finance, i.e. bond and equity finance

together, was around 10 per cent. By the end of the 1990s, however, it fluctuated around

minus 7 per cent and only returned to a positive figure in 2001. External finance as a

whole, including bank, equity and bond finance, declined substantially, in a significant

shift from the ‘balanced external finance’ of the late 1980s.

Similar trends are also clear from the gross sources data in Tables 4 and 5.

Since the gross sources methodology shows internal finance as a fraction of the total

uses of funds, which includes purchases of financial as well as physical assets, the

percentage for internal finance is usually smaller in gross sources than in net sources

data. However, here for half of the period internal finance was actually larger in the

gross sources data than in the net sources data. This reflects the fact that in those years

the acquisition of financial assets by firms was actually negative. In other words, the

acquisition of new financial assets was exceeded by the reduction in existing financial

assets. This occurred in 1991, 1992, 1993, 1997, 1998 and 2001, when trade credits

were negative in the gross sources data. In those years, firms were repaying trade

credits/accounts payable more than issuing new liabilities of those types, and in turn

being repaid for those receivable more than accepting new ones. This is not surprising

since those years correspond to the post-bubble period (the early 1990s) and the banking



crisis of the late 1990s, when the economic prospects became uncertain and transactions
between firms were affected. In addition, it is also worth noting from the gross sources
data that within direct finance it is bond rather than equity finance that declined
substantially as a proportion of total uses of funds in the 1990s.*

[Tables 4 and 5 near here]

To summarise, we can observe three distinct trends in the Japanese financial
system in the 1990s. First, until the early 1990s the reliance of Japanese firms on
external finance was quite significant. However, the later 1990s saw a significant shift
in corporate financing from external to internal finance. Secondly, within external
finance the proportion of bank finance was very large until 1991, but more recently it
became marginal or even negative, particularly after 1998. Thirdly, direct finance was
quite important in the bubble period, 1985-89, but this was reversed in the 1990s,
particularly in bond finance.

Tables 6 and 7 reproduce Corbett and Jenkinson’s (1994, 1997) data on net
sources for the ‘high internal finance’ countries, the US and UK. It is clear that internal
finance in Japan has now reached the level seen in the UK or US. In particular, the UK
data show that up to the second half of the 1980s the proportion of direct finance was

low, and overall the sources of finance were quite similar to the recent data from Japan.



In the late 1980s and early 1990s, however, the proportion of internal finance in the UK

decreased and Japan seems to have overtaken the UK. Thus, Japan appears to have

converged on the Anglo-Saxon financial system. However, there are two important

differences between the recent data for Japan and the earlier UK and US data. First, the

proportion of internal finance in Japan was extremely high in the gross sources data,

indeed it was over 100 per cent in five of the years between 1990 and 2001. In the US

and UK, on the other hand, while internal finance accounted for over 90 per cent of total

net finance between 1970 and 1989, in the gross sources data it was just over 60 per

cent of total finance (Corbett and Jenkinson, 1994). Secondly, trade credit, bank and

bond finance in Japan are often negative in the gross sources data, which partly explains

why there was such high gross internal finance in recent years. Bank finance also

decreased in net terms to a level well below that seen in the UK or US (i.e. negative

figures in the net sources data).

[Tables 6 and 7 near here]

The negative correlation between internal and bank finance seen in Japan,

however, is not peculiar and is observed in the other countries studied by Corbett and

Jenkinson (1994, 1997). The relationship is most pronounced in the UK, where the

contribution of external funds tends to decrease in years of low investment, and vice



versa. As will be seen in Section V, this is true to a certain extent in the case of Japan.
Our data from the National Accounts suggest that physical investment in constant
(1995) prices decreased significantly in the mid-1990s. This was accompanied by a
substantial decrease in the proportion of bank finance and a corresponding increase in
the proportion of internal finance. However, it is important to note that the later
recovery in physical investment was not followed by the reversal of this trend.’

So far it is not clear whether Japan has become a ‘high internal finance’
country like the US and UK. To decide whether the apparent transformation is
fundamental, we need more detailed analysis of the historical development of the
financial system in Japan and of events in the Japanese economy during the 1990s. First,

however, it is useful to consider flow data by firm size.

1 Firm size data

The Japanese Ministry of Finance publishes stock data on firms’ balance sheets by firm
size. For comparison with the aggregate data, the flows can be calculated by taking the
changes in the stocks (see Appendix Table A2). However, since we do not have data on
issues of new equity, it is difficult to distinguish increases in own capital which arise

from new issues of equity from those which arise from valuation changes. In addition,



the Ministry of Finance figures are based on a sample survey rather than the full
population. These data cannot therefore be considered as reliable as the aggregate data.’

Tables 8 and 9 provide data by four-year periods for gross and net sources of
finance for small, medium and large firms. The general trend seen in the aggregate data
is also apparent in each category. There is a clear fall in bank finance which is offset by
a rise in internal finance both in the net and gross sources data. However, there are also
important differences between firms of different sizes. The data for the period 1990-93
show that small and medium-sized firms relied more on bank finance than large firms.
Large firms, on the other hand, used more direct finance and more internal finance than
small or medium-sized firms.

[Tables 8 and 9 near here]

Strict regulations on accessing the stock markets mean that, for small and
medium-sized firms in Japan, access to direct finance has always been limited.” Large
firms, on the other hand, had become increasingly reliant on internal and direct finance
during the 1980s.® In the post-bubble years the downward trend in the stock market
made equity finance less attractive, but after 1997 the proportion of equity finance for
large firms increased again, possibly to compensate for the further decline in bank

finance. One major cause of the recent downward trend in the stock market was the



dissolution of cross-shareholdings between main banks and firms.” Main banks were
selling shares in their client firms in response to the new capital adequacy requirements
as well as to alleviate their balance sheet problems, which in turn had been caused by
the decline in the stock market. In general, Japanese large firms appear quite similar to
Anglo-Saxon firms, but unlike the latter they typically had positive net equity finance.
However, this trend towards internal and direct finance did not exist for small and
medium-sized firms. The gradual decline in bank finance during the pre-bubble period
is essentially a large firm phenomenon. Before the bursting of the bubble, small and
medium-sized firms were significantly bank-based.

During the 1990s, the data for large firms show that while equity finance was
more resilient, recovering from the decline in the early post-bubble period, bond finance
remained low. Bond finance had become relatively important during the bubble, as the
result of a series of relaxations of the restrictions imposed on the bond market and the
accompanying reduction in the cost of bond finance (Cabinet Office, 1997; Hoshi and
Kashyap, 2001, chapter 7). However, in the 1990s bond finance became either marginal
or negative. Given the wide use of convertible bonds, this again reflects the decline in
the stock market. In addition, the main banks and other financial institutions provided

the bulk of underwriting services for bond issues during the 1980s and thus the

10



accumulation of non-performing loans in the banking sector and the subsequent banking
crisis may have deterred firms from using bond finance. Bank finance declined in the
1990s for large firms, but it declined by more for medium-sized firms and by even more
for small firms. This corresponds to the differences in the magnitude of the increase in
internal finance during the 1990s. While small firms show the biggest increase in
internal finance, large firms show the smallest. It is also important to note that small

firms suffered the biggest decline in trade credit, in both net and gross sources data."

Y] The historical development of the Japanese financial system

The identification of the Japanese financial system as ‘bank-based’ was founded on the
main bank system that developed under the post-war governmental policy of economic
growth with bank regulation (Ueda, 1994; Allen and Gale, 2000, pp 39-42, 103-4;
Hoshi and Kashyap, 2001, chapters 4 and 6). Under this system funds were allocated
through close relationships between the main bank and its large industrial and
commercial borrowers, while behind these relationships lay the supervision and ultimate
responsibility of the Ministry of Finance. The basic main bank relationship was
reinforced by cross-shareholdings between banks and firms. A main bank typically held

close to 10 per cent of the firm’s shares before the 1980s, while the firm also owned

11



some of the bank’s shares. This practice was not a matter of control but rather a symbol

of the relationship and something which helped to solve conflicts of interest. At the

same time, the long-term relationship allowed the bank to have access to detailed

information about the firm and to monitor its performance. In effect, banks exercised

ultimate authority over firms’ managers. In addition, the main bank had a responsibility

to rescue its client from financial distress by refinancing or restructuring it. (Aoki et al.,

1994)

This system has been argued to be efficient in two particular respects. Firstly,

by increasing information through the relationship, main banks could target their loans

more effectively, with lower risk premia, while firms with main bank connections faced

lower liquidity constraints and could obtain finance more easily (Hoshi, Kashyap and

Scharfstein, 1990a, 1991). Secondly, the main bank took responsibility for the failures

of its clients and therefore the system reduced the costs of reorganizing and

restructuring firms in distress (Hoshi, Kashyap and Scharfstein, 1990b; Sheard, 1994).

Apart from providing credit themselves, main banks also played an important role in the

underwriting of securities issues and were large purchasers of those securities as part of

cross-holding relationships (Cabinet Office, 2003). It may be argued therefore, that in

many ways direct finance in Japan also took place within the framework of indirect

12



finance.

However, these views have been increasingly challenged. Hall and Weinstein

(2000) found that firms with ties to main banks (monitored by main banks) faced

comparable bond interest rates to those without such ties. Hayashi (2000) provided

evidence that ties to main banks did not ease liquidity constraints, while Weinstein and

Yafeh (1998) found that firms with main bank ties were not more profitable or

faster-growing than those without such ties. Hall and Weinstein (2000) also found that

firms without main bank ties received as much loan assistance from banks in cases of

distress as firms with such ties. More widely, Hanazaki and Horiuchi (2000) have

argued that the efficiency of Japanese firms was the result of international competition

rather than efficient monitoring by banks, while Wood (1992) suggested that the main

bank system together with the strict supervision of the Ministry of Finance inhibited the

development of financial markets and was responsible for the underdevelopment of the

equity market as compared to the Anglo-Saxon countries.

Over time, the main bank system has been changing its form for several

reasons. First, the super-rapid economic growth of the post-war era led to improved

profits for firms, which contributed to the growth of internal finance. On the other hand,

as Japan made the transition from a rapid growth economy to a low growth economy,

13



the need for external finance, which was the key to the success of intensive capital
investment in the past, was reduced.'’ Secondly, with the ending of rapid growth in the
mid-1970s, interest rates declined and competition in the banking sector increased.
Firms, while continuing to value their main bank relationships, were concerned about
unequal bargaining positions, so they began to substitute a system of multiple core
banks for the single main bank (Aoki et al., 1994; Patrick, 1997). Thirdly, deregulation
and internationalisation of the financial system made it possible for large corporations
to take advantage of bond, particularly eurobond, issues in the 1980s (Hoshi and
Kashyap, 1999). These securities had equity conversions or warrant provisions attached
and benefited from the low interest rates and buoyant stock market of the period
(Campbell and Hamao, 1994). This new development of direct finance was also helped
by the fact that the success of the Japanese economy resulted in the stability of the
business environment and facilitated the availability and transparency of information. It
is important, however, to note that the main banks played an important role in domestic
and international bond issues in the 1980s (Aoki, Patrick and Sheard, 1994; see also
Campbell and Hamao, 1994). Nonetheless, these developments coincided with the
gradual decline in bank finance since the 1970s identified by Corbett and Jenkinson

(1994).
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While large industrial firms increasingly moved away from bank finance

towards internal and direct finance, banks filled the gap by increasing the amount of

lending to small and medium-sized firms, and to real estate, construction, finance and

insurance businesses (Kutsuna, 2000; Cabinet Office, 2001). Firms used their real estate

holdings as collateral for bank borrowing and also stock market speculation. In addition,

the monetary authorities pursued a low interest rate policy in the late 1980s,

precipitating a major asset price boom (Patrick, 1997). Together with a certain

collective myopia, this resulted in the doubling of land value prices and a 180 per cent

rise in the Tokyo Nikkei stock market index. When monetary policy was tightened and

the bubble finally burst in the early 1990s, the value of the collateral crumbled and the

banking sector was left with a substantial amount of non-performing loans. The

deflationary pressure in Japan also caused the financial condition of many firms to

deteriorate in the post-bubble period and resulted in an increasing amount of bad debts

in the banking sector (Cabinet Office, 2002). One serious consequence of the

accumulation of non-performing loans is that, when the expense to banks of disposing

of their bad loans exceeds the profits from their core banking business, their capital is

reduced, which in turn restricts their ability to take risks and thus their capacity to

function as financial intermediaries (Cabinet Office, 2001). This was aggravated by the

15



decline in the stock market, which resulted in a capital loss on banks’ holdings of equity.

The reduced risk-taking ability of banks particularly affected small and medium-sized

firms, because banks became more selective and cautious in providing loans to them.

The seriousness of the problem was confirmed in November 1997, when Hokkaido

Takushoku Bank and Yamaichi Securities declared bankruptcy. This incident of

banking crisis, which ended the myth that Japanese banks never collapse, was followed

by a series of financial crises and collapses of financial institutions.

The apparent dissolution of the main bank system seems to have taken different

forms at different periods of time. First, firms moved away from bank finance towards

internal and direct finance. This was due to the ending of rapid economic growth and

the internationalisation and deregulation of the financial markets since the 1970s.

However, it was mostly large firms that could take advantage of these sources. With

regard to direct finance, this is consistent with the view that, because there are less

information asymmetries, large firms are able to issue securities more easily than small

firms. Secondly, in the 1990s the traditional main bank system became unable to

function properly due to the accumulation of bad debts after the bursting of the bubble.

In sharp contrast to the earlier trend, this particularly affected smaller firms, where

default risks were typically higher than for larger firms.
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Vv A closer look at the 1990sand early 2000s
As already indicated, over the 1990s the contribution of bank finance to total net
sources fell heavily, and the contribution of internal finance rose to, and indeed above,
typical Anglo-Saxon levels. The crucial question addressed here is what caused these
changes: were they caused by fundamental factors, which will persist, in which case the
Japanese financial system could be seen as converging on the Anglo-Saxon system? or
were they caused by more conjunctural factors, which are likely to be reversed?

We have already referred in Section II to the findings of Corbett and Jenkinson
(1997) that there is in general a negative correlation between internal and bank finance
in major industrial countries. For Japan Figure 1 shows a generally negative relationship
which is disturbed somewhat in the later 1980s (particularly the period around 1985-87)
by the (temporary) rise in bond finance, and in the later 1990s (where there are large
statistical adjustments in the net sources data, as seen in Table 1'%). Such a negative
correlation between the proportions of internal and bank finance could in principle
reflect exogenous variations in the amount of physical investment relative to internal
finance, in the context of the pecking-order theory (Myers, 1984), according to which

firms prefer internal to external finance and within external finance they prefer debt to

17



equity. Alternatively, causation might run in the opposite direction, from bank finance
to physical investment. If internal finance is fixed in the short run, and firms have no
other viable source of finance, then variations in bank finance will lead to equivalent
variations in physical investment, and so to variations in the proportion of internal
finance. In practice, the negative correlation may be the result of a mixture of the two
mechanisms. In trying to disentangle the causes, we will make use of the Judgement
Survey statistics on the ‘lending attitude of financial institutions’, collected by the Bank
of Japan, which shed light on the extent to which it was the decisions of banks or those
of firms which drove the changes; we also consider the differences between the
aggregate data and data for small and medium-sized firms. We focus first on the
movements in bank finance and physical investment, and then return to the key ratios in
the net sources data.

The Judgement Survey statistics show how a sample of firms perceived
financial institutions' attitude towards lending to them. Possible responses of the firms
to the survey include 1) accommodative, 2) not so severe, and 3) severe, and the
outcomes are aggregated into a Diffusion Index (lending attitude DI)."> Figure 2 shows
the changes in the lending attitude DI for three groups of firms by size over the period

1990-2001. Figures 3 and 4 show the percentage changes in bank borrowing and

18



physical investment respectively for the same groups.'* For some purposes it is also
useful to examine the variations in the amounts of physical investment and bank finance
(net), as shown in Figure 5 for the aggregate data and Figure 6 for small and
medium-sized firms.

[Figures 2-6 near here]

As can be seen in Figure 2, the collapse of the asset-price bubble in 1990 was
associated with banks becoming (in the perception of firms) extremely unwilling to lend.
Both borrowing and investment by firms continued to grow in 1990 and 1991 but much
less rapidly (Figures 3-4); the absolute amount of bank finance turned down before that
of physical investment in the aggregate data (Figure 5) but at the same time for small
and medium-sized firms (Figure 6) which had fewer alternative sources of finance than
large firms. In 1992 and 1993 banks were less reluctant to lend (but not on balance
very willing either), and the growth of bank borrowing and of physical investment
(Figures 3-6) declined further and remained low. This suggests that there was a decrease
in the demand for funds on the part of firms, which could be attributed to the excess
investment and accumulation of capital stocks in the bubble period (Cabinet Office,
2001).

Between 1994 and 1997, the lending attitude DI for small, medium-sized and

19



large firms recovered strongly, mainly due to the repeated easing of monetary policy.
Small firms borrowed a little more, but medium and large firms less so; much of this
may have been additional lending by banks to firms that were in financial difficulties."
Overall, however, bank borrowing and physical investment remained low despite a
significant rise in the lending attitude DI during the period, which suggests that many
firms felt a need to adjust their balance sheets by restricting physical investment and
prioritising the repayment of excess debts from the bubble period.

Between the end of 1997 and 1998 there was a significant change in the
lending attitude of banks as perceived by all three groups of firms. The ability of banks
to tolerate risk had been weakened by the heavy burden of non-performing loans, while
the risks involved in lending to firms with large outstanding debts had increased as the
economy worsened in the post-bubble period. This caused the banks to restrict their
lending, particularly to small firms. Thus many firms changed their ratings from
‘accommodative’ to ‘severe’. At the same time, physical investment and bank
borrowing declined, especially for small and medium sized firms. In other words, in
contrast to the 1992-94 period, there was a positive correlation between the three factors.
This suggests a credit crunch during the period 1997-98, which corresponds to the

period of the banking crisis. '
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The period 1999-2001, on the other hand, saw a general upward trend in the DI,

partly due to the injection of public funds into the banking sector. However, the change

in bank borrowing remained negative for all three groups. Since physical investment by

medium-sized and large firms increased, they must have been drawing on other sources

of finance. It is clear from the net sources data that these other sources were internal and

(for large firms) equity. The aggregate data in Figure 5 show internal finance rising

relative to its previous trend despite the continuing recession, which may indicate that

firms were making deliberate efforts to increase their profits. For small firms, however,

there was a smaller rise in internal finance and physical investment remained low. Since

the improvement in the DI was less significant for small firms than for large firms, the

credit crunch probably had a continued effect on the ability of small firms to finance

new investment. During this period it is also widely believed that banks had become

more demanding with regard to the repayment of loans, particularly by small firms, in

an attempt to alleviate the accumulation of non-performing debt (Cabinet Office, 2003).

We can now provide an account of the fluctuations in the proportions of bank

and internal finance in the net sources data, both overall (Tables 1-2) and by firm size

(Table 8). The initial sharp rise in internal finance (from under 60% to 75%) and fall in

bank finance (from around 40% to 10%) in 1992, broadly sustained in 1993, can be
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attributed to both banks cutting their lending in response to the collapse of the asset

price bubble and firms cutting their investment plans in response to the

over-accumulation of capital in the bubble period. Large firms had higher internal

finance over 1990-93 and small firms the lowest, while the opposite pattern can be seen

for bank finance.!’

Between 1994 and 1997 internal finance rose further, to 112%, in 1994 and

then fluctuated sharply, while bank finance fell to -15.5% in 1995 but recovered to

10.4% in 1997; physical investment remained well below previous peak levels. Since

banks were perceived by firms as relatively willing to lend during these years, firms

must themselves have been limiting their investment and their borrowing, partly to pay

down their large outstanding bank debts but also perhaps partly because there was less

call for investment given the depressed state of the economy. For 1994-7 small firms

had internal finance of 84% and medium and large firms of 90-91%, while bank finance

was 9.1% for small firms, 5.3% for medium and 3.3% for large. The investments of

medium and large firms grew rather more than those of small firms, which reflects their

greater access to other sources of finance (particularly equity for large firms).

In 1998 the share of internal finance rose to 103.5% in the aggregate data, and

this was broadly maintained through to 2001. Bank finance, however, fell to -6.3% in

22



1998, and then fluctuated around -30% in 1999-2001.'"% There is clear evidence of a
credit crunch from late 1997 through to 1999, including increased pressure from the
banks for firms to repay past debts, with larger and more sustained effects on small
firms (see also Miyajima and Yafeh, 2004). The implication is that the fall in bank
finance was exogenous (to firms), and firms responded with a combination of
investment cuts and increases in internal finance. For small firms — whose physical
investment was very low — internal finance for the years 1998-2001 reached the
extraordinary level of 170%, with bank finance down to -70%. Medium sized firms had
a smaller rise in internal finance to 120% and a smaller fall in bank finance to -40%,
while large firms experienced a small fall in internal finance, a small fall in bank

. . . 1
finance and a large rise in equity finance."

VI How much hasthe Japanese financial system changed?

In section V it has been argued that the increase in internal finance and decrease in bank
finance over the 1990s were the product of the following factors: i) fluctuations in
banks’ willingness to lend related to the collapse of the asset-price bubble in 1990 and
the 1997-98 banking crisis; ii) cuts in firms’ investment plans in response to the

over-accumulation of capital in the bubble period, the continuing recession and pressure
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from banks for repayment of debts; and iii) firms’ efforts to increase their internal funds,
given the pressures on external finance. What this implies is that the apparent
transformation of the Japanese financial system into a ‘high internal finance’ system
was caused by the conditions of the economy and the banking sector during the period
and was not a fundamental change towards or a convergence on the Anglo-Saxon
system.

The events in the 1990s have spurred reviews and criticisms in Japan of the
traditional corporate control exercised by the main banks.”” However, no consensus on
a suitable alternative has emerged, mainly because the equity market, given the relative
stability of large shareholdings, lacks effective monitoring mechanisms which could
replace the role of the banks (Aoki et al., 1994). In the UK or US, the equity market
provides the mechanism of corporate control, that is the mechanism by which changes
of control are brought about in cases of financial distress. Indeed, one of the main
reasons why equity finance has often been a net use of funds rather than a net source for
these countries is the vigorous mergers and acquisition process. In addition, the focus on
shareholders in the Anglo-Saxon system implies that issues of new shares for
investment financing are less attractive because of the dilution effect. Furthermore,

there appears to be a tendency for Anglo-Saxon firms, in which the returns to
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shareholders take priority, to be cautious with physical investment and to try to restrain

it within the level of cash flow so as to minimise external finance. In other words, it

seems that in the UK or US it is the market-oriented corporate governance system

(amongst other factors) which leads firms to rely largely on internal finance, whereas

Japanese firms became dependent on internal finance in recent years because of the

temporary economic and banking conditions of the 1990s.

It is true that, as Japan made a transition from a super-rapid growth economy to

a low growth western-type economy, the need for external relative to internal finance

declined. However, in terms of corporate governance it is clear that Japan has not

converged on the Anglo-Saxon system (Gibson, 2000). Overall, market control is still

significantly weaker in Japan and, in contrast to the UK or US, equity is typically a net

source of funds. It should also be noted that the dissolution of cross-shareholdings may

not have weakened the main bank system, because sales of such shares were made

mainly by banks and many firms retained their bank shares (Kuroki, 2003). Thus for

many firms the long-term relationship with their banks remains important, and the fact

that many firms cooperated in the banks’ capital strengthening programmes in recent

years confirms the sustained relationship between the two. Even if the main bank

system itself is weakened, it is unlikely to disappear completely or immediately, and
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‘relational finance’ will continue to play an important role (Aoki and Ding, 2000).

These considerations suggest that a rapid convergence on the Anglo-Saxon

market-oriented system (as predicted by Hoshi and Kashyap, 2001, chapter 9) is

improbable.

VIl Conclusion

Using the net sources methodology, we have found an apparently significant change in

the Japanese financial system from a ‘bank-based’/‘balanced external finance’ system to

a ‘high internal finance’ system in the 1990s. Further analysis, however, indicates that

this change had more to do with the economic and banking conditions of the period than

with any fundamental changes in the system. These conditions led to changes in the

behaviour of banks and firms which resulted in a significant reduction in bank finance.

Firms reduced their demand for funds for investment in the early post-bubble period.

Banks were less willing to lend in the later 1990s, in the credit crunch which resulted

from the banking crisis. These changes were associated with a significant rise in the

proportion of internal finance in the 1990s. The decline in physical investment after the

excess investment in the bubble period shrank the need for external relative to internal

financing, in line with the ‘pecking-order’ theory. And in the face of the credit crunch of
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the late 1990s many firms tried to increase their internal finance as the only alternative
source of funds, given the decline in the stock market for large firms and the
underdevelopment of direct finance for small and medium-sized firms.

The reasons for the recent trends in Japan are therefore primarily related to the
economic and banking conditions of the period and have little to do with a convergence
on the Anglo-Saxon corporate governance system. It is reasonable to assume that once
these conditions recover the recent changes are likely to be largely reversed, with the
re-emergence of a ‘balanced external finance’ system with a strong emphasis on bank
finance. While bank finance has been on a declining trend since the 1970s, a revival and
intensification of that trend will require the opening up of a wider range of options for
investment financing for small and medium-sized firms, which are now the major
potential borrowers from banks and for which bank finance is the major source of
external finance.”’ Furthermore, close bank-firm relationships are likely to continue to
play a significant role in the Japanese financial system, unless an efficient market for
corporate control of the kind seen in the UK and US or some alternative governance

system emerges.
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NOTES

! See Boltho and Corbett (2000) for a useful survey.

> Corbett and Jenkinson (1994, 1997) argue that the traditional concept of
‘market-based’ financial systems is inappropriate for the US and the UK, and they refer
to the US and the UK as ‘predominantly internally financed’. They also reject the
bank-based description of Germany. However, they argue that Japan is correctly
categorised as bank-financed, although they also suggest the term ‘balanced external
finance’.

3 Corbett and Jenkinson showed each net source as a percentage of the sum of total net
sources. In principle, that total should be the same as physical investment. However, in
practice statistical discrepancies are inevitable because of differences in the method of
measurement, eg while non-financial transactions are calculated at the point of
transaction, financial transactions are calculated at the point of payment. In the new data
capital transfers are also shown for the first time as a separate source of funds.

* Unusually and unexpectedly, figures for bond finance were larger in six of the years
in the net sources than in the gross sources data. In some years, this is because there
were negative net purchases of bonds. In other years, it is because the purchases of

bonds were small enough as a proportion of total purchases of financial assets that the
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net sources calculation involved a reduction in the denominator which was
proportionally more significant than a reduction in the numerator.

> See Figure 4 and Section 5 for further discussion on the relationships between internal
and bank finance and between those sources of finance and physical investment in
Japan.

6 Equity is the most vulnerable to valuation changes, followed, but to a lesser extent, by
internal finance. Other sources of finance are not subject to valuation changes.

7 Kutsuna (2000) examined balance sheet data for Japanese and US firms between 1965
and 1991. He showed that in the US bank loans are much smaller as a proportion of the
total assets across different sizes of firms than in Japan. Even for small and
medium-sized firms, ‘capital stock and other capital’ (roughly equity) and ‘retained
earnings’ make up much higher proportions in the US than their equivalents in Japan.
He argued that small and medium-sized firms in the US benefit from a wider range of
sources of finance — e.g. banks, public financial institutions, pension funds, private
investors and venture capitals — than their Japanese counterparts.

¥ For large firms, bank finance is negative in the net sources data between 1986 and

1989. Annual net sources data from 1978 are available from the authors on request.
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® Kuroki (2001) found that the proportion of cross-shareholdings in the overall market
decreased gradually in the 1990s, from about 17 per cent at the end of 1990 to about 10
per cent at the end of 2000. This has an important implication for the strength of the
main bank relationship and will be discussed below in section VI.

' Trade credits are important sources of funds for small firms, so the decline in this
source must have significantly weakened the access of small firms to external funds.

"' The relationship between growth rates, investment levels and the importance of
external finance was emphasised in Sussman (1994).

"2 If internal and bank finance are calculated as a proportion of total finance rather than
physical investment, the negative correlation between the two is more clearcut.

" The Diffusion Index (DI) shows the percentage of firms responding with Choice 1
(accommodative) minus the percentage responding with Choice 3 (severe).

'* Figures 3 and 4 are based on the Ministry of Finance data, which were used for the
sources of finance data by firm size. These data use different samples and definitions of
firm size from those used by the Bank of Japan for the lending attitude DI: the Bank of
Japan determines firm size by number of people employed, while the Ministry of

Finance data classify firms according to the size of their capital. However, the two data
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sets are assumed to match reasonably well (Cabinet Office, 2001).

> It was commonly believed at the time that this phenomenon diverted funds from
financially healthy firms towards those that did not have a prospect of high returns (later
named ‘zombie firms’ by Caballero, Hoshi and Kashyap, 2003), and caused a delay in
the recovery of the Japanese economy. See also Hoshi and Kashyap (2004).

16 See also Miyajima and Yafeh (2004).

7 However, there is no sign of small firms using more equity finance, in contrast to the
findings of Cobham and Subramaniam (1998) for Indian and UK firms and Cobham,
Cosci and Mattesini (1999) for Italian firms).

'8 However, it should be noted that there are large statistical adjustments in the data for
these years, which might be expected to diminish in later, revised, data.

' However, the latter may partly reflect valuation changes, since the overall data of
Tables 1-2 and 4-5 show smaller rises in equity finance, net or gross.

? See Yafeh (2000), Gibson (2000) and Dore (2000) for the debate, and Sakuma
(2001) for an analysis of the current state of corporate governance in Japan.

21 So far, the deregulation culminating in the Big Bang reforms announced in 1996 does

not seem likely to generate such a development.
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Appendix

Table A1 show the definitions of gross and net sources, based on the National Accounts,

for the aggregate data in Tables 1, 2, 4 and 5. Table A2 shows the corresponding

definitions for the Ministry of Finance data, used for the firm size analysis of Table 8.

The raw aggregate data can be found on the SNA page on the Cabinet Office of Japan

website (www.esri.cao.go.jp/en/sna/menu.html). The raw data for the firm size analysis

can be found in the Ministry of Finance’s annual statistics called Hojin Kigyou Toukei

Nenpou Chousa (http://www.mof.go.jp/1c002.htm).

Table Al: Definitions of gross and net sources (aggregate data)

1) definitions of gross sources

Sources Definitions Notes
Internal Net saving plus consumption of fixed
Sources capital
Bank Includes loans by private and public After 1987 includes commercial paper
Finance financial corporations, instalment credit (new instrument).
not included in consumer credit and
commercial paper. Assumed to include
bills bought and sold (“tegata” bills
discounted at banks)
Bonds Includes the following under ‘securities Non-consolidated, 1i.e. intra-sectoral
other than shares’, industrial securities, transactions are shown.
external securities issued by residents,
public corporation securities, securities
investment  trust and  repurchase
agreements and  securities lending
transactions
New Shares and other equities Non-consolidated
equity
Trade Trade credits and foreign trade credits, Non-consolidated, but negative figures
credit accounts r-eceivable/payable may appear in both sources and uses

due to reporting conventions (e.g. when
trade credit advanced falls year on year
the creditor firms’ uses are negative and
the debtor firms’ sources are also

negative).
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Capital Capital transfers, etc., receivable

Transfers

Other Loans by non-financial sector, direct
investment, deposits money, financial
derivatives, other external claims and
debts

Note: The categorisations above largely follow those of Corbett and Jenkinson (1994, p33).
The raw data are found in ‘Changes in financial assets and liabilities’ table, private

non-financial corporations.

i1) definitions of net sources

Sources Definitions Notes

Internal Sources  Same as gross

Bank finance Subtracts: currency and deposits,

commercial paper

Bonds Subtract: securities other than shares

except commercial paper

New equity Subtracts: shares and other equities, The  section for  outward
outward investment in securities investment in securities does not

separate equities from bonds. It is

assumed that equities are the

main investment.

Trade credit Subtracts: trade credits and foreign

trade credits, accounts receivable/

payable

Capital transfers ~ Subtracts: capital transfers, etc.,
payable

Other Subtracts: loans by non-financial

sector, direct investment, deposits
money, financial derivatives, other

external claims and debts

Note: The categorisations above largely follow those of Corbett and Jenkinson (1994, p33). The
raw data are found in the ‘Changes in financial assets and liabilities’ table, private non-financial
corporations.

Table A2: Definitions of gross sources (data by firm size)

1) definitions of gross sources
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Sources Definitions Notes

Internal Includes depreciation, retained earnings and the stock differences There  is a
Sources of short- /long-term allowance. separate  flow

data on retained

earnings
Bank credit Includes the stock differences of short and long-term bank
borrowing, amount of notes receivable discounted
Other Includes the stock differences of long-term other borrowings
long-term debt
Other Includes the stock differences of short-term other borrowings
Short-term debt
Bonds Includes the stock differences of bonds
New equity Includes the stock differences of capital stock and capital reserve
Trade credit Includes the stock differences of bills and accounts payable
i1) definitions of net sources

Sources Definitions Notes
Internal Sources Same as gross
Bank credit Subtracts: the stock differences of cash and

deposits
Other long-term debt =~ -------
Other short-term debt ~ -------
Bonds Subtract: the stock differences of public & private Other securities include

bonds and other securities securities investment

trusts, commercial paper,

etc.*

New equity Subtracts: the stock differences of share assets

Trade credit Subtracts: the stock differences of bills and

accounts receivable

Note: * For the net sources data from the National Accounts, commercial papers were
included in bank finance according to the categorisation of Corbett and Jenkinson
(1994; 1997). Since the Ministry of Finance data do not allow us to separate them from
others that fall into the Bonds category, they are included here in Bonds.
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Table 1: Net sourcesof finance, 4-year intervals (percentages

1990-93 1994-97 1998-2001

Internal 67.1 97.2 103.0
Bank Finance 26.6 -1.9 -25.0
Bonds 6.5 -1.3 -5.9

New Equity 3.5 0.5 0.4

Trade Credit -1.7 -1.2 2.9
Capital Transfer 1.8 3.7 1.8

Other 2.0 4.7 5.9
Statistical Adj. -5.9 -1.6 16.8

Source: Cabinet Office, National Accounts.

Notes: See Appendix Table Al for precise definitions. The data are aggregated using the same

1=1993 p 1=1993 p
method as Corbett and Jenkinson (1994, p9) as appropriate, eg | i," £1995 | 1 tﬁ,
=199  Pi =1990  Pi

where itj denotes the amount of finance of type j in year t, measured in the current prices of year t,

I, denotes physical investment in period t (for gross sources, this will be total uses of funds) and p,
denotes the capital goods price index in year t (1995 is the base year). The data for the price index
(deflators) in Japan can be found in the National Accounts data base. The statistical adjustment term

represents rounding errors.

Table 2: Net sourcesof finance, annual (percentages)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Internal 559 591 759 842 1123 853 104.7 91.2 103.5 101.2 100.0 107.3

Bank 431 348 104 107 09 -155 -4.0 10.4 -6.3 -30.9 -22.2 -39.9
Bonds 5.7 109 6.1 1.8 2.6 6.7 2.4 -6.7 -5.4 -12.6 -7.4 1.6
Equity 2.7 43 1.2 6.0 4.7 0.3 2.7 0.7 -1.2 22 -0.2 1.0
Trade -6.0 22 -7.5 53 -0.1 -12.3 2.0 5.1 2.0 -0.7 1.0 9.2
Cr.

Cap. Trs. 0.9 1.4 2.1 3.4 4.5 3.9 4.1 2.5 0.8 1.6 2.1 2.7
Other 3.6 -17 1.1 49 5.3 3.5 12.0 -0.9 10.3 14.0 -3.9 5.2
Stat. 1.4 -109 08 -162  -25.0 283 -13.6 2.4 3.6 25.0 30.7 12.9
Adj.

Source and notes: as for Table 2.
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Table 3: Net sourcesof finance, 5-year intervals (percentages

1970-74 1975-79 1980-84 1985-89 1990-94

Internal 59.1 70.8 74.6 70.5 71.2
Bank finance 42.7 33.9 31.7 23.0 19.5
Bonds 2.7 2.5 0.6 9.1 2.1
New equity 2.5 33 3.6 4.4 3.1
Trade credit -9.9 -12.2 -8.4 -5.7 0.9
Capital transfers  -- -- -- -- --
Other 2.9 1.7 2.1 -1.3 33

Source: Corbett and Jenkinson (1997), using data from Economic Planning Agency, National

Accounts.
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Table 4: Gross sourcesof finance, 4-year intervals (percentages

1990-93 1994-97 1998-2001

Internal 68.1 98.9 103.3
Bank Finance 24.9 2.1 -17.1
Bonds 6.0 -0.3 -1.6

New Equity 6.2 5.5 7.7

Trade Credit -8.2 2.5 -11.3
Capital Transfer 2.1 4.5 3.8

Other 6.9 -7.4 -1.8
Statistical Adj. -6.0 -1.7 16.8

Source: as for Table 2.

Table 5: Gross sourcesof finance, annual (percentages

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
Internal 403 651 107.2  98.8 984 632 101.0 1822 1225 80.7 85.8 149.7
Bank 32.8 311 10.3 11.5 1.4 -4.1 -10.6 132 0.8 -186  -149 -37.8
Bonds 4.9 9.6 53 4.0 6.0 -0.6 -0.5 -8.8 0.6 -0.5 -3.2 -2.9
Equity 52 7.5 33 9.1 6.9 3.6 4.9 9.2 72 10.7 6.0 6.5
Trade Cr. 1.1 -104 -450 -146 9.1 13.7 59 -41.0 281 0.2 8.8 -46.7
Cap. Trs. 0.9 1.6 34 43 4.1 3.1 4.7 8.2 54 33 2.7 5.0
Other 3.9 7.4 144 59 -4.1 0.1 7.7 -583 42 43 -11.5 82
Stat. Adj. 1.0 -12.0 1.1 -19.0  -219 21.0 -13.1 48 4.3 19.9 26.3 18.0

Source: as for Table 2.
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Table 6: Net sourcesof financein the United Kingdom (percentages

1970-74 1975-79 1980-84 1985-1989  1990-1994

Internal 98.1 102.3 115.4 81.2 81.2
Bank finance 26.2 6.8 12.4 29.8 0.2
Bonds 33 -1.3 2.0 8.8 6.3
New equity -7.3 -3.3 -7.6 -20.4 12.4
Trade credit  -0.2 -2.6 -3.1 -0.6 1.0
Capital trans. 6.2 2.1 1.6 0.4 -0.4
Other 2.3 -3.2 -12.2 -0.9 8.7
Stat. Adjust.  -28.5 -0.9 -8.5 1.7 -9.4

Source: Corbett and Jenkinson (1997), using data from Central Statistical Office, Financial

Statistics.

Table 7: Net sourcesof financein the United States(percentages

1970-74 1975-79 1980-84 1985-89 1990-94

Internal 74.5 91.5 89.6 103.7 109.8
Bank finance 26.6 14.1 12.9 15.0 -4.5
Bonds 15.7 14.9 10.9 24.8 10.4
New equity 7.3 0.7 -4.8 -29.6 -4.2
Trade credit  -2.8 -5.4 -1.7 -4.7 1.4
Capital trans. -- -- -- -- --
Other -10.8 -8.7 -0.6 1.8 -6.1
Stat. Adjust.  -10.4 -6.9 -6.4 -11.1 -6.8

Source: Corbett and Jenkinson (1997), using data from Federal Reserve System, Flow of Funds

Accounts, ‘Sector Statements of Saving and Investment for Non-financial Corporate Enterprises’.
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Table 8. Net sourcesof finance by Firm Size (percentages

/million yen (capital) Small Firms/10-100 Medium firms/100-1000 Large firms/>1000
Years 90-93  94-97 98-01 90-93  94-97  98-01 90-93  94-97  98-01
Internal 50.6 84.0 1702 56.2 90.9 120.3 66.2 90.5 83.2
Bank credit 42.4 9.1 -69.5 39.7 53 -40.5 25.9 3.3 -5.7
Other long-term debt 3.3 1.2 10.7 2.6 1.0 24 0.3 -0.2 0.2
Other short-term debt 4.8 32 13.1 24 59 12.1 0.6 2.0 0.0
Bond 0.2 0.4 -1.6 22 -0.7 29 4.4 -3.6 1.5
Equity 1.8 0.4 -11.5 2.6 2.0 1.3 5.1 8.6 18.5
Trade credit -3.1 1.7 -11.4 -5.6 -43 1.5 -2.4 -0.6 2.5

Source: Ministry of Finance, Statistics: Hojin Kigyou Toukei Nenpou Chousa.
Notes: Due to the arrangement of data in the source, the same categorisations as in the aggregate data

cannot be made. Negative figures for equity in the gross sources data reflect valuation changes.

Table 9: Gross sourcesof finance by Firm Size (percentages)

/million yen (capital) Small Firms/10-100 Medium firms/100-1000 Large firms/>1000
Years 90-93  94-97  98-01 90-93  94-97  98-01 90-93  94-97  98-01
Internal 48.8 78.7 2493 56.4 83.5 152.2 75.0 92.3 109.5
Bank credit 39.2 10.3 -109.0 34.6 -0.2 -48.5 15.4 -5.5 -10.9
Other long-term debt 32 1.1 15.7 2.6 0.9 3.1 0.4 -0.2 0.2
Other short-term debt 4.6 3.0 19.2 24 5.4 15.3 0.7 2.1 0.0
Bond 0.4 -0.5 24 2.0 -0.6 0.2 6.5 -2.7 -3.9
Equity -0.2 -0.4 -19.8 1.1 0.6 -53 7.2 8.2 13.0
Trade credit 4.0 7.8 -57.7 0.9 10.2 -17.0 -5.2 5.8 -7.8

Source and notes: see under Table 8.

44



Figurel

The Net Financing of Japanese Physical Investment
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Source: The net sources data, based on National Accounts, Cabinet Office.
Note: The data up to 1989 are based on Corbett and Jenkinson (1994); physical investment is in

constant prices (capital goods price in the calendar year 1995 = 100).
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Figure2

Lending Attitude of Financial Institutions (Diffusion index of ‘Accommodative’ minus ‘Severe’)
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Source: Bank of Japan, Tankan data, quarterly.
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Figure3

Percentage Change in Bank Borrowing
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Source: Ministry of Finance, Statistics: Hojin Kigyou Toukei Nenpou Chousa.
Note: The percentage change in each year is calculated by dividing the flow (the stock difference in
the sum of long and short-term bank borrowings and ‘tegata’ bills discounted at banks) over the

fiscal year.
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Figure4

Percentage Change in Physical Investment

25%

20%

19%

10%

5%

0%
90 91 92 93 94 95 96 97 98 99 00 01

—o— Large firms —a— Medium—sized firms —o— Small firms

Source: Ministry of Finance, Statistics: Hojin Kigyou Toukei Nenpou Chousa.

Note: The percentage figures in each year are calculated in the same way as for Figure 2.

Physical investment = the stock differences of fixed assets + changes in inventories and other liquid
assets (excluding financial assets)+ depreciation (depreciation is deducted from the asset
side of the balance sheet at the end of the year, so it is necessarily to include it here for

physical investment.)
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Figure5

The Amounts of Physical Investment, Internal and Bank finance (net) /Aggregate
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Source: Cabinet Office, National Accounts.
Note: The data up to 1989 are based on Corbett and Jenkinson (1994); all the figures are in constant

prices (capital goods price in the calendar year 1995 = 100).
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Figure6
The Amounts of Physical Investment, Internal and Bank Finance (net)/

Small and Medium-Sized Firms
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Source: Ministry of Finance, Statistics: Houjin Kigyou Toukei Nenpou Chousa.
Note: The data for small firms and medium-sized firms are added together for this; the amounts of
internal, bank finance and physical investment for this sector are estimated values, derived from

sample values.
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