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Abstract

This paper provides a brief explanation of the Japanese public credit guarantee system
and analyzes what role it played during the global financial crisis. The author
conducted a questionnaire survey of small and medium-sized enterprises (SMEs) in
Aichi Prefecture, the prefecture most seriously hit by the crisis, in collaboration with
the Aichi-ken Credit Guarantee Corporation. Using the survey, which provides valuable
information about the usage of the credit guarantee program, this paper finds that the
credit guarantee system was effective in protecting the economy from collapsing. The
system was so generous that now all SMEs want it to remain unchanged. However, as
the generous system brings heavy financial burdens on the government and, more
seriously, discourages firms and banks from improving their efficiencies, the author
insists that reforms, such as limiting the target and the guarantee coverage, are

inevitable.
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1. Introduction

After the collapse of the U.S.’s Lehman Brothers in the fall of 2008, the global
financial crisis began in the U.S. and European countries. Initially, people expected that
the negative impact on the Japanese economy would be marginal because Japanese
financial institutions, on average, had smaller exposures to U.S. subprime loan-related
securities than did U.S. and European banks, and mistrust of the soundness of the
financial institutions did not intensify among the general public in Japan.

However, people soon recognized that the Japanese economy was being seriously hit.
For example, the real economic growth rate of the fourth quarter of 2008 fell to -3.2%,
and the growth rate of the first quarter of 2009 was -4.0%. In spite of this economic
slump, it is notable that, unlike in the post-bubble financial crisis of the late 1990s, the
economic difficulties were not attributable to the financial system, and it was commonly
agreed that Japanese financial system did not encounter major problems.

The large decline due to the crisis in 2008 was not due to financial sectors but to real
economy sectors. That is, exports to Europe and the U.S. had dropped dramatically. As a

result, the negative effect was particularly noticeable regarding Aichi, where our



later-mentioned survey was conducted, because export-oriented industries such as
automobiles and machinery industries are the backbone of the Aichi economy. Before
the crisis, Aichi enjoyed rapid growth of exports and was regarded as the most vital
region in Japan. Expecting further demand growth in the near future, not only large
firms but also small and medium-sized enterprises (SMEs) had increased investment
just before the crisis occurred. Naturally, the sudden drop in demand was not expected
and, therefore, seriously affected the financing conditions of these firms.

Like other countries, the Japanese government employed various measures to deal
with the crisis. As the Organization for Economic Co-operation and Development (2013)
shows, 19 out of 23 OECD member countries introduced or strengthened credit
guarantee programs following the onset of the crisis. Japan was a typical example. At
the end of October 2008, the Japanese government introduced the large-scale new
guarantee program, called the Emergency Credit Guarantee Program (ECG program).
This program is one of the largest single credit guarantee programs in the OECD
countries, and Japan is the largest user of the credit guarantee system among the
OECD countries, followed by Korea (See Figure 1).

At a time when the Japanese economy was facing an economic crisis as a result of this
unprecedented crisis, the author conducted a questionnaire survey of SMEs in Aichi
Prefecture, which was the area most seriously hit by the crisis, in collaboration with the
Aichi Credit Guarantee Corporation. The purpose of the survey was to explore whether
the credit guarantee system effectively supported SMEs. In this paper, I will try to
explain what roles the public guarantee system played in helping SMEs avoid financing
difficulties during the crisis in Japan. For this purpose I use the questionnaire survey

just mentioned because the Aichi economy is regarded as a typical example of the



Japanese economy.

This paper consists of five sections. Following this introduction, a brief explanation of
Aichi Prefecture is provided in Section 2. In Section 3, I show the effects of the global
financial crisis on the Japanese economy. Section 4 overviews the Japanese credit
guarantee system. Then, based on our survey results, I analyze how the credit

guarantee system worked to tackle the crisis in Section 5. Section 6 concludes the paper.

Figure 1. Credit Guarantee Schemes worldwide: volume of outstanding guarantees in
portfolio, 2010.
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Motes: 1. For European countries, members of the European Association of Mutual Guarantee Societies, including mutual, public and
private-public schemes. 2. For Chile, Chinese Taipei, Japan and US the data refer to 2010.

(Source) OECD (2013).

2. The Aichi Economy

Aichi Prefecture is located in the center of Japan between Tokyo and Osaka. It takes



about 1 hour and 40 minutes to reach Aichi from Tokyo on the Shinkansen train. The
population of Aichi Prefecture is 7.4 million people as of 2010, which is about 5.8% of the
total Japanese population (See Figure 2).

Aichi is the most industrialized prefecture in Japan. Industrial products shipped from
Aichi in 2010 amounted to 38.2 trillion yen (or approximately 38 billion US dollars at
the current exchange rate). Regarding the quantity of industrial product shipments,
Aichi has been ranked number one since 1977. As the headquarters and main factories
of Toyota Motor Corporation are located in Aichi, Aichi’s transport equipment industry
is especially strong. Aichi’s share of transport equipment (e.g., automobiles) shipments
in Japan is more than 35%.

In addition to Toyota Motor, many leading industrial firms locate their headquarters
in Aichi, such as DENSO Corporation and Brother Industries (See Table 1). The total
number of firms listed with their head office in Aichi is the third largest in Japan,

behind Tokyo and Osaka.

Figure 2. Shares of Aichi Prefecture in Japan
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Table 1. Major Corporations in Aichi

Toyota Motor Corporation

DENSO Corporation

Central Japan Railway Company

Toyota Industries Corporation

Aisin Seiki

Makita Corporation

NGK Insulators, Ltd. (Nihon Gaishi)

Brother Industries, Ltd.

(Source) Toyo Keizai Inc., Japanese Companies Quarterly.

3. Impact of the Global Financial Crisis on Japanese SMEs

(1) Sudden Drop of Real Economic Activity

The damage to the Japanese economy due to the global financial crisis was
extraordinary. As shown in Figure 3, the real GDP growth rates were -3.2% for the
fourth quarter of 2008 and -4.0% for the first quarter of 2009. The Japanese government
and the Bank of Japan employed unprecedented measures to protect the Japanese
economy from falling into “the greatest crisis of the century”l. These measures included
expansionary fiscal policy, zero-interest-rate monetary policy, loosening banking
supervisory policy,2 and public capital injections to banks. One important measure was
the establishment of a new public loan guarantee program, which is the main topic of

this paper.

1 See Yamori, et al. (2013) for more details about various policies that the Japanese
government took.

2 For example, the definition of non-performing loans was revised. Now, many loans to
dubious borrowers were classified as performing loans if they could develop a reliable

recovery plan.



Figure 3. Real GDP Growth Rate

3
2
1 -
o)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

(Source) Cabinet Office, the Government of Japan.

(2) Number of Bankruptcies

It is natural to expect that these sharp declines in economic activity would lead to a
substantial increase in corporate bankruptcies. The number of corporate bankruptcies
nationwide is shown in Figure 4. Although the number increased by 1,500 in 2008 from
the previous year, it is considerably smaller than it was around 2001, when the figure
reached over 19,000. A similar situation was found regarding Aichi Prefecture (See
Figure 5). Measured in corporate bankruptcies, the effect of the global financial crisis
was not unprecedented.

A direct reason for this unexpected result is that firms could borrow new money and
obtain various support from financial institutions, including an exemption from the
interest rate payment, a grace period for payment of the interest, a grace period for
reimbursement of the principal, and a waiver of the claim. Therefore, in spite of the

sharp deterioration in business conditions, funding difficulties for average firms only



worsened moderately (See Figure 6). As will be mentioned later, the public loan

guarantee system significantly contributed to firms’ funding.

Figure 4. Number of Corporate Bankruptcies in Japan
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(Source) Tokyo Shoko Research.

Figure 5. Number of Corporate Bankruptcies in Aichi Prefecture
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Figure 6. Business Sentiments
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(Note) Results for all industries and all firms except the financial industry.

(Source) The Bank of Japan's quarterly short-term economic survey (Tankan).

4. Brief Sketch of the Japanese Public Credit Guarantee System around the
Crisis®

(1) Importance of the Public Credit Guarantee System in Japanese SME finance

Figure 2 is the overall picture of the Japanese credit guarantee system. When

financial institutions intend to extend loans to SMEs, SMEs are often asked by banks to
apply for credit guarantees from Credit Guarantee Corporations (CGCs). When the
CGCs agree to offer guarantees to the firms, bank loans are executed. In addition to
loan interest, firms pay guarantee fees to the CGCs through banks. When firms with
these guarantees go into bankruptcy, lender banks ask the CGCs to compensate them

for the losses. The Japanese government and local governments support the CGCs by

3 The explanation in this chapter relies on Japan Federation of Credit Guarantee

Corporations, Credit Guarantee System in Japan 20135.
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providing subsidies and contributions directly and insurance through the Japan
Finance Corporation.

The credit guarantee system is a system for small and medium-sized companies and
small businesses. Therefore, borrowers must meet size and industry criteria to use the
credit guarantee (See Table 2). For example, the size criteria for manufacturing
industries are either “300 million yen or less capital,” or “300 or fewer employees,” while
those for retailers are either “50 million yen or less capital,” or “50 or fewer employees.”

Currently, the outstanding guaranteed liabilities of all CGCs amount to
approximately 30 trillion yen. As shown in Figure 8, the liabilities grew rapidly in the
1990’s from 16 trillion yen at the end of FY 1989 (i.e., March 1990) to 43 trillion yen at
the end of FY 1999.

This remarkable growth was caused by a change in the Japanese government’'s SME
support policies. Public financial institutions such as National Life Finance Corporation,
which lend money directly to SMEs, used to be a major policy tool. However, public
finance reform was advanced, based on the idea of leaving what private firms can do to
them rather than to public institutions. Therefore, it was regarded as a good thing to
decrease direct financing by public financial institutions; the public guarantee scheme
seemed consistent with this idea because it supports private banks when they cannot
take the credit risks associated with financing SMEs by themselves. When Japan
suffered from the financial system crisis in the late 1990s, the government established
the Special Guarantee Program in 1998. The Special Guarantee Program contributed to
the large increase of outstanding liabilities in 1998.

According to the Japan Federation of Credit Guarantee Corporations, the utilization

ratio of guarantees is far higher than that of direct loans provided by Japan Finance
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Corporation (JFC), which was established with the merger of National Life Finance
Corporation and Small Business Finance Corporation and started operation in 2008,
and Shoko Chukin Bank (See Table 3). As of the end of March 2013, 1.5 million SMEs,

or 35.8% of all SMEs in Japan, had received credit guarantees.

Figure 7. Credit Guarantee System in Japan
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Table 2. Eligible SMEs and Micro-enterprises

INDUSTRY CAPITALIZATION NUMBER OF EMPLOYEES

Manufacturing, etc. Up to ¥300 million 300 or less
Wholesale Up to ¥100 million 100 or less
Retail Up to ¥ 50 million 50 orless
Services Up to ¥ 50 million 100 or less
Health care, etc. — 300 or less

(Source) CREDIT GUARANTEE SYSTEM IN JAPAN 2013

Figure 8. Outstanding Guaranteed Liabilities (trillion yen)
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(Note) The figure for FY 2013 is that at the end of February 2014.

Table 3. Number of Users (in thousands)

Japan Finance Corporation: Small Business Finance Accout 47
Japan Finance Corporation: National Life Finance Account 958
Shoko Chukin Bank 73
Credit Guarantee Corporations 1502
Total Number of Japanese SMEs 4201

(Source) Japan Federation of Credit Guarantee Corporations
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(2) Credit Guarantee System Reform before the Crisis

The historical development of the credit guarantee system in Japan is summarized in
Table 4. It had a landmark event in 2005, when the Japanese government decided to
reform the credit guarantee system. The old system had two distinct characters, such as

risk-unrelated fixed guarantee fees and a 100% guarantee.4

Table 4. Historical Development of the Japanese Credit Guarantee System

Dec. 1950 The Small and Medium-sized Enterprise Credit Insurance Act
ec.
enacted (Establishment of Credit Insurance System)

Aug. 1953 | The Credit Guarantee Corporation Law enacted

Jul. 1963 | Small and Medium-sized Enterprise Basic Act enacted

Oct. 1998 | Special Credit Guarantee Program established

Apr. 2006 | Guarantee Fee Rate that takes credit risk into account introduced

Oct. 2007 | Responsibility-sharing System implemented

Oct. 2008 | Emergency Credit Guarantee Program established

(Source) CREDIT GUARANTEE SYSTEM IN JAPAN 2013

(2-1) Risk-related Guarantee-fee Scheme

In 2006, a risk-related guarantee-fee scheme was introduced. Under the previous
risk-unrelated fixed-fee scheme, riskier borrowers enjoyed effectively cheap guarantees
and good borrowers hesitated to use expensive guarantees. Under the new scheme,
rates for fees were determined based on the financial position of the borrowers. There
are nine different guarantee fee rates from 0.45% to 1.90% (expressed as an annual
percentage of the value of the loan) for the responsibility-sharing system and from
0.50% to 2.20% for the non-responsibility-sharing system, as shown in Table 5.

There are still strong critics who contend that the fee rates do not sufficiently reflect

4 Another important reform was the introduction of the principal of not requiring

third-party guarantees.
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the risk differences; they maintain that riskier borrowers should pay higher fees based
on their real credit risks. However, the government successfully overcame political
difficulties created by the introduction of the new fee scheme due to the fact that many
small firms disliked it. This qualitative change of the government policy should be

evaluated as a first step toward the desired destination.

Table 5. Credit Guarantee Fee Rate Classification

[Credit Guarantee Fee Rate Classification] (Unis anmual sace %)

S N N N N N N A N

Credit guarantee fee rate under
190 1.75 155 135 1.15 1.00 0.80 0.60 0.45
Responsibility-sharing System

(Special Guarantee) (1.62) (1.49) (1.32) (1.15) (0.98) (0.85) (0.68) (0.51) (0.39)

Credit Guarantee fee rate except
220 200 18 160 135 1.10 090 0.70 0.50
Responsibility-sharing System

(Special Guarantee) (1.87) (1.70) (1.53) (1.36) (1.15) (0.94) (0.77) (0.60) (0.43)

“1 Bill discount revolving guarantee, Overdraft revolving guarantee and Business card loan revolving guarantee are
classified in the special guarantee

*2 Credit guarantee fee rates applied to credit guarantee systems employing special insurance, or those to which the
same credit guarantee fee rates are applied nationwide, etc. are determined separately.

(Source) CREDIT GUARANTEE SYSTEM IN JAPAN 2013

(2-2) Responsibility-Sharing System

In 2007, the so-called responsibility-sharing system was introduced. Before that,
financial institutions had no losses even when guaranteed borrowers failed to pay back;
all losses were absorbed by the Credit Guarantee Corporations (CGCs). Naturally,
financial institutions did not have enough incentives to screen for good borrowers,
monitor the borrowers carefully, and support troubled borrowers to revitalize their
business plans. Under the new system, financial institutions share some part of the loss

when borrowers default.
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Technically speaking, the responsibility-sharing system comprises two methods, the
partial guarantee method and the burden charge method, as depicted in Figure 9. For
example, under the partial guarantee method, the CGC guarantees 80% of each loan.

This means that 20% of losses are borne by the lender banks.

Figure 9. Responsibility-Sharing System

Partial Guarantee Method

Burden Charge Method

At time of guarantee At time of guarantee
04
80% ign" 100%
Guaranteed portion &t ;;:jzfd Guaranteed portion
At time of subrogated payment At time of subrogated payment
20%
80% Amiol{to sid 100% 20%
Amount of subrogated payment ‘b i ﬁu P.:‘l( Amount of subrogated payment Cont h nt,
made by CGC ¥ Hanc made by CGC antbition

institution

100% is paid in subrogation by the CGC
but the financial institution pays the CGC
a contribution of approximately 20% at

a later date.

80% is paid in subrogation by the CGC, and
the remaining 20% is paid by the financial
institution.

(Source) CREDIT GUARANTEE SYSTEM IN JAPAN 2013

(3) The Emergency Credit Guarantee Program

In response to the financial crisis, the Japanese government introduced various
measures in order to alleviate the massive adverse shocks to the economy. Among these
measures, the Japanese government introduced the Emergency Credit Guarantee
Program (ECG program) in 2008. This program is one of the largest single credit

guarantee programs in the OECD countries, with planned guarantees amounting to 36

16



trillion yen and actual guarantees amounting to 27 trillion yen.5 Owing to this new
program, approval amounts of new loan guarantees jumped in FY 2008 and 2009 (See
Figure 10).

As compared to the standard credit guarantee program, the ECG program has the
following institutional features. First, Credit Guarantee Corporations (CGCs) assume
all risks (i.e., 100% guarantees); thus, banks that extend ECG loans bear no credit risks.
Second, the maximum duration of an ECG loan is ten years, whereas that of a standard
credit guaranteed loan is seven years. Third, in contrast with the standard program,
where the premium varies from 0.45 to 1.9%, the premium for ECG loans is a fixed
percentage (0.75 to 0.80%) not dependent upon the creditworthiness of the borrowers.
To reduce the payment burden for risky borrowers, ECG guarantee premiums are lower
than the average premium charged to standard program users. Therefore, good
borrowers tend to use the standard program, while risky borrowers tend to use the ECG
program. Finally, while the risk weight of regular credit guaranteed loans under the
Basel II Capital Accord is 10%, the risk weight of the ECG loans is set to 0% in order to

facilitate the use of the ECG program by banks.

5 The program expired in March 2011. Ono, et al. (2011) analyze the ECG program.
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Figure 10. Approval Amounts of New Loan Guarantees
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(Source) National Federation of Credit Guarantee Corporations

5. SME Survey in Aichi Prefecture just after the Crisis
(1) Sample Firms

We set the following conditions for choosing sample firms. First, we included firms
that borrowed money using credit guarantees provided by the Aichi Credit Guarantee
Corporation from January 2009 to July 2009. Second, we included only corporations
located in Aichi Prefecture. Third, we included firms that reported their financial
statement for the fiscal year ending from January 2009 to July 2009. There were 12,070
firms that satisfied these conditions.

We sent a questionnaire to these 12,070 firms on September 14, 2009. By October 27,
we had received 4,885 responses, resulting in response rate of 40.2%.

Before reporting the survey results, we will provide an overview of our sample firms.

First, let us look at the number of employees. As shown in Table 6, 33.0% of the

18



companies employ five or less employees, 25.9% employ 6-10 people, 20.1% employ 11—
20 people, 14.1% employ 21-50 people, and only 7.1% employ 51 or more employees.
Small companies dominated in our sample, compared to other survey studies.

Second, to see how seriously the sample firms were hit by the crisis, we focused on the
change in sales from the previous year. The results are shown in Table 7. 69.9% of
respondents suffered decreased sales, while only 16.3% increased their sales.

As business conditions of firms deteriorated significantly after the crisis occurred, it
was natural for banks to re-evaluate the creditworthiness of customers and downgrade
their credit ratings. Therefore, we expected our sample firms to face financial
difficulties. We asked firms whether their main banks demanded to change several loan
conditions, such as interest rate, amount borowed, and collateral. The results are
summarized in Table 8.

As the crisis increased the riskiness of borrowers, we expected borrowing conditions
to become more severe. Unexpectedly, as shown in the table, borrowing conditions
generally changed favorably for borrowers. For example, 28.6% of respondents said they
could borrow more money, and 22.0% of them could borrow money with longer
maturities. Furthermore, 11.2% of firms said that their borrowing interest rates
decreased. As will be explained later, these unexpected results were mainly caused by

the credit guarantee programs.
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Table 6. Size of Respondents

Employees Capital (Million yen)

Number of Firms | Ratio Number of Firms | Ratio
Five or less 1597 | 33.0% | 10 or less 3438 | 71.0%
6-10 1254 | 25.9% | 10-30 1006 | 20.8%
11-20 972 | 20.1% | 30-50 245 5.1%
21-50 681 | 14.1% | 50-100 123 2.5%
51-100 227 4.7% | over 100 31 0.6%
101 or more 115 2.4%
Total 4846 | 100.0% | Total 4843 | 100.0%

Table 7. Changes in Sales from the Previous Year

Number of Firms | Ratio
Increased 753 | 16.3%
Unchanged 636 | 13.8%
Decreased 3222 | 69.9%
Total 4611 | 100%

Table 8. Changes in Borrowing Conditions

(DBorrowing Rate @Amount Borrowed | @Collateral
1. Rise 11.5% | 1. Decrease 8.6% | 1. Stricter 9.6%
2. Unchanged | 77.3% | 2. Unchanged | 62.8% | 2. Unchanged | 86.2%
3. Decreased | 11.2% | 3. Increased | 28.6% | 3. Relaxed 4.2%
Total 4612 | Total 4612 | Total 4598
@Screening (®Borrowing Period
1. Stricter 17.5% | 1. Shorter 4.2%
2. Unchanged | 78.1% | 2. Unchanged | 73.8%
3. Relaxed 4.4% | 3. Longer 22.0%
Total 4590 | Total 4586
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(2) Usage History of Credit Guaranteed Loans

We asked, “How long do you use the credit guarantee?” The result is summarized in Table 9.
Approximately 70% of respondents have used the guarantees for 10 years or longer. Only 10% of
them chose 2 years or shorter, meaning that a minority of current users likely obtained the guarantees
to deal with difficulties temporarily brought by the crisis. In other words, 90% of respondents used
the guarantees regardless of the occurrence of the global financial crisis. Many firms rely chronically

upon the credit guarantee system.

Table 9. Usage History of Credit Guarantees

Number of Firms | Ratio
10 years or longer 3203 | 67.7%
2-10 years 1015 | 21.4%
2 years or shorter 515 | 10.9%
Total 4733 | 100%

(3) Type of Credit Guarantee Programs That Are Used

As the Emergency Credit Guarantee Program (ECGP) was established in 2008, firms
could choose either the ECGP or the Standard Credit Guarantee Program (SCGP). Note
that all of our sample firms actually borrowed guaranteed loans after the ECGP started.
We asked firms about types of guarantee programs that they used. The result is shown
in Table 10.

Firms that used both the ECGP and the SCGP accounted for approximately half of
the sample. In addition, 20.6% of respondents used only the ECGP. Therefore,
approximately 70% of firms used the ECGP. This demonstrates that the ECGP played a

significant role in firms’ dealing with the crisis. However, it is notable that 19.0% of
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respondents still used only the SCGP. This is because the fees for the SCGP are cheaper

than those for the ECGP for creditworthy firms. As shown in Table 5, fee rates for firms

in classifications 8 and 9 are 0.60% and 0.45% respectively, which are far lower than the

fixed rates for the ECGP (G.e., 0.75%—0.80%). In summary, the ECGP helped relatively

weak firms to get funds with cheaper costs.

Table 10. Types of Credit Guarantee Programs Used

Number of Firms | Ratio
Emergency Credit Guarantee Program (ECGP) only 948 | 20.6%
Standard Credit Guarantee Program (SCGP) only 878 | 19.0%
Both ECGP and SCGP 2289 | 49.6%
Do not know either 498 | 10.8%
Total 4613 | 100%

(4) Ratio of Guaranteed Borrowing to Total Borrowing

We asked the ratio of the money borrowed with credit guarantees to the total amount

borrowed from financial institutions. As shown in Table 11, companies that answered

“80 percent or more” accounted for approximately half of the sample (45.4%). In

particular, smaller enterprises were more likely to have a higher guaranteed coverage

ratio. For example, more than 60% of firms with 5 or less employees had “80 percent or

more” guaranteed coverage. Small businesses tend to be heavily dependent on credit

guarantees.
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Table 11. Ratio of Guaranteed Borrowing

Whole Sample Number of Employees

Number of | Ratio 5or 51— 101 or

. 6-10 | 11-20 | 21-50

Firms less 100 more
80% or more 2127 | 45.4% | 60.3% | 48.1% | 41.4% | 29.2% | 13.5% | 6.4%
50%—80% 1277 | 27.3% | 21.5% | 29.5% | 34.2% | 30.4% | 26.1% | 8.2%
20%—50% 625 | 13.3% | 7.929% | 11.4% | 14.2% | 24.0% | 25.2% | 25.5%
0%—20% 370 | 7.9% | 4.0%| 3.7%| 5.9% | 11.8% | 31.5% | 53.6%
Do not know 285 | 6.1% | 792% | 7.3%| 4.4%| 45%| 3.6% | 6.4%
Total 4684 | 100% | 1538 | 1210| 931 667 222 110

(5) How to Deal with the Crisis

Table 12 shows how SMEs tackled the crisis. Some firms controlled spending that was
not urgent, including the postponement of capital investment, and decreased
expenditures by laying off employees. However, the table shows that the most important
measure was the use of guaranteed loans. Namely, most of the respondents (72.3%)
chose “(2) Expansion of credit guaranteed loans from financial institutions,” which was
far ahead of other measures. We can confirm that the credit guarantee system played a
crucial role for the survival of SMEs in the crisis. It is notable that 6.9% of the

respondents considered going out of business.
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Table 12. Measures Taken to Tackle the Crisis

Number
of Ratio
Firms

Expansion of unguaranteed borrowing from financial 473 10.2%
1) | institutions

Expansion of credit guaranteed loans from financial 3355 72.3%
2) | institutions
3) | Borrowing from new financial institutions 396 8.5%
4) | Changing the repayment terms of existing loans 876 18.9%
5) | Sale of assets 312 6.7%

Controlling spending that was not urgent, such as the 1283 27.6%
6) | postponement of capital investment
7) | Reduction of costs by laying off employees 959 20.7%
8) Requesting buyers to shorten the collection of 245 5.3%

accounts receivable

Requesting suppliers to defer the payment of accounts 226 4.9%
9) | payable

Study of business continuity, including going out of 322 6.9%
10) | business
11) | Did not take any special measures 513 11.1%

(6) Who Advised Firms to Use Recent Guaranteed Loans?

As Table 13 shows, 63.5% of respondents were advised to use guaranteed loans by
their main banks or other banks. This result suggests that it was the banks that needed
the guaranteed loans. Banks found that the creditworthiness of their customers

suddenly deteriorated, and they decided not to lend more to customers without the

public credit guarantees.

According to the relationship banking business model, banks are expected to support
customers with long-term relationships when the customers suffer from temporal
difficulties. However, this model does not work well under macroeconomic shocks
because all customers face difficulties at the same time. As banks cannot diversify risks,

risks that banks are forced to take in order to support customers will exceed the ability
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of the banks. This actually happened during the crisis. In summary, the Japanese bank

loan markets could not have functioned well without public support.

Table 13. Who Advised Firms to Use Guaranteed Loans?

Number of | Ratio
Firms
Myself 1236 | 31.1%
Main bank 2036 | 51.2%
Financial institutions other than the main bank 488 | 12.3%
Tax accountant 82| 2.1%
Chamber of Commerce and Industry (such as a management
instructor), trade association, firms in the same business, the 47 1.2%
parent company, and suppliers
Other 18| 0.5%
Cannot clearly say 70| 1.8%
Total 3977 | 100%

(7) Necessity of the Guaranteed Loans

We asked firms what they would have done if their application for guaranteed loans
had been refused. Note that all respondents successfully borrowed money with public
guarantees after the global financial crisis occurred. Therefore, this is a hypothetical
question.

Table 14 shows the results regarding this question. Only 16.3% of respondents said
“There was no trouble, especially.” That means that the remaining 83.7% of firms would
have faced some troubles if their applications for guaranteed loans had been rejected.

Approximately 60% of respondents chose “applying for loans without guarantees,”
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either to financial institutions whose loans the CGC refused to guarantee (39.7%) or to
other financial institutions (19.3%). In addition, “I would review the filings with the
CGC and, once again, carry out an application for credit guarantee” and “I would apply
for loans to government-affiliated financial institutions” also have relatively high
selection ratios. The fact that the number of firms that chose these four choices was very
high confirms that there was a strong need for funds during the crisis.

Furthermore, it is notable that the rate of potentially going out of business was high.
More than 10% of firms chose “I would give up continuation of the business.”
Considering the firms that used the Emergency Credit Guarantee Program (ECGP), the
ratio further rises to 12.0%. Comparing the ratio of 7.3% for the Standard Credit
Guarantee Program (SCGP), the ECGP had the larger effect for keeping firms doing
business because weaker firms could get guaranteed with cheaper fees under the ECGP.

Assuming that the potential rate of going out of business was 10.5%, the Aichi-ken
Credit Guarantee Corporation (ACGC), which approved 57,689 applications from
November 2008 to July 2009, prevented approximately 6,000 firms from going out of
business. In other words, as the average number of employees at our sample firms was
15.1, the ACGC secured jobs for 88,000 people. At the time, there were 209,000
unemployed people in Aichi Prefecture. If the ACGC had not provided the guarantees,

the number of unemployed would be 1.5 times higher than the actual figures.
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Table 14. What Would the Firms Have Done if Their Application for Guaranteed Loans
Had Been Rejected? (Multiple Choices)

Whole

ECGP | SCGP
sample

I would apply to financial institutions whose loans the CGC
refused to guarantee for loans without guarantees | 39.7% | 41.9% | 36.8%

(including a rollover of existing debts).

I would apply to financial institutions other than whose
loans the CGC refused to guarantee for loans without | 19.3% | 21.4% | 18.0%

guarantees (including a rollover of existing debts).

I would review the filings with the CGC and, once again,
24.2% | 25.5% | 21.3%

carry out an application for credit guarantee.

I would apply for loans to government-affiliated financial
27.5% | 30.4% | 24.9%

institutions.

I would apply for deferment of payment to suppliers. 7.4% 7.9% | 6.3%

I would postpone or withdraw the projects (such as capital
8.5% 7.6% | 9.7%

investments).

I would conduct a significant restructuring and sale of
9.1% | 10.7% | 7.0%

important assets.

I would give up continuation of the business. 10.5% | 12.0% | 7.3%
There was no trouble, especially. 16.3% | 12.2% | 22.0%
Total (Number of Firms) 4592 2711 | 1209

(8) Future Usage of Credit Guarantees

As the results above demonstrate, the credit guarantees supported SMEs effectively
during the financial crisis. It is also interesting to know whether firms plan to use it
during a normal period. Furthermore, if SMEs say that they want to use the credit
guarantees in the future, it is important to understand the reasons why they would do
S0.

The responses are summarized in Table 15. Only 2.0% of respondents answered, “I do
not want to use it.” Almost half of respondents (47.4%) chose “I want to use it because I
can borrow without collateral.” Assuming that the first three choices, i.e., “I want to use
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it because I can borrow at a fixed interest rate,” “I want to use it because I can borrow
without collateral,” and “I want to use it because there are positive reasons other than
those mentioned above,” are classified as positive reasons, most firms will positively use
the credit guarantees. Therefore, the results suggest that many SMEs expect that the
public credit guarantee system will continue to play an important role for them to get

funds in the future.

Table 15. Whether Firms Will Use the Credit Guarantees and Why They Do So

Number of
Firms Ratio
I want to use it because I can borrow at a fixed interest rate. 699 | 17.6%
I want to use it because I can borrow without collateral. 1879 | 47.4%
I want to use it because there are positive reasons other than 240 | 6.1%
those mentioned above.
I will use it because financial institutions extended only
734 | 18.5%
guaranteed loans to me.
I do not want to use it. 81| 2.0%
I do not know. 332 | 8.4%
Total 3965 | 100%

(9) SMEs’ General Opinions on the Reform of the Credit Guarantee System

As explained in Section 3, the Japanese government started reforming the credit

guarantee system in the middle of the 2000s, while the global financial crisis forced the
government to introduce the Emergency Credit Guarantee Program, which was
inconsistent with the reform. Fortunately, the ECGP and other various measures that
the government took prevented the crisis from destroying the economy. Judging that the

economy had returned to normal, the government decided to let the ECGP expire in
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March 2011. Now, as the economic circumstances are stable, it is an appropriate time to
reconsider the future of the credit guarantee system.

We asked firms how they felt about the five statements listed in Table 16. Almost all
firms agree with the statement, “The credit guarantee system is important for the
support of small and medium-sized enterprises.” Also, the fifth statement, “The
guaranteed amount should be expanded” also has gained a lot of supports from SMEs.
Therefore, many SMEs expect the credit guarantee system to continue to play an
important role in supporting SMEs in Japan.6

The second through fourth statements are related to the targets that the credit
guarantee system should support. I think that the credit guarantee system should make
clear whom they want to support, and that reasonable targets should be firms that have
high potential for growth and firms that suffer from temporary negative shocks.
However, the majority of SMEs disagree with these statements. Also, most firms dislike
the idea that the credit guarantee system should support only small firms; thus, they
reveal their preference for supporting wider coverage of guarantees.

I strongly doubt the sustainability of the current public guarantee system and expect
that the constraints due to the government’s financial resources will become strict,
resulting in a significant reduction of the coverage of the credit guarantee programs.

Although detailed information is limited, Okada (2013) tried to consolidate the
financial statements of all 52 Credit Guarantee Corporations (CGCs) (See Table 17).
The net balances of the CGCs were in the black and, at first glance, seemed financially

sound. By scrutinizing Table 17, however, we recognize a different fact. The CGCs paid

6 As our sample firms are users of the credit guarantee loans, it is natural that the

support for the credit guarantee is high.

29



146 billion yen to the Japan Finance Corporation (JFC) as credit insurance premiums,
while they received 660 billion yen from the JFC as insurance proceeds. CGCs received
insurance proceeds that were 4.5 times larger than the insurance premiums they paid.
The difference between the insurance premiums and insurance proceeds, in addition to
subsidiaries and loss compensations provided by both national and local governments
(approximately 83 billion yen, according to Table 17), keeps the CGCs afloat. In turn,
the JFC shoulders the burdens caused by the insurance deficits. Actually, as shown in
Table 18, the JFC’s deficits in the insurance business amounted to 567.9 billion yen for
FY 2009 and have remained very large since then. These deficits are made up for by
compensations and contributions from the government. Therefore, whether the current
guarantee system can remain unchanged fundamentally depends on whether the
government can continue to provide such huge financial supports to the JFC.
Long-term debt outstanding of local and central governments amounts to 1010 trillion
yen, or two times larger than Japan’s Gross Domestic Product at the end of FY 2014.
Unfortunately, the ratio is extremely high among major nations, and the Japanese
government is known for its fragile financial positions (See Figure 11). Therefore, the
Japanese government, with its high dependency on borrowing, has officially announced
its intention to achieve a surplus in the primary balance.” Therefore, it is difficult for
the government to continue contributing such huge burdens to the credit guarantees.
Once again, I maintain that we must specify who are the main targets that the credit
guarantee system intends to help. Unfortunately, as the credit guarantee system

worked very successfully during the crisis and many SMEs actually enjoyed the benefits

7 “Large-boned Policy” or Honebuto-no-Houshin, decided and released by the Abe
cabinet on June 14, 2013, mentions that the primary balance of the central and local

governments should be recovered by FY 2020.
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from the generous guarantees, I admit that reform will be hard, as some SMEs will lose
the vested benefits. We must make an effort to reach consensus regarding the main

targets.

Table 16. Opinions on the Future of the Credit Guarantee System

Strongly Weakly | Weakly . Number
Agree . Disagree .
agree agree disagree of firms

The credit guarantee 66.6% | 27.9% 4.4% 0.9% 0.3% 4624
system 1s important
for the support of
small and
medium-sized
enterprises.

The target should be 3.5% | 16.4% 24.3% 31.6% 24.2% 4460
limited to companies
whose growth can be
expected.

The target should be 5.5% | 19.2% 23.9% 30.8% 20.6% 4450
limited to companies
whose  management
has deteriorated
temporarily.

The target should be 2.0% | 10.5% 18.9% 38.2% 30.4% 4426
limited to small firms.

The guaranteed 29.5% | 30.2% 24.2% 10.9% 5.2% 4485
amount should be

expanded.
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Table 17. Revenue and Expenditure of 52 Credit Guarantee Corporations (FY 2011)

(million yens)

Current Revenue 426,681
Guarantee Fee Received 335,031
Subsidy 7,727

Current Expenditure 234,550
Operating Costs 87,417
Credit Insurance Fee Paid to the JFEC 146,490

Current Balances 192,130

Non-recurring Revenue 110,611
Insurance Proceeds Received from the JFC 660,119
Loss Compensations Paid by Local Governments 75,461

Non-recurring Expenditure 1,179,938

Non-recurring Balances 73,838

Net Balances 131,064

(Note) “Net Balances” is the sum of “Current Balances,” “Non-recurring Balances,” and

the reversal of various funds.

(Source) Okada (2013)

Table 18. JFC’s Credit Insurance Business (billion yen)

FY 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004

Insurance Balance -188.3 | -209.3 | -510.4 | -579.6 | -604.8 | -432.4 | -256

Government Contributions 329.8 | 336.5| 598.8 | 169.8 | 403.8 972 | 364.8
2005 2006 2007 2008 2009 2010 2011 2012
-167.6 -172.2 -149.4 -459.6 -567.9 -436 -397.9 -349.4
90.2 91.5 253.1 774.8 2051.6 601.3 1040.9 243.6

(Source) Okada (2013) and the JFC annual report 2013.
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Figure 11. General Government Net Debt (International Comparison)
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(Source) Ministry of Finance, Japanese Government, Japan's Fiscal Condition as of

December 2013. https://www.mof.go.jp/english/budget/budget/fy2014/02.pdf

(20) Is Debt-free Management Ideal?

Finally, although apart from the main topic of this paper, I would like to report the
difference in views on debt between Japanese and Korean firms. It is well known that
firms in Aichi Prefecture tend to be less dependent on borrowing. It is called “debt-free
management,” or Musyakin-keiei in Japanese. Firms with low or zero leverage are
resistant to recession. However, firms that hesitate to borrow funds may miss good
opportunities. I have sent a similar questionnaire about the attitude toward borrowing
to firms in various areas, not only in Japan but also in Korea.

Table 19 summarizes the results of the current (i.e., the 2009 Aichi survey) as well as
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previous surveys. Three surveys sent to Japanese firms obtained similar results.

Approximately 90% of respondents supported debt-free management. In this sense,

Aichi is not unique in Japan. Interestingly, the ratio for Daegu firms is significantly

lower than that for Japanese firms. While it may reflect the difference in corporate

maturity and bank loan markets between Japan and Korea, further study is needed to

understand the difference.

Table 19. Is Debt-free Management Ideal?

Kansai Survey

Daegu Survey

Aichi Survey 2009 | Aichi Survey 2004
2005 2007
Number Number | Ratio Number | Ratio Number | Ratio
of of of of
Firms Ratio | Firms Firms Firms
Strongly 1272 28.7%
185 27.5% 538 28.6% 33 12.9%
Agree
Agree 2615 59.1% 412 61.2% 1129 60.1% 162 63.5%
Do Not 442 10.0%
65 9.7% 186 9.9% 51 20.0%
Agree
Do Not 99 2.2%
Agree At 11 1.6% 25 1.3% 9 3.5%
All
Total 4428 | 100.0% 673 | 100.0% 1878 | 100.0% 255 100.0%

6. Concluding Remarks

In this paper, using the results of a questionnaire survey conducted in September

2009 among companies that borrowed guaranteed loans from financial institutions in

Aichi Prefecture after the global financial crisis occurred, we analyzed how the
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Japanese credit guarantee system functioned to contain the negative impact of the
global financial crisis.

This study shows the following. The performance of small and medium-sized
enterprises in Aichi Prefecture deteriorated rapidly during the crisis, and many
companies were forced to borrow necessary working capital. As the creditworthiness of
these firms worsened and banks likely hesitated to extend loans, firms were expected to
face serious financial difficulties. However, the reality was not what was expected.
Many companies could increase their borrowing with favorable conditions, including
lower interest rates and longer periods for repayment. Why could Japanese banks offer
such supportive loans during the crisis? Did they take risks recklessly or
philanthropically? The answer is, of course, no. The banks actually did not take risks
but transferred risks to credit guarantee corporations. In turn, the credit guarantee
corporations were supported by the favorable credit insurance provided by the
government-owned Japan Financial Corporation. In summary, it was the government
that took risks by utilizing and expanding the public credit guarantee system.
Particularly, the Emergency Credit Guarantee Program that was launched in October
2008 was a very effective measure. Under the ECGP’s offering guarantees with fees not
related to borrowers’ riskiness, weak firms received guaranteed loans with favorable
guarantee fee rates.

These results demonstrate that the credit guarantee system effectively protected the
economy, and many SMEs enjoyed the benefits of the credit guarantee system.
Therefore, most SMEs support not the reduction of the credit guarantee system but
further enhancement of it. However, the ECGP was inconsistent with the reform policy

that the government had pursued before the crisis in two respects: the ECGP offered
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100% guarantees to banks, and it charged firms fixed fee rates that were not dependent
on the riskiness of the firms.

Our study shows that the ECGP and other guarantee programs have been so
successful that most SMEs demand that the current system remain unchanged. It
seems likely that banks also will have no incentive to push the current system to change.
Generous guarantees likely helped firms that had fundamental difficulties but did not
conduct serious restructurings, so-called “Zombie” firms, to remain alive. The existence
of Zombies decreases the efficiency of the economy.

I understand that the government was forced to postpone the reform during the crisis,
but now I would like to assert that the credit guarantee system should change in
accordance with the economic situation. As the economy has now recovered from the
crisis, it is a good time to restart the reform. Many observers admit that the current
credit guarantee system is kept afloat by huge subsidies and contributions from the
central and local governments, but the fragile financial positions of the governments
suggest these supports surely are not sustainable. We must hurry to build a credit
guarantee system that limit appropriate targets, and encourages firms and banks to

make an effort to increase efficiency and competiveness.
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