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Abstract

Is it possible to bail Japan out of its lingering financial dump by the means of trangition to an
Anglo-American financial system and a convergence to Basel pragmatism? This paper argues
that the imprudent convergence to an Anglo-American type management in credit risks without
the preconditions for diversfying risks and uncertainty have problematically encouraged herd
behaviors in lending by the Japanese banks. This paper aso sheds light on the understated role
of bank rents, which contributed to mediating financia resources to new industries and to
pooling monitoring skills within banks. The ill-planned transition may have lost Japan the
important components of the traditional “rent-based” monitoring system, which Japan should
have reserved in dternative forms. One of these components was the role of transferring rents
for incubating new enterprises. The other was giving lenders the incentive and time for
developing what we call arelation-based non-algorithmic monitoring style.
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I ntroduction

It has been popularly argued that the accumulation of huge non-performing loanst in Japanese
banks shows a malfunction of the “rent-based” main bank system. The rent opportunity used to
play the important role of creating incentives for Japanese main banks to perform as long-run
agents for effective screening and monitoring as well as to manage the risk of their portfolio of
loans (Hellmann et al. 1997, Aoki 1994). However, it appears that recent arguments tend to cast
shadows only on the negative aspect of bank rents, in terms of mora hazard or unproductive
rent-seeking activities. In fact, the burst of the “bubble” economy encouraged the Japanese
banks (as well as the banking regulators) to change the traditiona mode of screening and
monitoring to an Anglo-American mode of monitoring usng such a pragmatic code as
calculaing risk-adjusted returns on assets or capital with quantifying credit risks2. At the same
time, the Basal Capital Accord as a solvency regulation, which was set under a strong influence
of the Anglo-American mode of monitoring, has increasingly become normative, another
constraint on the behavior of Japanese bank managers. As awhole, the Japanese bank managers
have been encouraged to attempt to adjust themseves to the new style of financia inter-
mediation, monitoring and risk management including risk-based pricing, which are reflected in
the practices and applications of the Anglo-American “securities-based” financia systen®.
However, is it possble to bail Japan out of its lingering financid dump by the means of
convergence to the Basd code? How could a codified assessment of credit risks with

1 The IMF estimates that the true cumulative bad lbans in the 17 mgjor banks totaled about
JPY 65 trillion as of March 2000. Out of which, the uncovered losses are estimated within a
range of JPY 6.2 trillion (basdine) to JPY21.2 trillion (severer case). In the basdline, assuming
of atrue loss rate of 90 percent (based on historical trendsin loss rates and an estimated current
loss rate of about 85 percent) implies loan losses of about JPY58.5 trillion, compared with
magor banks cumulative provisons and write-offs of about JPY 52.3 trillion (IMF 2000: 196).

2 1t is well known that Risk Adjusted Return on Capitadl or “RAROC” as the key criterion for
evaluating profits and performances was devel oped and conceptualized by The Bankers Trust in
ealy-eighties. The code was developed for banks to estimate their portfolio’'s Probability
Density Function (PDF) of credit losses for caculating the amount of adequate capital needed to
support their credit risk activities. To infer the PDF (the primary output a [standard] credit risk
model), externa ratings based upon statistical default data have been more used as the Expected
Default Frequency (EDF), the probability of a particular credit facility defaulting during a time
horizon, whichis a criticad model input. (See Suzuki 2002: Appendix-1 for details.)

3 For instance, the Basd Committee on Banking Supervison (BCBS) has explicitly urged
banking regulators to lead banks to use the internationally accepted Credit Risk Mode for
supervisory and/or regulatory purposes (see Basel Committee on Banking Supervision 1999a: 8
or overview).



homogenized information flows (i.e. the statistical expected default frequency and the externa
ratings based upon it) be expected to well mediating and alocating financia resources? The
argument of supporting the convergence is, in my view, missing the more important point on
how to manage the Japanese lenders uncertainty— unmeasurable subjective probabilities —
which affects credit risk assessments. Uncertainty is considered as one of the most crucial
factors causing a systemic fragility of financial markets (Meltzer 1982, Davis 1995).

This paper argues that the imprudent convergence to an Anglo-American type of
management of credit risks without the critical preconditions for diversfying risks and
uncertainty have problematically encouraged herd behaviors in lending by Japanese banks. In
genera, uncertainty in the process of credit risk management is likely to drive lenders to watch
others and seek a normative or widely accepted standard for justifying their decisions. However,
a codified assessment of credit risks with homogenized information flows, can make lenders
sentiments much more volatile. This paper examines the process of encouraging herd behaviors
in lending, causing the swings of lenders mood from “euphoric’ (Minsky 1977) speculations in
upturns to negative spirasin reversas.

This paper also sheds light on the understated role of bank rents observed in the heyday of
the Japanese main bank system, which contributed to well-dealing with lenders uncertainty in
credit risk assessments. An ill-planned transition may have lost Japan critical components of the
“rent-based” system, which Japan should have reserved in dternative forms. One of these
components was related to the role of transferring rents for incubating new enterprises. The
other was the role of giving lenders the incentive and time for developing what we call anon-
algorithmic monitoring style, which was acquired n the process of a long-term partnership
strategy of incubating and closely monitoring clients. This argument attempts to reawaken our
awareness of the lost but important elements in the Japanese rent-based financial system, by
expanding some of the insights of Herbert Simon who suggested the notion of human bounded
rationality. Just casting shadows only on the negative aspect of bank rents and naively expecting
that a trangition to an Anglo-American banking system and a convergence to Basel pragmatisnt
will take Japan out of its financial dump, amounts to a very risky strategy.

Section 1 argues how delicately lenders uncertainty in credit risk assessments should be
dedt with for mantaining financid sability and sound financid intermediation. Section 2

4 Concerning “pragmatism”, there is one argument, in particular, by G.L.S.Shackle, that is about
the “causal dualism”, in which Aristotle distinguished between “efficient” and “final” causdlity.
“Efficient” causdity is similar to the nateridist or mechanical causality of the modern natura
sciences, while “fina” causdlity, or “sufficient reason”, is teleological in character: directed by
an intention, purpose or am (Hodgson 2000). In the modern society, “efficient causdity”
appears to outweigh “sufficient reason”, that is, pragmatism has prevailed, nevertheless more
people become aware that it is just makeshift (Jung 1921).



atempts to andyze a mechanism causing the swings of lenders mood in credit risk
assessments. Section 3 aims to criticaly assess the limitation and arbitrariness of internationally
standardized credit risk management. Section 4 attempts to examine the understated roles of
bank rents.

1. Delicate relations between monitoring and financial regulations

We begin with a discusson of the delicate relations between monitoring (credit risk
management) and financial regulations. There is little doubt that capital markets should be well-
functioning in a well-functioning capitalist economy because capitd is at the heart of capitalism
(Stiglitz 1994). Accordingly, there is aso little doubt that better screening and monitoring (by
lenders and/or investors) is a critical assumption for the centra functions of capital marketss. It
is, however, unfortunate that “of al the markets in the economy, the capital markets are perhaps
the most complicated and least understood” (Stiglitz 1994). In most capital markets, there are
aways more individuas and firms who seek funds than there are funds available. For making
socialy better allocations of scarce resources (ex-ante monitoring for selecting projects) and for
ensuring that the alocated funds be used in the way promised (on-going and ex-post
monitoring), monitoring activities criticaly matter. Even if there are sufficient funds available,
monitoring activities gill criticaly matter because the fallure or lack of monitoring would
possibly cause mora hazard problems in terms of information problems, consequently
preventing optimal allocations of fund resources.

At the same time, there is little doubt that capital markets, in particular, banking and credit
markets intrinsicaly require financia regulations and government policies. This is because
banking and credit markets are exposed to a systemic risk of potential contagious runs, which
cannot be prevented and resolved by the ordinary auction market mechanism. If they occur, they
may have disastrous effects on the real economy. This is due mainly to the unique nature of
credit markets that are dealing not only with inter-temporal trade but also with promises whose
fulfillment is uncertain (Stiglitz 1994, Davis 1995). Banking and lending business is a specific
information intensive industry stemming from mediating the transactions reflected in respective
borrowers deposit or cash flows history and ongoing credit relaionships. This seemingly

5 Occasionally, capital markets are defined as ‘(direct) investors holding financia assets, in a
narrower sense, for instance, typicaly, bond and equity stock markets. However, this paper, so
long as there is not any note for asking attentions, defines capital markets in a broader sense as
‘markets for borrowing and lending funds, corresponding to the same notion of financia
markets in a broad sense.



intangible nature of the information for dealing with the borrower’s promise to repay makes it
amost impossible to transmit to markets or other lenders through the ordinary auction market.
This is why the insolvency of a bank would possibly cause a contaminant decline in the
economy’s information-organizationa capitd (Stiglitz 1994), and the collapse of banking
system would have severe macroeconomic consequences.

Moreover, since banks exchange huge liquidity for the settlement of various payment orders
and engage in maturity transformations® mutualy in inter-bank money markets, the insolvency
of a bank would trigger bank runs contagioudy. This is a systemic risk of banking and credit
markets that the free and unfettered market mechanism fails to prevent, consequently, financial
regulations and government intervention for prevention are critical to maintain financia
Stahility.

Most banking textbooks emphasize liquidity risksin terms of the inability to obtain funding
for current obligations. To counteract liquidity risks (or panic withdrawas and runs) whose
nature is a short-run mismatching of liquidity, the insrument of “governmenta insurance for
depositors’ or “the lender of last resort facilities by the central bank” has been developed as an
effective way of maintaining confidence in banks. On the other hand, the more important but
complicated issue for the government and banking regulators is how to monitor and discipline
banks to keep banks from those bad credits (credit risks) that may also make banks insolvent.
Intringcally, monitoring banks is @stly and necessarily imperfect (Stiglitz 1994). This is due
manly to (1) the lenders difficulty of assessing the degree of uncertainty in credit risk
assessments (the difficulty of estimating the subjective probability they attribute to default as a
critica input for their decison-making) and (2) asymmetries of information between banks and
banking supervisors, resulting in potential moral hazard problems.

The question is the delicate balance of maintaining and enhancing the roles of banks
(lenders) as financiad intermediaries and monitors for socially better alocations of fund
resources, while preventing them from undertaking the non-performing credits under conditions
of uncertainty in credit risk assessments. At the same time, while preventing contagious runs
through the policy for protection, the regulatory structure has to keep the monitors as well as the
regulators from abusing their power to their own advantage. The delicate relations between
monitoring and financia regulations have something to do with the fact that, as Stiglitz (1994)
points, the structure of financial markets appears, in some important respects, vastly different

6 Davis (1995) raises as an example that banks offer the possibility of early redemption of
deposits at a fixed rate; they offer returns superior to hoarding cash, as funds are on-loaned for
fixed investment prgects, but returns are below those on illiquid direct investment, reflecting
the “insurance” provided. This pattern is held to imply that banks provide “optima risk-
sharing”.



among magjor capitalist economies. His implication is that the differences are important, with
each country’s markets reflecting an adaptation to the particular cultural or economic
circumstances of their own. It follows that the appropriate (national) financial systems for
socializing risks and uncertainty for better monitoring and alocations of fund resources may
vary according to the historical process reflected in each economic and social environment.

There are profound insights and invaluable contributions by many economigs including
Aoki, Davis, Dore, Okuno-Fujiwara, Patrick, Sheard and Stiglitz, of contrasting the
economic/financial systems between Japan and the United States. One of their common
perceptions is that the Japanese banks have a much more dominant role in corporate finance in
their economic system, while the financia role of US banks is fairly limited to lending short-
term loans for working capital. (By contrast, the securities markets in Japan are relatively
underdeveloped, while more long-term funds are mediated through bond and equity markets in
the United States.) Statistically, the Japanese banks have been mediating funds in no less than
90 percent of the total corporate finance, while American banks have contributed no more than
30 percent (see Davis 1995: 37).

Each (financial) structure has developed over a long period on the basis of country-specific
conditions, and thereby could not easily be reproduced elsewhere (Davis 1995). Japan, however,
was encouraged to leave its traditional financial system for responding to the forces of
globalization and technological change after its catching-up period. Since the mid-eighties
Japan chose to comply with Anglo-American type financial deregulation that has been promoted
and propagated by the United State. It is worth noting that the United States regulators, so far as
the banking industry is concerned, keep a tight rein on banking (lending) business and on
competition. Although the financial role played by American banks was limited in terms of
corporate finance, the regulators hold to the traditional conservative strategy of enforcing tight
capital adequacy requirements and disclosure rules on banks to prevent bank runs. At the same
time, the fear by the US regulators that the tighter capital adequacy standard on their own
national banks might lose the US banks their competitive edge in internationa financia
markets, urged them to propose setting up the international capital adequacy standard at the
Basd Committee. This “level-playing field” demand (Dore 2000) per se was less concerned
about the role of banks as financia intermediaries and monitors. In the US financia system, the
diversification of risks and uncertainty was possible because of a developed securities market
backed by a large and diversfied base of investors. This unique structure alows (and
encourages) the US banks not to have large exposures to particular companies or groups. By
contrast, given the Japanese banks predominance in corporate funding in Japan, the effect of
limiting the important roles as financia intermediaries and monitors has had profound
implications for the Japanese economy.



2. Uncertainty

We need to further consder lenders uncertainty (subjective probability) in credit risk
management, which is one of the most crucia factors causing systemic fragility of financid
markets (Meltzer 1982, Davis 1995). In the Basdl regime, a codified assessment of quantifying
credit risks by inferring from the datistical (objective) Expected Default Frequency (EDF) has
been increasingly promoted and propagated. The main objective of this palicy is to urge lenders
to objectively measure expected credit losses and to maintain a capital buffer against unexpected
credit losses. By preventing lenders from undertaking excess credit risks beyond an
internationally regulated capital cushion, the regime ams at the sability of internationa
banking and financia markets. Uncertainty often persuades social systems to use hierarchy
because standardization and coordination, to some extent, may be more effective than
(individua) prediction” (Simon 1996: 42). However, the convergence to standardized credit risk
modeling based upon datistical data provided by External rating houses, cregting a
homogenized information flow, has an aspect of paradoxicaly amplifying systemic fragility by
promoting herd behaviors in lending.

Since the consequences of many actions extend into the future, correct prediction is essentia
for objectively rational choices. However, in the rea world, most choices take place under
conditions of uncertainty. “There has aways been a good deal of skepticism about the
behaviora significance of Frank Knight's distinction between ‘ measurable uncertainty’ or ‘risk’,
which may be represented by numerica probabilities, and ‘unmeasurable uncertainty’ which
cannot” (Ellsberg 1961). This paper basicdly follows the second definition of uncertainty (this
definition was aso maintained by F. Knight), in which subjective probabilities corresponds to
uncertainty. Subjective probabilities can be distinguished from datistica or objective
probabilities in the sense that uncertainty cannot be reduced to risks (meaningfully) in a
measurable way8. “Uncertainty pertains to future events not susceptible to being reduced to

7 Simon aso explained that “Uncertainty cdls for flexibility, but markets do not always provide
the greatest flexibility in the face of uncertainty” (Simon 1996: 43).

8 “It would be possible to infer for ourseves numerica subjective probabilities for events, in
terms of which some future decisions could be predicted or described Thus a good ded —
perhaps al — of Knight's class of ‘unmeasurable uncertainties would have succumbed to
measurement, and ‘risk’ would prevail instead of ‘uncertainty’” (Ellsberg 1961. 90). The
famous “Ellsberg Paradox” sheds light on the aspect that luman beings would fail to infer
meaningful probabilities. He proves that the implication of the Savage axioms such that for a
“rational” man, al uncertainties can be reduced to risks (seeibid.: 91), is quite mideading.



objective probabilities’ (Davis 1995: 134).

Davis (1995) points out that in the real world, uncertainty reflects the changing economic
environment, in which the random element is not well represented by Stationary probability
distribution. Therefore, the future is not knowable either precisaly or probabiligticaly (inferring
from past data). Davis notes that uncertainty may be more or less ignored or, adternatively,
subjective ex-ante probabilities may be applied, together with a risk premium to cover
unspecified adverse events, because there is no precise economic theory as to how decisions are
made under uncertainty. In each case, people tend to watch others and do not deviate widely
from the norm in terms of factors taken into account and weights given to them. “When the
crowd iswrong ex-post, there is the making of afinancia criss’ (Davis 1995: 135).

Presumably, uncertainty in credit risk management drives lenders to watch others and seek a
normative or widdy accepted standard for judtifying their decisions. Williamson (1985) claims
uncertainty as a factor causing opportunism that may give individuds the incentive to follow
rules of thumb. Bikhchandani and Sharma (2000) raise severa reasons why a profit/utility
maximizing investor should be influenced after observing others. First, others may know
something about the return on the investment and their actions reveal this information. Second,
thisis relevant only for money managers who invest on behaf of others, the incentives provided
by the compensation scheme and terms of employment may be such that imitation is rewarded.
A third reason for imitation is that individuals may have an intrinsic preference for conformity.
Keynes noted that “a‘sound’ banker, aad!, is not one who foresees danger and avoids it, but one
who, when he is ruined, is ruined in a conventiona and orthodox way, along with his felows, so
no one can really blame him?” (Keynes 1963 [1931]: 176).

Recent changes have encouraged more bank managers and lenders to use pragmatic rules of
thumb such as the statistical EDF or the externa ratings based upon it as acritica input for
quantifying credit risks'o. Autonomoudy to some extent, the rules of thumb tend to become
normative, another constraint on the actions!! by bank managers. The problem is that the

9 This is related to “reputation-based herding”. This basic idea is, according to Bikhchandani
and Sharma (2000), that if an investment manager and his’her employer are uncertain of the
manager's ability to pick the right stocks, conformity with other investment professionds
preserves the fog — that is, the uncertainty regarding the ability of the manager to manage the
portfolio. This benefits the manager and if other investment professonals are in a similar
situation then herding occurs (ibid.: 10).

10 See Suzuki 2001: Appendix-I for the basic concept.
11 According to Shackle (1972), a code, a set of terms or symbols, and a set of operations or

transforms producing one of these entities out of one or more others, can be a working formula
or arule of thumb, a technique. He aso pointed that the code is thus an instruction for practice.



convergence to an internationally accepted assessment of aedit risks seems to promote herd
behaviors in lending.

When External rating houses remain offering a rating category for a particular borrower (or
country) unchanged as ‘stable’, the codified assessment of credit risks with homogenized
information flows may drive lenders to change their subjective probabilities closer to statistical
or codified ones. This is because the expectations to the continuity and the behaviors by other
lenders, who are supposed to refer to the same rules of thumb, are likely to encourage lendersto
beieve in the offered datistical probabilities of default and corresponding pricing in which
uncertainty may be more ignored. As a result, more lenders may take risks even if subjective ex-
ante risk premiums are not fully reflected in pricing'2. Needless to say, herd behaviors in
lending do not necessarily contribute to overcoming asymmetric information problems between
lenders and borrowers. Rather, the codified assessment of credit risks with homogenized
information flows attenuates lenders incentives of monitoring borrowers on their own. The
stronger is the confidence in the externa information, the relatively weaker the confidence in
their own information acquired from direct credit relations with borrowers would presumably
be.

Next, when External rating houses offer a postive outlook moving towards an ‘ upgraded’
category, the codified assessment of credit risks may possbly drive lenders to reduce risk
premiums further for competitions!3. The expectations to better ratings may boost competitions
of increasing loan exposures, because the expected risk-adjusted return on the current EDF can
be expected to be upwardly marked to market (more accurately, marked to mode!) in the future
when the EDF actually migrates to the new one in better categories. This process, asillusively-
confident expectations or “optimism” set in, may lead to “euphoric” speculations (Minsky
1977). There also ensues a chicken game, al the players assuming that they can exit just before
the “manias’ (Kindleberger 1996) or “bubble’ crashes. “Lenders (or intermediaries) were
comforted by the knowledge that others were making the same judgments, and/or they assumed
risk was diversfiable; in each case they were proved wrong, and risk premiums proved too low
in retrospect” (Davis 1995: 193).

12 Needless to say, various sensory and perceptua dimensions may share the property of
psychologica responses for physical changes. For instance, from a perspective of the theory
emphasizing that the carriers of value are changes in wedlth or welfare, rather than final states,
the value function is also likely to become more risk-neutral (or loving) with increase in assets
(see Kahneman and Tversky 1979).

13 Uncertainty, as another aspect, provides opportunities for profits in competitive markets
(Davis 1995).



“In Minsky’s formulation they start with a “displacement”, some structural
characteristics of the system, and human error. Some event increases confidence.
Optimism setsin. Confident expectations of a steady stream of prosperity, and of gross
profits, make portfolio plunging more appealing. Financial institutions accept liability
structures that decrease liquidity, and that in a more sober climate they would have
rejected. Theriseisunder way, and may feed on itself until it constitutesa mania.......
Yet euphoric speculation, with stages or with insidersand outsiders, may also lead to
manias and panics when the behaviour of every participant seemsrational initself.
Thisisthefallacy of composition, in which the whole differsfromthe sumof its parts’
(Kindleberger 1996: 29-30, 34).

On the contrary, when Externa rating houses offer a negative outlook towards a
‘downgraded’ category, in particular, downgrade suddenly and unexpectedly, the codified
assessment of credit risks may lead to the lender’ sretrievalsin “panics’ (Kindleberger 1996). In
accordance with the extent which the codified assessment of credit risks based upon
homogenized information flows attenuated lenders incentives of monitoring borrowers on their
own, the sudden reversals may amplify the “panics’. This is because the lost confidence in any
information would upset lenders uncertainty which nature is intrinsically more susceptible that
that of borrowers4. As a result, the amplified panics may @use harsh rationing of credits,
possibly faling into a negative spiral or trap in which there is no lender who can take risks, even
if very high-risk premium is offered.

In theory, it is impossble to precisdly compute subjective probabilities in credit risk
assessments even in the particular circumstance of time and place, because uncertainty is
seemingly dispersed in an incomplete and frequently contradictory form due to the limited
knowledge or bounded rationality. On the one hand, uncertainty in the process of credit risk
management is likely to drive lenders to watch others and seek a normative or widely accepted
code for justifying their decisions. On the other hand, a codified assessment of credit risks with
homogenized information flows!> may encourage herd behaviors in lending, making lenders

14 There is another way of seeing the lender’s “panics’ from a viewpoint of loss aversion. This
may also endorse that the sudden reversals, in case of causing actua losses to banks, can
radicaly upset lenders behaviors or position in lending that occasionaly might be categorized
as generd irrationality.

15 |nterestingly, Bikhchandani and Sharma (2000) introduce the recent theoretical and empirical
research on herd behavior among investment analysts and newsd etters. “ Recently, there has been
some skepticism about the ‘independence’ of research findings of investment banks and other
researchers about the prospects of firms who are their clients or would be clients. It is difficult
to ascertain to what extent traders and other decision makers are swayed by newsetter

-10-



sentiments much more volatile. The residual problems not being captured but rather exacerbated
by a standard credit risk model for quantifying “measurable risks’, may amplify the swings of
lenders mood. As Davis points, when the crowd is wrong ex-post, there is the making of a
financia crigs, but there may be no aobjective basis to prove before the event that the crowd will
be wrong.

3. Internationally accepted credit risk management

The Basd Committee has explicitly® encouraged banking regulators to lead the regulated banks
to use an internationally accepted model of quantifying and aggregating credit risks, for
supervisory and/or regulatory purposes. At the same time, standard Credit Risk Modeling has
come to play increasingly important roles in banks risk management and performance
measurement processes, including performance-based compensation, customer profitability
analysis, risk-based pricing (Basd Committee on Banking Supervison 1999ac Summary).
Although a range of practices in the conceptua approaches to modding, from the simple to the
complex, is observed, the Committee's implication seems to put preference to the models of
enabling to edimate (@) the portfolio’'s current value and (b) the probability ditribution of its
future value a the end of the planning time horizon. (The concept of value at risk or “VaR”
method used in alocating economic capitd against market risks or volatility was expanded to
the quantification of credit risks'”.) In general, a portfolio’s expected credit loss can be defined
as the difference of the two and the key issue is how to determine the expected probability of
default (often termed the expected default frequency or “EDF’) as acritical model inpult.
Basicadly, the “interna credit risk rating” for each client firm as determined by a bank’s

recommendations’ (ibid.: 23). They introduce a model of herd behavior among investment
newdletters built by John R. Graham. In the mode, the likelihood of herding (1) decreases with
the analysts ability — a low ability analyst has greater incentive to hide in the herd than a high
ability analyst; (2) increases with the analysts initial reputation — analysts with high reputations
(and presumably saaries), are more conservative in bucking the consensus and herd to protect
their current status and pay levels; (3) increases with the strength of prior public information —
when aggregate public information is strongly held, and reinforced by the actions of the market
leader, and individud analyst is less likely to take an opposing view based on private
information; (4) increases with the level of correlation across informative signals.

16 For instance, see Basdl Committee on Banking Supervision 1999a: 8 or overview.
17 It reminds us of the following insight by Shackle. “The elegant and powerful codes of one
field or discipline are tempting to the analyst engaged in other fields. Once adopted, such a code

steers him inexorably down one path of thought. It may or may not in the end be opt to provide
him with knowledge worthy of that name” (Shackle 1972: 52).
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credit staff has been a key criterion for determining the EDFs. It means that the EDFs to be
adopted in each bank may vary according to the credit strategy and circumstance of its own.
However, the Basd regime may have directly or indirectly encouraged lenders to utilize
statistical External rating systems, such as Standard & Poor’s or Moody’s ratings for corporate
bonds, to interndly justify its own EDFs. In fact, the Basel Committee has decided, in the
proposal of “New Accord”, to promote replacing existing approaches with a system that would
use External credit assessments (External Rating systems) for determining risk weights. The
Committee pays careful consideration to ensuring that the regulatory capita charge under the
Internal Rating-Based approach is developed in a manner that ensures accuracy and consistency
with the standardized approach based upon External credit assessments (Basel Committee on
Banking Supervison 1999b: 37-40).

We should criticaly assess the limitation and arbitrariness of internationally standardized
credit risk management. First of al, we should ask the following question: Can our existing
knowledge provide a sufficient basis for a calculated mathematical expectation in a sense that
reason is wholly instrumenta? Philosophicaly, the answer is negative. “No number of viewings
of white swans can guarantee that a black one will not be seen next” (Simon 1983: 190). So far
as a complete set of risk markets is absent, it is impossible in theory to determine the definite
value of the EDFs, without risk of error, even from myriad of datistical data. Even though the
credit rating trangdtion matrix (probability of migrating to another rating within one year as a
percentage) provided by Externa rating agencies is dtatisticaly dgnificant, it would never
suggest to which direction a particular customer will be migrating. Furthermore, the statistical
observations, having their own variance, are likely to differ from the social assessment, possibly
resulting in excessive alocations of funds in some sectors and shortfalls at other times in other
sectors. Nobody knows how dtatistical observations would optimize socia alocations of funds.
“Reasoning processes take symbolic inputs and deliver symbaolic outputs. The initia inputs are
axioms, themselves not derived by logic but smply induced from empirica observations, or
even more simply posited” (ibid.: 190).

Next, we should note that the basic methodology in credit risk models standardized and
promoted by the BCBS is higtoricdly driven by the US regulator’s initiative appeding to “level
playing-field” arguments (Dore 2000) of promoting a convergence to the Anglo-American
financial and banking system. Needless to say, there is no guarantee that the Anglo-American
financial system has a universal value.

“The processes that produce the transformations of inputs to outputs are also introduced by
fiat and are not the products of reason” (Simon 1983: 190). Regardless of the arbitrarinessin the
rules of inference, more lenders are required directly by their banking regulators or voluntarily



to pay more attention to a normative process not only for caculation of the capita adequacy
requirement (the Basel Accord) but also for risk-based pricing. As aresult, more lenders use the
satisticdl EDF and the externa ratings based upon it as a critical input for mathematicaly
measuring credit risks. In the past, banks were considered as praofessionas in screening and
monitoring so that banks might play the important role of mediating stable and long-term funds
to new industries and middle-sized enterprises. In contrast, external-rating houses used to play
the limited role of offering the credit profile of bond issuers for the sake of amateur investors
who had the limited capacity of assessing credit information. The more was the statistical EDF
provided by externa rating houses for publicly rated corporate bonds used by lenders as the
citical input for inferring the EDF for dl the borrowers, lending behaviors in loan markets were
getting smilar to investors behaviors in bond markets.

In the United States, so far as the securities market is concerned, the regulators opt for a
competitive and less protective framework, based on a neoclassical belief that such a market-
oriented mechanism backed by a large and diversified base of investors would well alocate
financial resources. In this framework, the financial intermediaries have increased their
capabilities by specidization and divison of work in credit risk assessment and monitoring
functions. The existence of alarge and diversified base of investors with quite different animal
spirits and initiatives is essentid for providing financing for the entire range of economic
activities in a growing and changing economy. As long as the base as a whole has the strength
and capacity to sociadly absorb many different types of risks and uncertainty, the investment
market backed by such a base of investors can become dynamic and powerful. This, on the other
hand, implies that there is no guarantee that the Anglo-American financial system can be
universalized. This is because there is no guarantee that other countries possess the large and
diversfied base of investors which is a critica foundation of the system.

The Japanese banks attempt to change their mode of lending and monitoring to an Anglo-
American financial system without the preconditions or dternatives for diversifying risks and
uncertainty. This trangtion would be less plausible, even worse, exacerbating the “crowd
psychology in lending”. A codified assessment of credit risks with homogenized information
flows would have an adverse effect on amplifying the swing of mood of Japanese banks, when
they hold credit risks on their own. While the financial structure in Japan seems to gill require
the kind of indirect financing, the swing would have an ill-effect on mediating financia
resources. For instance, there possibly arises a problem of crowding smal or middle-sized firms
out of debt (loan) markets until they acquire external ratings. Or, those firms who fail to be rated
may be forced to accept severer loan conditions enough to compensate for the banks
unwillingness under conditions of uncertainty. Higher pricing may lead to another moral hazard
problem, in the light of the Stiglitz & Weiss (1981) model, encouraging borrowers to take riskier
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projects.
4. Bank rentsfor managing lenders uncertainty

This section discusses the hypothesis that the “rent-based” financial system contributed to well
dedling with the Japanese lenders uncertainty in credit risk assessments, beyond the monitoring
perspective of bank rents. Some economic literatures shed light on the important role of bank
rents for monitoring which create incentives for banks to operate as long-run agents so that they
may work to monitor firms effectively and manage the risk of their portfolio of loans (Hellmann
et al. 1997, Aoki 1994). Furthermore, the analyss of bank rents has provided new tools for
investigating the role of financia institutions (Khan 2000). We argue that the role of bank rents
in the heyday of the Japanese main bank system is understated and then, we need to examine
what Japan lost in the process of its trangtion to the Anglo-American banking system and
convergence to the Basdl rules.

The Stiglitz & Weiss (1981) mode is of importance to show that credits are intrinsicaly
rationed due to asymmetric information problems. Since lenders cannot perfectly and costlessly
monitor the behavior of borrowers, credits even in equilibrium in the standard fashion are
accordingly rationed, where price mechanism does not work for clearing an assumed excess
demand for loanable funds. For ingtance, when a borrower whom banks once judge as not
credible, is even willing to pay higher interest rates, banks would decline the loan application.
This is because banks regard this offer as a signa of higher risks of default. Hellmann et al.
(1997) expand this theory by arguing that government regulations of setting a ceiling on the
deposit rate which is below the market-clearing rate can help to create rent opportunities which
are potentialy captured by banks as financia intermediaries, giving them the strong incentives
to monitor their portfolio better.

According to this financial restraint basic framework!8, there are three sectors: the household
sector supplies funds, the corporate sector is a user of funds, and banks act as financia
intermediaries. Figure 1shows the market equilibrium (in the standard fashion) at an interest
rate 10 as the intersection of a household funds supply curve and a corporate funds demand

18 The model aso claims that by increasing the returns to intermediation, banks have strong
incentives to increase their own deposit bases. A smple graphical way of describing the
efficiency gains from rent creation is an outward shift in the supply curve. Consider the model
wherein the “rent effect” (i.e. the increased saving due to greater deposit security and or
increased investments in improving the deposit infrastructure and facilitating access to the
formal financia sector) on savings is large. If the rent effect is large relative to the interest-
eladticity of savings, then it is possible that the total volume of funds intermediated through the
formal financia sector is larger than would be available under ‘free markets .
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curve. If the government intervenes in the financial sector by regulating the deposit rate of
interest, rents are potentialy captured by financia intermediaries. The new equilibrium-lending
rate will now be 1L and the difference defines the economic rent accruing to banks. The gap
between the regulated deposit rate, rD, and the market lending rate, rL, is the source of the rent
for banks. Hellmann et al.(1997) claim that the only way that the rent will continue to be
available for owners of banks is through their survival, which in turn is only assured if their
managers manage its portfolio well (see Khan 2000: 58). This financial restraint policy explains
one of inditutional settings for sustaining the Japanese “rent-based” financial system in which
main banks used to play important roles, a least, in the catching up period, acting as financia
intermediaries and monitors for flows and alocations of financial resources.

r (rate)

rL

ro
/D

rD

©(Loanable funds)
Figure 1: Financial sector rents as incentives for portfolio monitoring

Bank rents on transfers to new enterprises

In a closed financia system where the lending rate is fairly controlled irrespective of credit risks
of individua borrowers, even prominent companies would have to pay higher spread margins
(interest rates) than the spread condition on which they could have possbly raised funds in
international loan markets or securities markets. The rent in terms of excess spreads (incomes)
is likely to be captured by banks. In the case of Jgpan, the lending rate, in particular, the long-
term lending rate (Long-Term Prime Rate or “LTPR") was substantially controlled and fixed at
the level of 0.9 per cent per annum over the coupon rate (funding rate) of the 5 years debenture
which long-term credit banks are privileged to issue.

Figure 2 illustrates the mechanism which may have partly contributed to incubating new
enterprises and ventures through the transfer of rents. Based upon a particular firm's credit
(ratings) and statistical EDFs for the credit category, we can roughly estimate a range of
expected spread conditions (interest margins), even in a mechanical fashion, in which the firm
would be able to raise funds in the market. Then, we can draw the relation (required margin
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curve) of the expected spread in accordance with the credit ranking of each borrower. In a
closed financid system, the gap between the required margin curve for prominent borrowers
and the regulated LTPR may possibly arise as rent opportunities to be captured by banks as
financial intermediaries. There is an aspect for prominent companies whose opportunities to tap
international debt markets or securities markets are hampered. However, in the sense of making
a contribution to incubating new enterprises by financing them with lower interest rates, the
above rent may possibly function as “learning rents for infant industries’ (Khan 2000). So far as
this transfer creates social benefits as a whole, the rent for learning can be justified.

Spread Margin

Required margin curve

.y Partly transferred to less credible borrowers

0.9%

Rent opportunitiesto be captured by banks
Ranking of loans by Credibility
Prominent New / Non-rated companies

Figure 2 : Potential bank rents on transfers to less credible borrowers.

This mechanism, on the one hand, has an aspect of attenuating adverse selection / moral
hazard effects in the Stiglitz & Weiss model. They daim that as interest rates for borrowers
become higher, it becomes more and more likely that only risk-loving borrowers or borrowers
with no intention of repaying will keep borrowing. However, the closed financia market has an
aspect of getting good borrowers to stay in the domestic debt market and creating the rent
opportunity to be inter-mediated for incubating new enterprises by financing them with lower
interest rates. From the lenders viewpoint, the rent opportunity may function as a buffer for
them to underwrite venture capital and the lower spread condition may contribute to raising the
probability of success in invested projects. This mechanism may partly stabilize the swings of
mood in lenders credit risk assessments accordingly.

On the other hand, such a related problem may come out that the incentive to screen and
monitor new enterprises can be diluted because banks can enjoy more rents by concentrating
their portfolio on prominent borrowers only. In the case of Japan, the problem of this kind did
not arise s0 dgnificantly in the catching-up period. In the Japanese “main bank system” of
relationship finance and of repeated transactions (Aoki et al. 1994), the main bank played the
important role of well alocating financia resources and of ensuring that the allocated funds be
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used in the way promised. In post-war Japan, having a good main bank relationship with one of
the major banks was the cornerstone of corporate financia strategy, and virtualy essential for
corporate success. Of course, as observed in the post-war keiretsu system, the role of major
commercia banks as main banks for those firms and enterprises within their groups was quite
unique, stemming from a historica context of a relatively decentralized exclusive group —
zaibatsu- banking system (ibid.). However, throughout the post-war period and the adjustment
to dower economic growth from the mid-seventies when many leading Japanese industries
reached the international technological and marketing frontier, the main bank was deeply
involved as a quasi-partner in mapping out a Srategy of its client firms, in particular, those
firms within its keiretsu group. For instance, the bank occasionaly played the role of incubating
entrepreneurs, who were considered dtrategically important for integrating and internalizing
supporting industries for its core business in order to enhance the group’s competitiveness (and
aso of rescuing its clients in temporary trouble). The above mechanism of transferring rents
may have been fitted in the post-war period, when banks and Japanese enterprises seem to have
worked together for revitalizing their groups, collectively, the so-called “ Japan Incorporated”.

To ded with lenders uncertainty is very difficult but very important for well-mediating and
alocating financia resources while maintaining financial stability. Adverse selection or moral
hazard problems in credit markets have a complex relationship with the issue of how to manage
lenders uncertainty. On the one hand, bank rents per se are not always effective. For instance,
the keiretsu system in Japan may have caused a certain moral hazard of encouraging main banks
to eadly authorize loans to companies within their group. In this case, rents are no longer
effective for the good management of banks and better allocations of funds. On the other hand,
the mechanism of transferring rents with a partnership strategy by the main banks may have
contributed to successfully incubating new enterprises and to partly stabilizing their swings of
mood in credit risk assessments. The claim of financia deregulation by casting shadow only on
the negative aspect of bank rents was apparently missing the positive role. Thisiswhy it is quite
important to examine what conditions or mechanisms would increase or decrease the positive
effects of bank rents.

The “ Lost” Japanese Credit Risk Management

In the heyday of the Japanese main bank system, bank rents had an effect on stabilizing lenders
sentiments in credit risk assessments, which partly contributed to sustaining a long-term
partnership strategy of the main bank. The long-term partnership strategy used to provide bank
managers and officers with an incentive and time for devel oping what we call arelation based
non-algorithmic style of credit risk management, enabling them to fairly well-screen and

-17 -



monitor each borrower who has its unique profile under conditions of uncertainty. No codified
assessment can precisely measure each profile that is composed of various dimensions of risks
such as trgectory of technology, business cycle, counteractions by competitors and other
factors. A relation based non-algorithmic style or human capital based assessment of credit
risks, which seems to have well-managed lenders' uncertainty, was once observed and lost in the
Japanese mode of monitoring. This sub-section discusses the role of bank rents understated in
the economic literature in the padt.

Noticeably, in the heyday of the main bank system, there was no concept of probability (of
default) in their decison-making. More relation based non-algorithmic screening and
monitoring style was observed to dert lenders, leading to all or nothing judgements or
solutions. The confidence of “norisk at al”, at least, in a subjective sense was a prerequisite for
gpproving any loan application including rescue operations (see, for example, Yokoi 1985: 272).
Of course, an externa or objective set of beliefs, such as indtitutional settings of bank rents for
maintaining “franchise values’ (Hellmann et al. 1997), as well as pledged collateral values, was
presumably taken into consideration in the process of credit assessments. However, the relation
based non-agorithmic or hermeneutic® method played a more important role of creating and
stabilizing Japanese lenders subjective beliefs (uncertainty).

Herbert Simon developed a more redlistic description of human bounded rationdity, and
consdered to what extent the limited capability for analyds that is provided by bounded
rationality can meet the needs for reason in human affairs. In practice, economic actors are
intendedly rationd but limitedly so, because of information problems and the complexity of
computing best strategies (Williamson 1985). According to his interpretation, in the real world,
instead of trying to work out Nash equilibrium or solve optimization problems, individuas
follow rules of thumb (Simon himself treated the use of rules of thumb as short-cut devices for
decison-making). This is not because they are irrational, but it is smply that they economize on
a scarce resource, the brain’s limited computational capacity. Simon argued a model of human
rationality referring to an intuitive model, in which “a great deal of the success of human beings
in arriving a correct decisons, is due to the fact that they have good intuition or good
judgment” (Simon 1983: 200). [Note: In a psychological sense that the term of irrational isused
not as denoting something contrary to reason, but something beyond reason, something,
therefore, not grounded on reason, Jung (1921) defined “intuition” an irrationa function. At the
same time, he added that “many intuitions can afterwards be broken down into their component
elements and their origin thus brought into harmony with the laws of reason.”] Simon's intuitive
modd is related to a non-agorithmic style.

19 This terminology refers to Hargreaves Heap 2000.
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“What isintuition all about? It is an observable fact that people sometimes reach solutions
to problems suddenly. They then have an “ ahal” experience of varying degrees of intensity.
There is no doubt of the genuineness of the phenomenon. Moreover, the problem solutions
people reach when they have these experiences, when they make intuitive judgments,
frequently are correct” (Simon 1983; 201).

Most executives probably find Simon’s account of their intuitive or judgmental?® decision
processes persuasive. In the heyday of the main bank system, Japanese veterans seem to have
been aerted of credit risks by intuition, nevertheless junior officers often would not, just
looking at the atmosphere of staffs working in the treasury office of their clients, some of whose
staffs were later accused of covering up serious losses. Other veterans felt a suspicion, in spite
of pogtive recommendations by junior officers, just having a look a the trend of
straightforwardly increasing prdfits in the Profit & Loss account of a firm, which actuadly
suffered a liquidity problem. There are many episodes in which Japanese veterans' first impulse
was correct. (Besides, the intuitive or judgmental decision processes might be also necessary for
underwriting venture capital. There exist many failed ventures behind successful ones. For
identifying good seeds under conditions of uncertainty, no stereotyped assessment of financia
statements of new enterprises would be meaningful. Fast Retailing Co., Ltd., which becomes
Japan's top casua clothing chain behind the UNIQLO brand, recorded net sales of JPY 418.6
billion in fiscal year of 2001. For ingtance, its financid statement in fiscal year of 1996 showed
that the company was ill a middle-szed unlisted retailer with net sales of JPY 59.9 hillion.
Rakuten Inc., the CEO of which is one of the most popular figures in the newly emerging E-
commerce and internet shopping-mall business, recorded net sdes of JPY 3,089 million with
ordinary profits of JPY 970 million. The company started its business 4 years ago and had a net
loss of JPY 18 miillion in the first financia report. Of course, these successful results in financia
statements at this point, which were partly brought by their aggressve M&A strategies, would
not necessarily guarantee if their business is going to continuoudy expand.)

How could Japanese veterans acquire the intuitive or judgmental monitoring style as the
higher form of knowledge?! and skills? Simon (1983) pointed out two interesting features about

20 Simon referred to Chester Barnard's distinction between “logical” and “non-logica” or
“judgmental” processes for making decisions (Simon 1997: 129-130).

21 According to Jung, a well-known psychologigt, intuitive knowledge possesses an intrinsic

certainty and conviction, which enabled Spinaza (and Bergson) to uphold the scientia intuitiva
as the highest form of knowledge (Jung 1921: 453).
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intuition. One is that “intuitive rationaity” in his expresson happens only to people who
possess the appropriate knowledge. He referred to Henri Poincare?2 who suggested that
ingpiration comes only to the prepared mind. The other is that intensive learning and practice
are required to acquire intuition. He referred to empirical data gathered by Hayes, his colleague,
for chess masters, composers, painters and mathematicians. According to the data, ten yearsis
the magic number. “Almost no person in these disciplines has produced world-class
performances without having first put in at least ten years of intensive learning and practice”
(Simon 1983: 203).

As for the first point, we should examine how the Japanese main banks used to acquire the
appropriate knowledge (know-how) for monitoring their client firms. It is andyzing cash flows
and projections that had a more or less central position in their credit risk assessment and
monitoring. In those days, the main banks retained an effective power of disciplining their client
firms to open checking-accounts for clearing amost al of their payment transactions. This
arrangement enabled the main banks (bank managers and officers in charge) to monitor the
borrowers outflows of funds because their promissory bills and cheques of account payable
were addressed to the bank. At the same time, loan officers usualy contacted on an amost daily
basis to collect (or sometimes discount) their bills of account receivables, enabling him/her to
monitor the borrower’s projected inflows of funds. The ability and privilege of monitoring
dynamic flows was presumably very important for the main banks to underwrite the role as
incubators or partners. In addition, the main banks were in a position as financia advisors of
getting their client firms to report cash flow projections periodicaly. Mogt firms consulted their
main banks about their cash management and projections for getting necessary working capital.
The main banks played the role of teaching a skill of cash management if necessary and giving a
warning when the clients projection seemed too optimistic. A kind of partnership strategy
created by monitoring dynamic flows produced a certain positive incentive (a will) for the
Japanese main bank officers and managers to support their client firms. At the same time, the
podtive will might let them acquire a higher capability of monitoring, which might lead to an
intuitive assessment of credit risks. The main bank’s monitoring and financid role as partners
or contributors (from a private financid ingitution’s perspective) to Jgpan’s economic
development used to attract the educationa elite and maintain their staff’s quality and morale.
Their will may have produced a kind of prepared mind not only to pursue business profits but
aso to evaluate the social value of their clients and their business and try their best to support

22 Poincare is French ientist, ingsting that mathematical reasoning be based upon not logical
understanding such as the syllogism but a kind of creative virtue (Nishida 1912 256. See dso
Poincare 1952: 3).



those clients and projects considered as socidly beneficial.

Asfor the second point, we should note that relation based non-algorithmic monitoring skills
were acquired by veterans through a period of trial and error practices. In the Japanese society,
“practicality outweighs the theoretica element” (expressed by Robert Schinzinger in Nishida
195823) and intuitive methods being acquired through trial and error practices used to be
socialy respected. On the one hand, an intuitive style of monitoring (backed by rents for
monitoring) was not always efficient but exposed to a risk of causing error practices. For
instance, there was such a rescue operation as leading to an unnecessary prolongation of a
seemingly hopeless borrower, just raising the cost of the final resolution. On the other hand,
“bank rents’ played an important role of creating incentives for the Japanese main banks to
perform as long-run agents for effective screening and monitoring (rents for monitoring). In
addition, we hypothesize that bank rents may have contributed (as rents for learning) to
facilitating the process of developing relation based non-algorithmic monitoring approaches,
which may happen only to the rea professionals through trial and error practices. The franchise
value (or adequate profits) which banks must earn for redlizing better loan portfolio (sound
management) may have given their staffs the incentives and time for developing the non-
agorithmic monitoring style. In turn, the hermeneutic style and capacity of monitoring may
have contributed to maintaining the franchise value or long-run reputation of the banks.

This mechanism of giving them the incentives and time for developing a relation based non-
agorithmic monitoring style, however, seems to have disappeared on and after the late-eighties.
Reportedly, the Returns of Assets (ROA) captured by Japanese banks were already declining
(Suzuki 2002: Figurel) since the seventies due to their severer lending competition fueled by
the so-called “internationdization and disintermediation?4”. Many Japanese banks were required

23 |t is notable that Japanese early-twentieth philosophers and intellectuas such as Nishida
Kitaro or Kobayashi Hideo were strongly influenced by French philosophers such as Henri
Bergson and Poincare. Bergson criticized the trend trying to make al the phenomena in the
world confined to the “causality”, which is a typica viewpoint of the modern natural science,
for explaining the real existence. Rather, he inssted on the role of creative mind in ourselves
(Bergson 1946: 28). He emphasized upon the internd point of view for understanding the real
existence. Bergson's perspective to see how real time, its essence being to flow, eudes
mathematical treatment, is suggestive of transcending the limitations of pragmatic monitoring
solutions. It is interesting that his perspective shares with the assumption by the Shacklean
argument of suggesting that time is adenia of the omnipotence of reason.

24 The forces of technological change and internationalization may have raised the lenders
(banks) cost for monitoring. In genera, monitoring can become more difficult as technology
becomes more complex and borrowers invest in projects whose prospects outsiders find
increasingly more difficult to assess. Intermationdization in terms of giving borrowers a wider
variety of funding sources such as off-shore financia markets and Euro or overseas capital
markets, may also make each lender’s process of monitoring more difficult. Accordingly, the
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to expand loan assets with leverages or to save operating / monitoring costs to compensate for
the decline of ROA and to maintain or increase the nomina amount of profits. Simultaneoudy,
financia deregulation was undermining the foundation of the rent-based monitoring system. In
fact, the deposit rate deregulation was steadily progressed since its commitment in 1984 by the
Japanese regulators at the JapanUS YenDollar Ad hoc Committee (the deposit rate
deregulation was completed in 1994). According to an interview, in the year of 1986, one of
Japanese long-term credit banks changed its credit anaysis/approval form for interna use,
shifting the focus point from analyses of cash flow projections to those of collateral valuesto be
pledged. This change was reflected by the bank’s consciousness of losing an effective power of
disciplining client firms (the difficulty in getting borrowers to disclose more information than
financial statements) and by the internal demand of speeding up the credit approval process for
increasing loan assets. In 1988, the mentioned bank ingtalled a vendor code of analysing the
borrower’s financid statements and giving loan officers codified warnings by calculating the
financia ratios and earning trends of showing the borrower’s one-shot liquidity or profitability
in a mechanical way. This change in the strategy of monitoring partly aimed to avoid the cost of
monitoring increased by the forces of internationdization and disntermediation. The
installation of the vendor software may have, in turn, given an adverse effect on stagnating their
capacity for monitoring, by losang them an opportunity of developing a higher form of <kills for
monitoring.

Recent changes have made more Japanese bank managers behave as professionalsin a sense
of having advanced skills of estimating marketable risks and probabilities of default through
pragmatic instruments of monitoring. Dore (2000) points that this change is partly attributable
to the fact that the proportion of young UStrained Ph.D.s staffing Japanese economics
departments and teaching from American textbooks steadily grows, aong with the increasing
number of AmericanMBA Japanese businessmen. The migration of MBAs and Ph.D.s has
succeeded in diffusing widdly as principles — if not aways principles which determine practice
— the doctrines of neoclassical economics which elevate the basic precepts of individudism to
the status of axioms (Dore 2000: 57).

Some analysts and intelligentsia claim that the accumulation of huge non-performing loans
in Japanese banks shows a mafunction of the “rent-based” main bank system. The burst of the
“bubble” economy encouraged the Japanese banks (as well as the banking regulators) to change

monitoring cost in lenders would rise with higher costs of hiring experts who have the capacity
of evaluating advanced technologies or who have expertise in international corporate finance,
for instance. This forces may gradually encourage more lenders to use a codified assessment or
credit information (such as externa ratings or collateral) inexpensively available in markets, to
avoid the increasing cost of monitoring.



the traditional mode of screening and monitoring to an Anglo-American mode of monitoring
using such a pragmatic code as caculating risk-adjusted returns on assets or capital with
quantifying credit risks. At the same time, the Basdl Capital Accord as a solvency regulation,
which was set under a strong influence of the Anglo-American mode of monitoring, has
increasingly become normative, another congtraint on the behavior of Japanese bank managers.
However, pragmatism can clam validity only so long as no sources are discovered, other than
intellectual capacities colored by temperament, which might revea new eements in the
formation of philosophical concepts (Jung 1921). The over-reiance on rules of thumb, as
argued, would have an ill-effect on amplifying the volatility of market sentiments causing
“euphoric” behaviors of over-lending in upturns and excessive cowardice leading to severe
credit rationing in reversals. “The criterion of success for a code is the contrast between the
disorder and diversity of what we seek to understand, the complexity and anarchy of the field of
observation” (Shackle 1972: 51). The illusive value of firms and projects in the world of only
cold calculations and the reliance on the valuation would exacerbate the crowd psychology in
lending and amplify the swings of lender’s sentiments in credit risk assessments, particularly in
the case that there are few aternatives for diversifying risks and uncertainty.

Another problem is that the important components of the rent-based mode of monitoring for
well mediating and alocating financial resources to new enterprises and industries and for
poaling the (true) monitoring skill and knowledge were lost in the ill-planned trangtion to an
Anglo-American banking system. We should have attempted to maintain or reserve these
components in aternative forms. In this sub-section, we shed light on the understated roles of
bank rents, which contributed to incubating new ventures through the transfer of rents and to
giving lenders an incentive and time for developing a higher form of knowledge and skills for
screening and monitoring. The simple resurrection of the mechanism of producing these rolesis
not plausible because the mode had its own defects of causing negative effects. However, we
should attempt to find the necessary parts to be institutionalized and analyze the complex nexus.
We would say, a leadt, that naively and smply seeking a trandtion to an Anglo-American
banking system and a convergence to the Basdl rules as a prescription for overcoming Japan's
lingering financia dump, amounts to a very risky strategy.
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