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JAPANESE TWO STEP LOANS: 
THE JAPANESE APPROACH TO DEVELOPMENT FlNANCE* 

HIDENOBU OKUDA 

Abstract 

Recently, there has been a lot of contraversy over Japanese Two Steps Loans (TSLs) 

provided by the Overseas Economic Cooperation Fund between the World Bank and 
Japanese adrninistrative agencies. The purpose of this paper, is to examine the validity 

of the "Japanese approach" to development assistance using Japanese TSLS as an example. 

First, the experiences of the OECF's TSL is overviewed and the characteristics of Japanese 

TSLS are identified. Secondly, the problems of Japanese TSLS pointed out by the World 

Bank are summarized. Thirdly, I will try to justify the validity of Japanese TSLS based on 

the Japanese approach to development assistace. Finally, the effectiveness of BAAC Ioans 

provided by the OECF is evaluated as a case study of Japanese TSLs. 

I. Introduction 

I.1 The Development strategy of the World Bank and the Structura] Adjustment Policyi 

After the oil shocks of the 1970's, some developing countries suffered from debt prob-

lems. Initially, the problem was recognised by the World Bank as a temporary liquidity 

shortage. The World Bank recommendation was the short term macroeconomic stabiliza-
tion policy. However, as problems persisted and became more serious, it was recognized 

that the lack of solvency, combined with a need for reform of the economic structure 

of the countries involved, would hamper sustainable economic growth. As a result, the 

growth oriented structural adjustment policy became a primary policy of the World Bank 

and the IMF. They proposed a medium term program combining structural policy and 
economic stabilization. 

Structural adjustment policy consists of a variety of policies in various sectors such 

as trade, finance, and government. These policies are intended to build the resource allo-

cation based on themarket mechanism. Accordingto theWorld Bank development strategy, 

$ This paper is the revised and extended version of my paper "Japanese Two Step Loan : The World Bank 
Approach and the Japanese Approach," in lppei Yamazawa and Akira Hirata edit., Development Coopera-
tion Policies of Japan, the United States, and Europe, Institute of Developing Economies, March 1992. 

* For the World Bank deve]opment strategy and Structural Adjustment Lending, please refer to the Wor]d 
Bank (1990a). 
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the market mechanism should be the basis for resource allocation in order to sustain econo-

mic development. 

Yanagihara (1990) called the World Bank's strategy the "framework approach" to 
economic development. According to Hinds (1990), this strategy could be called the "level 

fieid approach" in the sense that the main policy target of the strategy is to build the "level 

field" where market mechanisms efficiently allocates resources among economic sectors 
according to their comparative advantage. 

I.2 The Japanese approach to economic development and assistance for development 

The "Framework approach " or "level field approach " is not completely accepted in 

Japan. The basic reason for disagreement with this approach stems from doubt regarding 
the efficiency of allocation through the market in developing countries. 

The core of economic deve]opment is accompanied by a structural change in the economy 

developing through stages. Essential and substantial elements of economic development 

include: l) transferring from non-market economy to market economy and/or 2) improv-
ing the economy from one with an insufficient market function to an economy with sufficient 

market function. 

In developing countries, at the prlmary stage with insufficient market mechanism, al-

locating resources through the market system might not be the optimal solution to con-

tribute to the long-term economic development. Using the term of Teranishi (1991), while 

resource allocation through market mechanisms in developing countries do satisfy the static 

efiiciency, they do not always satisfy "dynamic efficiency." 

If underdeveloped market mechanisms in developing countries do not achieve "dy-
namic efficiency" of resource aliocation, government intervention could make some positive 

contribution to economic development. According to Hinds (1990), this "activist govern-

ment view" justifies the government selection of targeted industries (or projects) and various 

types of policies supporting those industries. 

The desired economic assistance to LDCS should facilitate the transfer of their economies 

from one stage ofdevelopment to the next. According to the "activist government view, the 

planner must have a picture of the various development stages. Then, based on this picture, 

the planner can set the target industrial structure to be developed and determine the ap-

propriate assistance policy which is designed to support the explicitly specified industries 

or projects, i.e., the ingredients. This type of Japanese aid strategy, according to Yanagi-

hara (1990), is called the "ingredient approach." 

I.3 The Purpose of this paper 

Recently, there has been a lot ofcontraversy over Japanese Two Step Loans (TSLs) pro-

vided by the Overseas Economic Cooperation Fund (OECF) between the World Bank and 
Japanese administrative agencies. The World Bank claims that OECF's TSLS might distort 
the system of interest rates in developing countries by providing lending funds below market 

rates. The World Bank recommended that Japanese agencies should lend funds at market 

rates and not below them. Although the Japanese agencies understand the importance 
of the market mechanism in economic development, they do not agree with the World Bank 

and the IMF structural adjustment policy. The Japanese government has never succeeded 

in convincing the World Nank and the IMF of the viability of the "ingredient approach" 
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when it comes to Japanese economic assistance. 
In this paper, I will overview the experiences of the OECF's TSLS (section 2) and sum-

marize the problems of these TSLS as identified by the World Bank (section 3). Next I 
will try to justify the viability of Japanese TSL based on the "ingredient approach" (section 

4 and 5) and evaluate by examples Japanese TSL (section 6). In my concluding remarks 
(section 7), I will propose how present TSL can be more appropriate in supporting the 

Japanese ingredient approach. 

f d Characteristics o Japapese TSLS f
 

II. The Per ormance an 

Japanese apex lending (TSL) has been conducted by the OECF and the Export-Import 
Bank of Japan (JEXIM). Since 1975, the role of the two organizations has been defined in 

such a way that the OECF is in charge of ODA and the JEXIM is in charge of commercial 

based loans includingbank loans and buyers credits. Since both the JEXIM's TSLS and the 

World Bank's TSLS are provided under market based conditions, there is no serious con-
traversy over JEXIM's TSLS between Japanese agencies and the World Bank. In the fol-

lowing section, I will discuss the arguments focusing on the OECF's TSLs. 

H.1 TSLS provided by the OECF2 

The TSL provided by the OECF is formally called "Kaihatsu Kinuy Shakkan." This 
type ofloan is intended to promote specific industrial sectors and projects which are selected 

by the borrowing countries' government, according to their economic and social develop-

ment plans. End users of TSLS are private individuals, private enterprises, and firms who 

are conducting projects in the selected policy target sectors. These end user projects vary 

in size, business type, and geographical location. Due to technical difficulties, a large part of 

the TSL's operation cycle is handled by apex institutions. In the case of the OECF's TSL, 

the lending interest, maturity length, and reporting obligation to apex institutions, are required 

conditions that must be satisfied by end users and are specified in loan contracts. Accord-

ing to the contracts, the OECF controls the operation of apex institutions. Apex institu-

tions are usually government development financial institutions which are highly experienced 

in development finance operations. 

FIGURE 1 

Borrowing 
Country's ---- ( 9ruaraJ7tee 
Gove rnment 

OECF 
---~ ( Ioaj7slrepdymepts ) 

Apex Instltutlons 

( Ioa,7slrepdymeJ7ts ) 

End Users 

s II.1 and II.2 are based on Kokusai kinyu ioho senta (1990). 
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II.2 Cbaracteristics of the OECF's TSL 

TSLS which have been conducted by the OECF since 1966 are summarized in Table l, 
Table 2, and Table 3. While the share of TSLS to the total amount of loans made by the 

OECF accounts for only 3 ~, it has been increasing in recent years. The first reason for this 

increase is due to the Japanese fund re-cycling program resulting from current account sur-

pluses which requires a quick disbursement scheme like TSL. The second reason is that the 

TABLE I . OECF's Two STEP LOANS (a) 

(lOO millions of Yen) (b) 

1966-85 l 986 1987 1988 1 989 1990 1991 

Loans to Foreign(c) 

Government 
Of which Two Step Loans 

54, 768 

(1 , 082) 

596 
(14) 

5, 423 

(67) 

118 
(1) 

7, 193 

(97) 

303 
(6) 

lO, 917 

(113) 

1, 338 

(8) 

8, 460 

(105) 

708 
( 7) 

l O, 068 

(100) 

445 
(3) 

l l, 619 

(1 12) 

717 
(5) 

OECF's Total Loans and 
Equity Investment 

5, 455 7, 374 
(84) ( I 09) 

l I , 003 8, 577 1 O, 145 1 1 , 729 
(142) (110) (107) ' (127) 

Source : 
JVo te .' 

Overseas Economic Cooperation Fund, OECF Annual Report, various issues. 
(a) Comrnitment base. Figures in ( ) are the number of commitments. 
(b) As of the end of March 1992. 
(c) Provision of funds for development through direct financing to governrnent and government 
institutions. 

TABLE 2. LIST OF OECF's Two STEP LOANS (a) 

Project Name 
Date of Approval 

Amount Approval (b) Apex Institutions 

BANGRADESH 
Development Loan through The 
Banking System 

BRAZIL 
Serad lrrigation Project 

Jaiba lrrigation Project (II) 

CHlNA 
Export Industries Promotion 
Program 
INDIA 
Small Scale Industries 
Development Program 
Small Scale Industries 
Development Program (II) 
Small Scale Industries 
Development Program (III) 

Housing Program for Low and 
Medium Income Households 

INDONESIA 
Development Loan through The 
Banking System 1971 
Development Loan through The 
Banking System 1972 
Development Loan through The 
Banking System 1973 

1976. 1 1 

1985. 3 

1991. 9 

1988. 7 

1988. 12 

1991. l 

1991. 6 

1991. 1 

1971. 6 

1972. 7 

1973. 7 

1 , 535 

12, 021 

14, 740 

70, OOO 

1 9, SOO 

30, OOO 

20, 256 

2, 970 

3, 600 

1 , 800 

1 , OOO 

Bangradesh Shilpa Bank 

Banco Central de Brazil, commercial banks 

Banko de Desenvolvimento de Minas Gerais 

China International and Investment 
Corporation Holdings 

Industrial Development Bank of India, and 
others 

Small Industrial Development Bank of India 

Small Indystrial Development Bank of India 

National Housing Bank 

Bank Pembangunan Indonesia CBAPINDO), 
and National Cornmercial Banks 

BAPINDO, and National Commercia] Banks 

BAPINDO, and National Commercial Banks 
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(continued) 

Project Name 
Date of Approval 

Amount Approval (b) 
Apex Institutions 

AJDF for Indonesia Category 1989. 
B/PI Program 
AJDF for Indonesia Category 1989. 
B/PENC Program 
AJDF Category B/ Small Scale 1992. 
Industry and Pollution Abatement 

KOREA 
Small and Medium Industries 1966. 
Deve]opment Project 
Smal] and Medium Industries 1967. 
Development Project (II) 

Small and Medium Industries 1987. 
Modernization Program 
Small and Medium Industries 1989. 
Modernization Program (2) 

Small and Medium Industries 1990. 
Modernization Program (3) 

Farm Mechanization Program 1987. 

MALAYSIA 
AJDF Category B (Malaysia 1988. 
Industrial Development Finance) 

AJDF Category B (Bank Industri 1988. 
Malaysia Behrad) 

1988. AJDF Category B (Bank 
Pembangnan Malaysia Behrad) 

1988. AJDF Category B (Bank 
Pertanian Behrad) 

Small and Medium Scale Industry 
Promotion Program (MIDF) 1992. 
Small and Medium Scale Industry 
Promotion Program (BIMB) 1992. 
Small and Medium Scale Industry 
Promotion Program (BPMB) 1992. 

PAKISTAN 
l 992. Agricultural Credit Program 

PAPUA NEW GUlNEA 
Agriculture Development Project 1988. 

PARAG UAY 
Agricultural Sector Promoting 1 987. 

Program 
PHILIPPlNE 
Export Industry Modernization 1980. 
Project 

Export Industry Modernization 1981. 
Project (II) 

Agro-Industry Techno]ogy 1 982. 
Transfer Project 

ASEAN Japan Development 1991. 
Fund Category B (DBP) 
ASEAN Japan Development 1991. 
Fund Category B (LBP) 

11 

11 

ll 

8
 

8
 

7
 

10 

8
 

12 

12 

12 

12 

5
 

5
 

5
 

6
 

11 

3
 

6
 

5
 

6
 

6
 

2, 441 

16, 955 

16, 244 

5, 400 

2, 667 

7, 750 

6, 200 

1 1, 520 

7, 750 

lO, 013 

5, 890 

lO. 442 

10, 442 

4, 660 

4, 660 

4, 660 

10, OOO 

2, 682 

l I , 847 

5, 400 

6, 015 

5, OOO 

20. 084 

6. 686 

BAPlNDO, and National Commercial Banks 

BAPINDO, and National Commercial Banks 

National Commercial Banks, 
Private Commercial Banks, and others 

Industrial Bank of Korea 

Industrial Bank of Korea 

Industrial Bank of Korea, The Citizens 
National Bank 
The Citizens National Bank 

The Citizens National Bank, and Industrial 
Bank of Korea 
National Agricultural Cooperative Federation 

Ma]aysian Industrial Development Finance 
Behrad (MIDEB) 
Bank Industri Malaysia Behrad CBIMB) 

Bank Pembangnan Malaysia Behrad (BPMB) 

Bank Pertanian Malaysia (BPM) 

MIDF 

BIMB 

BPMB 

Agricultural Development Bank of Pakistan 
(AD EP) 

Agricultural Bank of PNG 

Banco Nacional de Fomento 

Development Bank of the Philippines (DBP), 
Techno]ogy and Livelihood Resource Center 

DBP, Technology and Live]ihood Resource 
Center 
DBP, Techno]ogy and Livelihood Resource 
Center 

DB P 

Land Bank of the Philippines (LBP) 
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（Continued）

Project　Name

THA1LAND
　BAAC　Loan

BAAC　Loa皿（II）

B＾C　Loan（IID
BAAC　Loan（IV）
BAAC　Loan（V）

BAAC　Loan（VI）

BAAC　Loa皿αII）
BAAC　Loan（VIII）

BAAC　Loan（IX）
BAAC　Loan（X）

BAAC　Loan（X1）

BAAC　Loan（XII）
1FCT　Loan

D．t。。f　ApP・…1
　　　　　　　　　AmountApProva1
　　　　　　　　　　　（b）

1975．10

1977．3

1979．6

1980．8

1981．4

1983．9

1985．10

1987．9

1988．9

1990．2

1991．9

1993．1

1985．1O

　Export　Industry　Modemization　1987．9
　　　Program（2）

　正xport　Indus岬Mondemization1990．2
　　　Pm9『am（3）

　Sma11Sca16I皿dustry　Promotion　1987．9
　　　Pl＝o9『anl

　SmaH　Scale　Industry　Pmmotion　1990，2
　　　Program，Phase2
　Thai　AJDF　Category　B　　　　　1992．9

　　　Environmental　Pmrection　　　1993，1
　　　Pmmotion　Program

TURKEY
　3rd　Agricu1tural　Cr6dit　Project　1989．12

80〃03：

ハ肋‘：

2．000

6．000

3．600

3．300

3．200

4．120

1，013

ヨ，672

4．875

5．000

4．696

2．837

4，059

3，500

4．000

3．500

1，000

Apex　I皿stitutions

Bank　of　A章riculture　and　Agricultural

　Cooperatlves（BAAC）
BAAC
BAAC
B＾C
BAAC
BAAC
BAAC
BAAC
BAAC
BAAC
BAAC
BAAC
Industrial　Hnace　Corporation　of　Thailand
　（IFCT）

IFCT

IFCτ

IFCT

IFCT

34．375

3，O00　　IFCT

35，200 Turkey　Comnuriyeti　Ziraat　Bankasi

　0verseas】三commic　Cooperation　Fu皿d，0EC」Fル舳α1ルρo〃，various　issues．Hearing　at　th6

　0ECF．
（a）As　of　th6end　ofJanuary1993．

（b）1n　mmions　of　Yen．

TSL　is　the　only　available　scheme　to　provide　ODA　funds　to　the　private　sector　in　developing

countries　which　is　expected　to　play　a　major　role　in　economic　development．

　　　Projects　arising　from　TSLs　inc1ude　the　deve1opment　of　the　agricultural　sector，small　and

medium　sized　enterprises　and　export　industries．Major　borrowi㎎countries　are　located　in

East　Asia　and　Southeast　Asia．

　　　The丘rst　characteristic　of　the　OECF’s　TSLs　is　that　its　maturity　is　quite　long．The　length

of　the　maturity　is20to30years　with　a　grace　period　of7to10years．The　second　char－

acteristic　is　that　lending正ates　to　apex　institutions　and正elending　rates　from　apex　institutions

to　end　users　are　su1〕stantially　lower　than　market　rates　because　its　sollrce　is　the’Japanese

iscal　loan　and　investment　fund．The　third－characteristic　is　that　the　rel㎝ding　maturity　of

the　TSL　is1onger　than　the　standard　maturity　in　borrowing　countries．The　fourth　charac－

teristic　is　that　the　categories　of　end　users　are　speciied　by　the　O1三CF，and　apex　institutions

can　select　only　sub－Projects　in　the　specified　industria1sectors．
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TABLE 3. 
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LENI)IN~G AN,D RE-LENDING CoN~DITIONs OF SELECTED 

Two STEP LoANs 
OECF's 

73 

Project Name 
Lending 
Rate 
( %) 

Payment Period 
(Grace period) 
(Years) 

Re-lending 
Rate 
( ~) 

Repayment Period 
(Grace period) 
(Years) 

BRAZIL 
Jaiba lrrigation Project 

INDIA 
Small Scale Industries 

Development Program (H) 
(III) 

INDONESIA 
AJDF Category B/ Small 
Scale Industry and 

Pollution Abatement 

PAKISTAN 
Agricultural Credlt Program 

PHILIPPlNE 
Export Industry 

Modernization Project 
(II) 

ASEAN Japan Development 
Fund Category B (DBP) 

(LBP) 

THAILAND 
BAAC Loan (1) 

(II) 

(III) 

(IV) 

( V) 

(VI) 

(VID 
(VIII) 

(1 X) 

(X) 

(XI) 

IFcr Loan (Export Industry 
Modernization Program) (1) 

(2) 

(3) 

Small Scale Industry 

Promotion Program, Phase l 

Phase 2 

4. o 

2
.
 2
.
 

5
 
6
 

2. 5 

2. 6 

3, o 

3, o 

2. 5 

3
.
 
3
.
 
3
.
 3
.
 3
.
 
3
.
 3
.
 3
.
 
2
.
 
2
.
 
3
.
 3
.
 

3
.
 2
.
 3
.
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75 

25 
o
 
o
 
o
 
5
 
o
 
9
 
7
 
o
 
5
 

o
 
7
 
o
 

2. 7 

25 ( 7) 

30 (10) 

30 (10) 

30 (10) 

30 (10) 

30 (10) 

30 (lO) 

30 (10) 

20 ( 7) 

20 ( 7) 

30 (10) 

30 (10) 

30 (10) 

30 (10) 

30 (10) 

30 (10) 

30 (10) 

30 (10) 

25 ( 7) 

25 ( 7) 

25 ( 7) 

30 (10) 

25 ( 7) 

30 (10) 

standard 
rate +9. O 

10. O- 14. O 

lO. O- 15. O 
}
 

<12 

<10 

SBI(b) +2. 5 
(for small scale 
industry) 

SBI (a) 
(for pollution 
protection) 

8, O or 13, O 4-10 

20 

8. 75 

10. O 

WAIR (c) -2. O 
-WAIR (c) +5. O 
18.0 20.0 

8. O 

12. O 

12. O 

12. O 

12. O 

9. 8 

9. 8 

9. 8 

9. O 

9. O 

9. O 

10. 5 

10. 29 

10. 46 

12. 50 

12. 50 

(<6) (*) 

(<3) 

( 5) 

(<5) 

<15 

<20 

<15 

<15 (<5) 

3-15 
(unspecified) 

(<5) 

(<12) 

(<5) 

Source : 

Note : 

Hearing at the Overseas Economic Cooperation Fund. 
(a) < : Iess than and equal to. 

(b) Ordinal interest rate for small scale industry. 

(c) Wraited average of time deposit interest rates. 
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III. The World Bank Cntrcrsnls of the OECF s TSL 

III.1 Tbe World Bank's View of the Role of the Financial Sector in EcQnomic Development 

According to the World Bank, the financial sector plays an important role in economic 

development. The financial sector is not the conduit through which government allocates re-

sources to selected development targets but the function which determines resource alloca-

tion. Healthy development of the financial sector requires a market determined interest 

rate. In order to build a more efficient financial sector, the World Bank reconunends a 

standardized interest rate which corresponds to the market rate and other supplemental 

policies designed to strengthen financial institutions. 

The financial reform policy supported by the World Bank is designed based on the 
experience of its own operations in LDCs. It advocates the abolition of the administra-

tive rate and promotion of competition in the financial sector. These policy measurements 

are consistent with the Mackinon-Shaw financial liberalization policy. 

III.2 The World Bank's view of Policy Guided Finance 

According to the World Bank (1990b), policy guided credit lines temporarily play a 

supplementary role in an imperfect and underdeveloped financial market until a self-func-

tioning market, independent of government intervention is established. Therefore policy 

based lending is justified only in the case that market mechanisms can not work; such as 1) 

market failure, 2) imperfect information, 3) external economy, and 4) unreasonable limit 

to borrower's access to the financial market. 

However, the World Bank (1990a and 1990b) points out the following problems caused 

by policy guided lending: l) market distortions can be created by the introduction of 

policy guided lending intended to solve market failure, 2) a policy guided financial system 

limits the flexibility of the financial system in the face of change. This creates an obstacle 

to the effectiveness of the financial policy, 3) the problems which justify the existence of 

policy guided lending can be solved directly by alternative measures. 

With regard administrative interest rates there are two problems: l) the problems caused 

by administering interest rates at fixed levels, and 2) the problems caused by subsidized 

interest rates. The former includes a) the decreasing 'of flexibility to respond to changing 

economic situations, b) the weakening of the incentive of financial institutions to minimize 

the cost of operations, c) the creation of oppotunities for the chance of corruption, and d) 

the emergence of capital flight under, the expectation of inilation. The ,latter includes a) 

excess ,borrowing, b) bias of the industrial structure towards capital intensive industry, c) 

corruption, d) weakening of the incentive of borrowers to repay, e) increasing government 

deficit, and f) discouraging saving incentive. 

' World Bank's view of the role of financial system in development is based on World Bank (1990a) and 

(1990b). 
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III.3 The World Bank's TSL 

In the 1960's and 1970's the TSL was designed by the World Bank to function as a finan-

cial scheme supporting the LDCS industrialization promotion policy. The World Bank has 

recommended to LDCS the establishment of development financial institutions which can 
work as apex institutions of TSL and has been involved in their development. 

However, the World Bank style of apex lending and the OECF's TSLS are quite different 

from each other. First, World Bank apex lending works as a wholesale style lending meaning 

an apex institution has the authority to select sub-projects or end users based on the private 

sector's demand. While the World Bank evaluates reliability and ability of apex institu-

tions very thoroughly, and specifies the conditions for appraisal of end users, selection of 

sectors is fundamentally delegated to the apex institution. 

The second characteristic of the World Bank's cheme is that the re-lending rate is deter-

mined by the market rate. This interest rate policy reflects the view that economic develop-

ment and industrialization should be pursued based on resource allocation through the market 

mechanism. 

Presently, the World Bank disapproves of the Japanese style TSL. Based on 20 
years of apex lending operations experience, the World Bank criticizes the Japanese TSL 

because of its alleged distortion of the market mechanism. 

IV. The Japanese View of TSLS with Concessionality4 

Japanese policy makers and the World Bank share the same idea that the financial 
sector is important for economic development and that LDCS should aim at the self-sustained 

growth based on market mechanism. They also share the same recognition that markets 
are quite underdeveloped in many LDCS and their resource allocation function is not so 

efficient as in the developed countries. The World Bank recognizes that market mech-

anism can not always function perfectly and that an administrative financial system is 

required to supplement the market mechanism in the case of market failure. Japanese 

policy makers well understand the importance of market mechanism for efficient resource 

allocation. 

However, the actual operation of the OECF TSL and the World Bank apex lending clearly 

differ from each other. The World Bank's negative view ofthe OECF's TSL refiects the fact 

that the World Bank does not understand the interrelationship between the government 
role and market mechanism in the financial sector through the process of economic devel-

opment, as understood by the Japanese. I will discuss the rationality and the plausibility 
of the OECF's TSL. I start my argument by summarizing the "role of the financial sector" 

in economic development. 

rv.1 Economic Development and the Financial Sector 

Accumulation of capital stock through continuous investment is indispensable to 
sustainable growth. The financial sector is assigned the function of transferring resources 

' The Japanese policy makers view mentioned in section rv is mainly based on my interview with those con-
cerned at the Japanese administrative agencies. 



76 HITOTSUBASHI JOURNAL OF EcoNohncs [June 
from savers to investors, who are ordinarily one and the same. How effectively the financial 

sector performs this function exerts a tremendous infiuence on an economy's ability to 

achieve and sustain growth. 

Economists frequently point to three main functions of the financial sector in economic 

growth namely l) mobilization of domestic savings, 2) efficient allocation of capital, and 3) 

maturity transformation.5 The desirable financial system is one which satisfies these func-

tions in the most well balanced manner at each stage of economic development. 

Under the quite strict conditions are satisfied such that there is no information asym-

metry and all contract agreements are fulfilled without any enforcement cost, the optimal 

resource allocation among projects is achieved through the stock market based in the expected 

rate of return and riskiness of projects. However such conditions are not satisfied even 

in the most developed countries. Asymmetric information and contract enforcement im-

pede the functioning of the financial market in LDCS and introduce a premium to the cost 

of external funds. Therefore the question to be solved by policy makers is what financial 

system can minimize this premium under the given circumstances. 

IV.2 Financial Sector Development and Marketism: World Bank's Approach 

According to the World Bank development strategy5 which aims at establishing the 
well functioning market mechanism, the future structure of industry should be determined 

based on the private sector investment. In order for private individuals to choose their 

investment projects according to their expected rate of return on the project, the financial 

market should be distortion free. 

Regarding the relationship between real sector development and financial sector struc-

tural change, I ask the following questions; that is, "At what stage of econonuc development 

should the financial liberalization as reconunended by the World Bank be started?" and 
"If the financial market is liberalized, will the real and financial sectors successfully develop?" 

IV,3 Financial Sector Development and the Ingredient Approach : the Japanese Approach 

According to the Japanese view of development strategy, economic development is 
the deepening of the industrial structure. Development po]icy consists of the selection of 

strategic industries and the designing of policy measurements to support those industries. 

Financial sector reform is intended to supply the new type of funds demanded for the crea-

tion or supporting of the newly selected strategic industries. In other words, governmlnt 

intervention can make a contribution to economic development and the deepening of industrial 

structure through minimizing the premium of external funds. 

Table 4 is a model pattern which shows how the structure of the financial sector evolves 

as the real sector of the economy develops. However, it is needless to say that all economic 

development follows the model pattern. 

Financial liberalization policy in LDCS is quite different from that in developed coun-

tries where financial liberalization simply means deregulation of the existing financial markets. 

In LDCs, financial liberalization policy should pursue two different targets, that is, the 

5 For these functions, please refer to Teranishi (1991). 

6 For the World Bank's strategy, please refer to the World Bank (1990b). 
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abolition of unnecessary regulations and the imposition of new regulations which are 

necessary for developing new financial markets. 

rv.4 The OECF's TSL aud World Bank Apex Lending7 

Differences in actual operation between the OECF's TSL and the World Bank's apex 

lending refiect the differences between the Japanese approach and the World Bank approach 

to financial sector development. 
The first difference concerns the selection of end users. While the OECF's TSL strictly 

specifies tightly the industry of the sub-projects, World Bank apex lending specifications of 

target industries is loose and apex institutions are delegated to choose the sub-project. In 

other words, the OECF's TSL is basically project finance, which is intended to support pro-

motion of specific industries strategically, selected according to the development stage ap-

proach. The World Bank apex lending is the wholesale lending approach, in which the 

future industrial structure and development path should be determined by private sector 

investment incentive, based on the market mechanism. 
Secondly, they differ regarding the lending interest rate. For the World Bank approach, 

relending must be done at the market rate, because capital allocation should be done in the 

market without distortion. In the case of OECF's TSL, capital allocation should be made 

according to the targeted industrial structure, regardless of the prevailing interest rate. The 

low cost TSL fund should be re-lent to the end users at low interest rates to transfer the con-

cessionality to them. 

Thirdly, they differ regarding the extent to which TSLS or apex lending funds, as a source 

of long-term funds, are important in the borrowing countries. Japanese policy makers impli-

citly share the idea that long-term funds are critically required for deepening the industrial 

structure and that indirect finance (banking system) should be assigned the major role of 

supplying the long-term funds to the LDCS With underdeveloped financial sectors. On the 

other hand, while the World Bank recognizes the important role of long-term funds for 
industrialization, it expects not only the banking sector but also the capital market, such 

as the stock and bond market, to play an equally important role.8 In this sense. Japanese 

policy makers evaluate the importance of TSLS as the source of long-term funds more signifi-

cantly than their World Bank counterparts. 

V. Plausibility of the Japanese Approach and 

the Appropriateness of TSL Operation 

Next, I will dlscuss the plausibility of the Japanese Ingredient Approach as an economic 

assistance strategy and the appropriateness of the OECF's TSL as financial scheme supporting 

the Japanese approach. 

' For the World Bank's TSL operations, please refer to World Bank (1990b). 
8 Recently the importance of IFC in the World Bank has been increasing. Please refer to 

(1990b). 

World Bank 
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V.1 Plausibility of the hrgredient Approach : Selection of the Development Pattern 

The development path of the financial sector modeled in Table 3 Is the image held by 

Japanes policy makers regarding the interrelationship between the financial and real sector at 

different stages of economic development' If this table is correct, the major industries shifts 

from agriculture to light and then heavy industrialization while the financial sector progresses 

from indirect finance to direct finance and from a regulated financial system to a deregulated 

system. 

However, this approach has two problems. First, it is not likely that the development 

process can be simplified in this way. Table 4 stylizes the experience of Japan. On the 

supply side of the financial sector, the development process goes through similar steps. On 

the demand side of it, however, the types (such as amount and maturity) offunds demanded 

for investment vary depending on the intended speed of industrialization and targeted struc-

ture of industry. The domestic financial structure is also affected by easy access to foreign 

capital market and available financial schemes. Study of the development path of ASEAN 

countries suggests the danger of applying this stylized path to other countries without due 

consideration In other words the "Ingredient Approach" Iacks so called "operation-
ability". 

Secondly, in connection with the first problem, it is quite serious that the Japanese 

and Korean experiences of government intervention in their financial sectors have not been 

studied deeply enough. The result of the "Ingredient Approach" depends on whether govern-

ment can play a positive role in the market as expected by "activist government view." 

However, it is quite difficult to desigu the appropriate government intervention policies 

without basic studies on Japanese experience. 

V.2 Appropriateness of the OECF's TSL Operations 

If Japanese policy makers follow the "Ingredient Approach", the OECF's TSL is made 

in recognition that supply of funds to the targeted industry is not sufficient or short of 

required level. 

The major case where certain industries are not provided with sufficient funds are as 

follows: 1) administrative regulation and oligopolistic market structure cause the distortion 

of capital allocation. 2) assymetry of information cause resource misallocation such as 

adverse selection and as a result equilibrium rationing occurs, 3) because of externality, there 

is a gap between the social benefit and the borrower's private return, and 4) non availability 

of long-term funds.9 

It is likely that a combination of these causes create an actual insufficiency of funds. 

I will discuss the effectiveness of Japanese TSLS as a remedy for each case. For the frst 

case, the best solution is to create a competitive market which can efficiently allocate capital 

by abolishing government regulations and oligopolistic market structure. Providing ad-

ditional funds in the form of TSLs is the second best solution. Because the prevailing interest 

rate is not determined in the competitive market, the effect on capital allocation of the 

Japanese TSL at below the market interest rate is not always distortional. 

9 Kokusai joho senter (1989) makes similar classifications. 
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For the second case, a shortage of capital is caused by the insufficient capacity of financial 

institutions to evaluate borrowers, due to the assymetry of information. To solve the prob-

lem, Iaws and regulations must be introduced in order to improve the capacity of accurate 

evaluation. It is appropriate that the evaluation process must be subsidized by Japanese TSLS 

for the apex institutions. 

For the third case, end users should be subsidized to cover the gap between the social 

benefits generated by the projects and the return an end user can receive from these projects. 

For the fourth case, providing TSLS in the long-term is helpful to solve the shortage 

of long-term funds in the borrowing countries. 

Another important problem (probably considered by the World Bank as the most 
serious problem) is corruption and inefficiency in the process of policy guided credit lines. 

The World Bank is hesitant to expand the role of such lending schemes, not because they 

don't understand the market mechanism is not perfect and financial markets are still under-

developed in many LDCs, but because they are afraid of the operational inefficiency of 

providing credit with concessionality. Japanese policy makers recognized that operational 

efficiency of financial institutions is basically a problem of management regardless of the 

existence of the market mechanism and corruption which can be avoided by strict control of 

fund management. 

VI. Evaluation of the OECF~ TSL: A Case Study 

The success of TSL depends on policy makers appropriately designing the target struc-

ture to be realized and selecting the industries to be developed. If a borrowing country's 

development plan is not reasonable and cannot achieve satisfactory macroeconomic per-

formance, TSL can not provide successful results. Moreover, even if macroecomonic 
performance is successful, it should be considered whether actual TSL operations provide 

the additional funds to the targeted sector in the optimal manner. 

Based on the arguments in the previous section, I will try to evaluate the effectiveness 

of the OECF's TSL using BVVA Ioan (1) through (rv) as an example. The following discus-

sion is based on the information given by Sawai (1986). 

VI.1 Evaluation of BAAC Ioans 

For the Thai economy, the agricultural sector has been quite important. In 1980 it 

formed 25.4 % of the GNP and 75.4~ of the total number of employed workers. It was al-

most obvious that the agricultural sector should play a key tole in sustaining the growth 

of the Thai economy. 

However, the funds supply to the agricultural sector from the organized financial market 

(i.e. commercial banks) has been insufficient. The share of commercial banks loans to 
the agricultural sector was in the range of 2 to 6 % of their total loans during the 1975-1980 

period. In 1975 . BAAC supplied funds to only 32.3~ of the total number of farmers. 
The agricultural finance has relied heavily on borrowing from the unorganized financial 

market. The amount of farmers borrowings from private sources was 65.6% of the total 

amount ofborrowings in 1975. It was considered that commercial banks had little incentive 

to make loans to the agricultural sector because of the technical difficulties of screening 
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credit users and the high operational cost of making small loans. The interest rates on 

credits from the unorganized financial market were usually quite high, reflecting the mono-

polistic market structure. Annual interest rates on informal rural credit was in the range of 

30~ to 50% during the late 1970's. High interest payments were a serious obstacle to the 

development of the agricultural sector. The OECF's TSLS were intended to break down 
the monopolistic structure of the rural financial markets by providing an alternative source 

of funds to ordinary farmers at a reasonable interest rate. 

The lendings to agricultural sector, in official and unofficial financial markets, in Thailand 

in the late 1970's are depicted in Figure 2a and 2b. DD and SS represent the demand for 

Ioans by the agricultural sector and the supply of loans by commercial banks, respectively. 

The supply of loans is inelastic with respect to the lending interest rate (i.e. the slope of SS is 

steep), which reflects the mulfunction of the commercial banks' Ioan examination due to their 

lack ofinformation about borrowers in the agrlcultural sector. Under the interest rate ceiling 

set at OR, the excess demand for lending is represented by QsQD. The amount of lending 

to the agricultural sector through the official financial market is equal to OQs, which is distri-

buted through rationing regardless of the expected rate of return ofeach individual borrower. 

VV represents the demand for borrowings in the unofficial financial market, which is equal 

to the horizontal distance between DD and DA at each level of lending interest rate. WW 

is the supply of loans to the agricultural sector through the unofficial financial market. As-

suming monopolistic market structure, the market equilibrium occurs at the intersection of 

the supply curve, WW, and the marginal revenue curve, Vv. The supply of loans to the agricul-
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tural sector through the unofficial market and its lending rate are given by O*X and O*R~, 

respectively. 

The shortage of funds supply to the Thai agricultural sector was caused by l) distor-

tional fund allocation caused by a lack of competitive markets and 2) malfunction of the' 

market mechanism due to information assymetry. The OECF'STSL solved these problems in 

two ways. First, by providing additional funds through the BAAC credit lines of farmers, it 

effectively weakened the monopolistic power of lenders in the unorganized rural market. In 

1979 the number of farmers to whom BAAC supplied funds was 40.7~ of the total number 
of farmers. The amount of farmers borrowings from private source was 36.1 % of the total 

amount of borrowing in 1979. Secondly, by utllizing BAAC's experience of agricultural 
finance, and by its ability to screen agricultural projects, the cost and risk of lending opera-

tions in agricultural finance were nlinimuzed. BAAC increased the number of field officers 

from I 141 in 1975 to 2269 in 1980, and received technical assistance from Japanese agri-

cultural finance specialists during the 1975-1979 period. BAAC also newly introduced 
the operational standards for the long-term lending scheme. The results of BAAC Ioans, 
summarized in Table 5, can be evaluated positively. 

The increase in BAAC Ioans is represented by the rightward shift in the supply curve 

from SS to S'S'. The BAAC's advantage in examining small and medium sized borrowers 
in the agricultural sector reduces the operational cost of lending and expands the amount of 

loans through the official financial market. While there remains the excess demandfor lending, 

QS'QD, at the interest rate ceiling, OR, Ioans are now distributed to borrowers according to 

individual borrower's expected rates of return. Therefore the demand for loans in the un-

official financial market is depicted by V'V', which is equal to the horizontal distance be-

tween DD and Qs'B at each level of lending interest rate. Under the monopolistic market 
structure, the equilibrium in the unofficial financial market occurs at the intersection of the 

supply curve, WW, and the new marginal revenue curve, V'v'. The supply of loans through 

unofficial market isrepresented by O*X' at the new lending rate of O*R*', respectively. Com-

paring the change in borrowers surplus (i.e. demanders surplus) and lenders surplus (i.e. 

suppliers surplus), the borrowers surplus in the agricultural sector and the lenders surplus of 

official financial institutions increases, while the lenders surplus of unofficial lender decreases. 

In our simple framework of partial equilibrium analysis, the total welfare effect of expansion 

of the BAAC Ioan can be evaluated to be positive. 

The re-lending rates from BAAC were significantly lower than the prevailing rates in 

the rural unorganized financial markets. However, the business performance of the BAAC 

agricultural credit operation has been successful in the sense that its default ratio has been low 

and BAAC has enjoyed reasonable profit margins. It can not be concluded that BAAC 
loans at the below market rate were market distortional. This reflects only the fact that the 

prevailing interest rate charged in the unorganized rural financial market is determined by the 

monopolistic power of lenders. 

BAAC has earned a good reputation regarding its operational efficiency and fairness 

of credit allocation. So far, BAAC has: avoided the inefficiency and corruption feared 

by the World Bank. It can be concluded that BAAC Ioans are a successful example of 
Japanese TSL. 
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VII. Concluding Remarks: The New Operational 
Standards of Japapese TSLS 

If there is no information and enforcement conflicts and all comodities are traded in 

competitive contingent markets, then financial resource allocation, based on the market mech-

anism, satisfies Pareto optimality. In this case, optimal capital allocation is market de-

termined and the financial liberalization policy recommended by the World Bank has 

rationality. 

However, if the assumed conditions are not satisfied, then an administrative resource 

allocation mechanism is justified. The Japanese Ingredient Approach to economic assistance 

policy, which contains the lessons derived from the Japanese experience, does make sense. 

The results of the Japanese "Ingredient Approach" depends on whether government can 
select appropriate target industries and design policy based credit lines that provide finan-

cial support to those industires in an optimal manner. So far, Japanese TSLS have been 

provided mainly to Asian countries with good economic performances and the Japanese "In-

gredient Approach" has achieved relatively successful results. The effectiveness of Japanese 

TSLS based on the "Ingredient Approach" will be tested in more severe circumstances when 

it is provided to countries with bad economic circumstances. 
The following conditions must be satisfied in order to qualify for the Japanese TSL: 

l) Macro economic stability of the TSL recepient country is an essential prerequisite 

for the successful Japanese development assistance. 

2) Economic development programs designed by borrowing countries should be 
feasibles and the selection of strategically targeted industries must be carefully examined. 

3) The causes of the shortage of fund supply to the targeted industries should be 

made clear. The TSL scheme must be designed to effectively remove the causes . 

4) Apex institutions should be closely monitored so that they satisfy operational efiici-

ency. 
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