Bank- and Market-oriented Financial Systems:
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Bert ScHOLTENS

1. Introduction

The debt crisis of the developing countties together with the
fast-growing Southeast Asian economies, the transition of former
centrally planned economies and European economic integration, all
have contributed to renewed interest in financial system architecture.
Furthermore, in the US, there has been generic discussion concerning
the difference between universal banking and banking in line with the
Glass-Steagall Act. One generally hopes for or expects a boost from a
well-developed financial system for investment and economic growth
because the financial sectot performs three basic functions within the
economy: 1) to obtain financial resources by offering savings and
investment products; 2) to allocate resources; 3)to provide a pay-
ments and cleating mechanism. There are various ways in which the
financial sector may perform these functions, Many distinguish be-
tween financial systems with a dominant role for banks and those
with a dominant role for financial markets, and assume this is of great
importance for economic development,! But is this distinction fact or
fiction? Can countries be classified as belonging to either one of these
two systems? Our answers are in the negative. Section 2 analyzes why
the distinction might matter as it investigates how bank and mar-
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ket finance affect economic development. Furthermore, we develop a
framework to analyzé the financial system. In Section 3, comparative
analysis of Germany, Japan, the UK and the US aims at revealing
whethet or not there actually are fundamental differences between
the financial systems of these countries. These countries are chosen as
they are frequently tegarded as the archetypal bank-oriented (Ger-
many, Japan) and market-oriented (UK, US} financial systems. The

conclusion is in Section 4.

2. Direct and indirect finance

The problems resulting from the separation between ownership
and control are the subject of intense study.? A distinction must be
made between debt versus equity finance and bank vetsus market
finance, The first distinction focuses on products (different types of
securities), the second on institutions (different types of intermedi-
aries). All too easily, bank finance is associated with debt, and market
finance with equity. In a large number of countries, stock markets are
dominated by banks and the issue of stock generally depends just as
much on banks as does credit extension. Bonds also have more in
common with stocks than with loans (Stiglitz 1991). The remainder of
this paper focuses on bank and market finance. Bank or indirect
finance is the intermediation between surplus and deficit spending
households. The financial intermediary is permanently in a position
between the ultimate borrower and the ultimate lender. The inter-
mediary issues (contingent} claims on himself and sells these to the
borrower. At the same time, it holds (contingent) claims on lenders in
return for {access to) funds. In matket or direct finance, the financial
intermediary only very btiefly takes a position between borrower and

lender. The claims issued by the deficit spending unit are bought by
the ultimate borrowers. The financial intermediary brings together
supply and demand for these claims and passes through or under-
wiites the securities. With bank finance, the intermediaty acts as a
delegated monitor. This is an efficient solution to free riding pro-

-2 The seminal paper is by Jensen and Meckling (1976). A recent overview is Hart
(1995).
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development; financial systems actually éliflfgr, ]?(E:hlgléghe;; c'i\rc1 oy

: d in their performance (sce Go .sm}t : ;
j’tl:lztl?:r complication is that in most countn? ml\;es{)me[r{lts a;uran 1;1&1;1?

i : i ither by banks of )
financed internally, and external finance, € y ban : 1,
mr;?ch up only a relatively small parii oJf tfllg ovelallé ;r;a;n%tﬁgenof ::n

nson . ,
vestments (Mayer 1988, Corbett and Jen 1> hem, <o

i ; d judge to decree which type o :
practice be regarded as a goo 1 hich type of Fate
i i i a clearcut criteriofl to
is supetior? The question supposcs : e b e arer

etiotity but, in my opinion, these is no ‘ ;
Sltgsonal znd in’ternational welfare compatisons are notoriously tlitclléﬂ
gnd the supetiority of some type of ﬁnaerice partlcula‘rly rfalsgisett(}yl es.r h
y nt guestion Is

a welfare comparison. A much more releva 3 oo
i i 1y do differ as much as sugg .

not the actual financial systems rea s e o

1o answer this question by comparing » Japs
?}f: gllguaxtlrg the US. The first two are generally rzgarded ;s tégl;;l
i finance, frequently refersed to as the -
representatives of bank X uy refenec e
ystem

nental Eutopean and Japanese tybe O : calter

US are seen as the prototypes Ot
CE]), whereas the UK and the . -
magket-oriented financial system {the Anglo-Saxon type of financia
stem, hereafter AS). N
M F;:ankel and Montgomery (1991, pp. 257-59), Stellgimgg) zgd
Huveneers (1994, pp. 274-75), Allen and_Gale‘(1995, pp- 184- g) and
Davis (1995, pp. 23-28), all provide various ‘chatacteristics }(i i
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stylized facts about bank- and matket-oriented systems:

1) banks have a much more dominant role in corporate
finance in CEJ countries.

3 Corbett and Jenkinson (1994) find the following figures for internal and external

i indi tal net
net sources of finance during 1970-1989 (figures indicate percentagé of tota
sources):

T
Germany
.
Internal 80.6
External 19.4
— of which bank finance 11.0
— of which new equity 0.9
.
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2) Banks in AS countries only lend short term, whereas those
in CE]J countries lend both short and long term.

3) In AS countries, there is considerable competition and
interaction between banks and financial markets, whereas there is
little competition in CEJ countiies,

4) The securities matkets and institutional investors in CEJ

countries are underdeveloped, with a low level of reliance by firms on
market finance.

5) CEJ countries’ futures and options markets are illiquid, in
contrast to those in AS countties.

6) In CEJ countries, corporate govetnance is enacted through
long-term relationships and debt and equity holdings are usually
combined. In AS, relations are less well cemented.,

7) The level of indebtedness for companies is much higher in
CEJ than in AS countties.

From the discussion and from the seven points set out above,
four factors appear to distinguish bank- and market-oriented finance:
financial markets, financial institutions, private finance, and financial
regulation. The basic differences between bank- (CEJ countries) and
market-oriented systems (AS countries) are as follows: in AS coun-
tries, financial markets are well developed and the financial industry
is subject to ficrce competition. Institutional investors make up an
important part of the financial system, whereas in CEJ countries,
banks dominate the picture, Equity finance is important in AS coun-
tries, and corporate control is enacted through stock, In CEJ
countries, bank finance is prominent and corporate control is enacted
through ‘voice’ (long-term relations, representation in corporate
boards, etc.). Financial regulation is much more liberal in AS
countries, where trust in the market mechanism prevails.

Given that only a small part of investments is actually financed
through external means, why should one bother about the structure
of the financial system? The answer is that there appears to be a
symbiotic relationship between finance and growth, as there is a
significant and, positive association between financial and economic
development (Goldsmith 1969, King and Levine 1993a, 1993b and
1993¢, Demirgiic-Kunt and Levine 1996), but the causality between
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the two is not clearcut (see e.g. Sussman 1995). Futthermore, how can
a bank- or a market-oriented financial system be of importance for
economic development? The theory of financial intermediation and
modern growth theory in tandem offer various arguments for why
financial matkets and/or banks might spur economic growth, We
shall briefly outline them here,*

For financial matkets, the most important transmission channel
is their creation of liquidity. Liquid financial markets reduce invest-
ment risk and open up opportunities for diversification by investors.
This is accompanied by enhanced access to firm finance. Financial
-markets stimulate information acquisition and help improve corporate
governance by allowing for takeovers. A counteratgument is that
increased liquidity might encourage myopia with investors, which
weakens their commitment and reduces their incentives to exett
corporate conirol, In contrast, establishing long-term relationships is
regarded as the comparative advantage of bank finance, As such,
banks acquire information and exert corporate control. By providing
indirect finance they enable savers to divetsify risk while offering
liquidity. The development of the real sector reduces the premium
attached to external finance, basically through changes in borrower
net worth and financial efficiency. This, in turn, stimulates further
development (Sussman 1995). Increasing retutns to scale in financial
production and external effects of finance on (expected) profitability
are crucial. As a result, financial development may affect the real
sector through the intermediation of savings towards investments, as
it improves the allocation of capital and affects the savings rate
{(Pagano 1993). Thus, the financial system develops in order to take
care of agency and information problems, but it cannot solve them
completely. It provides incentives to optimize the efforts by the
manager/entreprencut, the investment ratio and the cost of capital.
Four factors make up the structure of the financial system; financial
markets, financial institutions, private finance, financial regulation.
Financial markets provide liquidity and offer the oppottunity to
diversify risk. Financial institutions provide liquidity and diversifi-

cation oppottunities to savers and supply credit to firms. These tasks
can be split up, allowing for specialized financial intermediaries.
Private finance is a crucial link with the real sector, Financial markets
and institutions offer opportunities to finance investment and to exert

* Recent reviews ate by Berthélemy and Varoudakis (1996) and Galetovic (1996).
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Germany. As to the bond markets, the largest number of listings is in
Germany, mainly of private institutions. In the UK, foreign listings
are important (especially eurobonds), Matket value of the bonds in
relation to GDP is highest in Germany and lags somewhat in the US,
Derivative trading has developed most in the UK, apatt from
exchange traded interest rate contracts, Here, Japan takes the lead.

From Table 1, we can detive no single occasion where the four
countries fit into the traditional pattern of the bank wvis-¢-vis the
matket-otiented financial system. The financial matkets in general
appeat to be most liquid in the UK and Japan, In the US, the stock
market is highly developed, whereas in Germany it is the bond
matkets that show major development. The US bond and German
equity and derivatives markets lag somewhat behind, Note that there
is a substantial contrast in the development of the German bond and
equity market (see also Kregel 1992), All countries offer substantial
diversification opportunities, though the ‘mix’ differs. Therefore,
there is no empirical basis for ‘fact’ 4 in Section 2 on the under-
development of financial markets in CEJ countries. Stylized fact 5 on
illiquid derivatives markets in CEJ countries is also contradicted by
the evidence in Table 1.

3.2, Financial institutions

Like financial markets, financial institutions offer liquidity and
diversification opportunities (Levine 1993). Futthermore, they may
exert control over the business sector, For example in the UK
domestic financial institutions own more than 60% of the shares; in
Germany and the US they own half this number (see Subsection 3.4}.
In the US and the UK pension funds are by far the largest shatre-
holders among financial intermediaries, while in Germany and Japan
it is the banks and insurance companies that have this role, We first
investigate the composition of the financial sector and then turn to
the structure of bank ctedit.

Table 2 gives the composition of the financial sector by the
distribution of financial assets along the main types of financial
intermediaries, i.e. banks, life and non-life insutance companies,
investment funds and pension funds, In Germany and Japan, banks
dominate the financial landscape, whereas in the UK and the US
banks face competition for funds with institutional investors. Thus,
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TasLe {
FINANCIAL MARKETS IN 1995
Germany Japan® UK sk
Financial market pleces 8 8 3
8
Stocks
Number of firms listed 1622 3013 2502 8432
~ of which foreign 944 77 531
Market capitalization ($ bn) 577 3667 1347 o
Market capiralization® 24 86 107 o
Trade in shares (§ bn) 594 1146 1153 5661
~ of which foreigis (§ b 14 i 627 o
Turnover ratip? 103 31 86 e
Matket concentration® 67 51 72 .
58
Bonds and debentures
Number of listings 22280 2361 6954 2170
- of whick foreign 1034 104 3260 201
- of which public sector 1573 247 184 X
Market value ($ bn) 2181 3887 998 e
Matket valuef 90 82 85 e
35
Detivatives
Foreign exchange — OTC 45 112 292
Interest rates - OTC 11 26 59 o
Forelgn exchange exchange ‘ 2
traded . 0 0 9
In}erest rates — exchange traded 36 451 238 I9f

* Osaka, Tokyo.

® Amex, Chicaga, N,
3 go, Nasdaq, NYSE for stocks and N
;As ey Nesleq, NYSE nd Nasdzq and NYSE for bonds,
Volume of shares traded divided by market capitalization, :

¢ Percentage share of the five 1
¢ Per argest funds in toral mark i i
Daily average tutnover in $ bo, April 1995, Freet espltalztion.

5 - i ;
ofrces: Bank for International Scttlements, Press Communlqué 18th Decermber 1995, Bank for International

Settlements, Cestral Bank Suro .
i ey of Deripatives M, s Ta gt N
de Valeurs, Ammneal Report and Statistics 1995." arkel Activity; Fédératdon Internationale des Bourses

e
Z:fic: 2 C(;IIlﬁlmS .fact’ 4 on weak institutional investors in CEJ
ntries. Liowevet, a closer look reveals that life insurance com-
%alsmes have a bigger stake in total financial assets in Japan than in the
. The key difference is in the financial assets with the pension

funds vis-a-vis those with banks (banks’ off-balance sheet items only
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TasLe 2

COMPOSITION OF THE ASSETS OF THE FINANCIAL SECTOR OVER THE VARIOUS
TYPES OF FINANCIAL INSTITUTIONS

{1993; as a percentage of total financial assets of the financial sector}

Germany Japan UK Us
Pension funds 1 2 27 30
Life insurance companies 9 17 24 13
Other insurance companies 5 2 4 5
Investment funds 5 17
Banks 80 73 40 33

Sorirces: IMF, International Capital Markers, 1995, p. 166; IMF, International Fimancial Statistics Yearbook,
1995,

partially offset the picture). Here, institutional differences are decis-
ive, The functional reach of banks in Japan, the UK and the US is
much more limited than that of the German banks (see Subsection
3.4). As a result, the banking landscape and the potential for compe-
tition differ widely. For example, Germany harbors a vety wide range
of vatious types of banks and the commercial banks own just a small
part of total assets.” In the US, the commercial banks own two thirds
of the bank assets. Bank competition — as measured by concentration
ratios - is highest in the US and lowest in the UK, -

German and Japanese bank concentrations are closer to that in
the US than to the UK figures.® This violates stylized fact 3 on
competition among financial institutions.

As to pension funds in the UK and the US, private pension
schemes are common, They are accompanied by a government pen-
sion, incorporated in the social security system, and by individual
pensions provisioning (sec Kidwell, Peterson and Blackwell 1993 and

7 E.g. Germany's three largest banks in 1994 owned 9% of overall bank assets.
Commercial banks owned 24% (soutce: Deutsche Bundesbank, Annnal Report 1996).
¢ The assets of the top five {top ten) banks as a percentage of all banks in our four

countries in 1993 are as follows.

Germany Japan UK us
cs 17 27 57 13
cie 28 T4 78 21

Source: Bank for Intetnational Settlements, Awwnal Report 1996,
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Plesse: Peasnell and Ward 1995). In Japan, provisioning for pensions
Is an individual responsibility, though there is a small government
pension funded on a pay-as-you-go basis (Ito 1992). Furthetmore
nearly every wprker recefves severance payment upon retirementj
Corpotate pensions are rarc. Average workers usually participate in
corporate pension plans and receive annuities, rather than one-time
payments, after retiring. Pension funds constitute g significant portion
of the Japanese trust banks’ total Habilities, In Germany, private
pension provisioning through independent pension funds ’is in its
1nfanc.y. The German pension system has three components (Edwards
and Fischer 1994). Fitst — and foremost - is the state pension, funded
on a pay-as-you-go basis. The second component involves l,)ersonal
provision of pensions through saving in the form of contributions to
pension fun_ds and life insurance companies. The third component is
the enterprise pension scheme, which allows for various types of
schen}es. Widespread is direct commitment by a fitm to its workers:
th'e 'ﬁrm makes pension provisions by investing its contributions
“"Ithln the enterprise itself, Pension payments are financed by pro-
visioning in the firm’s balance sheet with the result that the com-
panies have huge internal pension reserves, '
. 'I:able 3 highlights the main characteristics of private credit. The
main item is total credit as a ratio of GDP. This ratio is highest in
Japan. Credit to consumers is highest in the UK and the US, doubling
that of Japan. Securitized credit in the UK and the US is threefold
that in Germany and double that in Japan, These last two items are
tl}e' only ones which distinguish the four countries along the tra-
ditional dichotomy of bank and market-otiented financial systems.

" Non-bank financial intermediation is highest in the US and Japan,

Short-term credit prevails in the UK and Japan, where it makes up
about 30% of total credit; twice as much as in the US and Germany.
Adjustable rate credit is available in the UK much more than any-
where else. The US and Germany show little flexibility in this respect.
Remarkable is the difference between the flexibility of household
f:redit and that of business credit. As to the former, flexibility is small
in Japan and very large in the UK (especially due to adjustable rate
mortgages). With credit to the business sector, the differences are
much smaller. Again, it is highest in the UK, but Japan follows
closely. As an.indicator of collateralization, the share of loans backed
by real estate is taken. In the US, it is double that of the number
elsewhere, From Table 3, we conclude that the structure of credit
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tor differs significantly among the four countries.

to the private sec
his along the stylized

However, only in two cases out of ten is t
demarcation line.

Tasre 3

THE STRUCTURE OF CREDIT TG THE NON-GOVERNMENT SECTOR IN 1993

ﬂi — Germany ‘ Japan

Total credit (% GDF) 125 202 117 114
Share of credit to houscholds 38 28 54 53
Share of secutities in
total credit 6 10 19 20
Share of other financial
intermediaries” loans and securities
in total credit 10 42 6 40
Share of other financial
intermediaries’ loans in total loans 11 46 8 50
Share of shost-term credit in total
credit 16 30 31 15
Share of adjustable rate credit related
to short-term rates (< 1 year) in total
credit 23 35 73 20
Shate of that adjustable rate credit
in total credit to households 30 3 90 25
Share of adjustable rate credit in total
credit to businesses 19 38 48 15
Share of bank loans backed
by teal estate collateral in
total lending 30 28 32 36

* UK includes building societies.
Sowrce: Botio {1996, pp. 79-103).

The role of financial institutions clearly differs in the four
countries. This primarily cesults from differences in the provisioning
of old-age requirements as well as from the scope of banking activities
and the structute of the banking sector. There is no empirical basis
for stylized facts 2 and 3 (shott-term lending and more competition
respectively prevailing in AS). Pension funds are undetrdeveloped in
CEJ countries (‘fact’ 4). However, the insurance business is certainly

not.
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3.3, Private finance

- The influence of the financial system on the economy has b
att'nbuted to how the cotporate sector is funded and tc): haS e}exn
private sector allocates its resoutces, Table 4 reveals that t :);i] an.
Ig(l)ble iu?set; mUrI(zla};ion d’co GDP are highest in Japan and theOUS ;rz
west in the UK. Fixe capital is high in Germany. As to debt clai
the US is cleatly an outlier. Trade credit is im St I ] o
M : - portant 1n fapa
225‘1_23;21; nltn (131e1‘.many, Equity holdings of US firms aJreP a?z:?:jt
Fobien, Gotmany 1 the outlor with latge extcrnel it Tor she
other countties, financial ]iabilitiesw;re o?rge e Cian?& For the
(a1m9st 45% of tangible plus financial assefsl)).oﬁitotgihszzn c?e]ljl?glo s 1
flelft}on éo total ﬁi:?}r]lcial liabilities are large in Japan and the éismsl))g:
ot in Germany. erefore, it turns o i irl
basis f'or ‘fact’ 7 on the relative inéléb';}e]z;é:lserzflsﬁirlz?lsetirflgﬁl
counﬁnes. A marked difference appeats between Germany and Japarjl
;:aenspte :t ?:c; q}lll:xix;ld ;‘I{ld ththK a}nd the US on the other hand with
e o facir ) i:rf;; Itlﬁ: nzgl,cal CEJ-AS distinction clearly holds
e m%c;:l:i):t s;dgenhnsoré (1?94) found internal finance to be by far
the mo ﬁnagce ? 1t source for investments (see footnote 3). With 70%,
interral Hnance smzz,;e?}:] ::1 ];g%n. ?1t Gelrmany it is 80% and in the UK
_ : of total net sources of finance,
:ﬁf ext;r_nﬁll financial sources, bank finance is clearly number oﬁz :ﬁ
; eg g the four countries, the US being the exception as bank and
j I:):tlhe [xJ}Ia{n;ﬁ ;1:}:1 ofUaSln}a]ost equal .importance as external soutces. Banks
in ¢ US have contnbut'ed a larger proportion of funds for
vestmﬁ:nt than German banks, while equity has actually been a net
:}S;:, ra:lI eg: than a net soutce, of funds over the last two decades. Thus,
Usernd hnance is more important in Japan and Germany than in the
mos?nj mt Oitl_llt{. In .the case of exlfernal finance, bank finance is the
Contributi WJn h.so;nce. Exter'nal fma1"1ce through stocks appeats to
) oA ry little to ﬁr}at.lcmg net investments. These figures con-
! I?st wit Ith};a trachuonal' distinction between bank and market finance
pnd r;*;neaab 1:Siat the relationship between well-developed financial mar-
i, st,rai . Dus WI;eiil sectlclnr balance sheet and investment financing is not
s st hge evidea' asf 'la:S l{een assufned. Furthermore, in combination
it y nce o able 4, stiyhz.ed fact 1 on bank dominance in
porate finance in CEJ countries is not confirmed.
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TasLe 4
BALANCE SHEET OF THE N ON-FINAMCIAL ENTERPRISE SECTOR
(1593; as a petcentage of toral tangible and financial assets; Japan 1992)
|

r Germarﬂ Japan UK us
Total tangible assets 67.7 737 66,8 79.1
~ of twhich fixed capital 58.6 32.9 25.8 44.0
— of which inventories 9.1 4.6 9.4 10.9
Total financial assets 32.3 26.3 33.2 20.9
~ of which debs claims 15,6 16.3 8.2 8.5
Trade credit granted 27 15.5 7.9 9.7
Equity 8.4 59 103 ol
Total financial liabilities 93.9 44.1 44.0 43.7
- of which debt claims 34.1 41.7 26.6 357
Equity 13.9 4.3 65.8 70.6
Trade credit received 1.6 11.9 8.4 1.9
B{: fotal assets as % of GDP 197 243 152 232

Source: Kneeshaw (1993, p. 28).

Prowse (1994) atgues that hostile takeovers are the main disciplin-
ing mechanism in the US and the UK, in contrast to Japan and
Germany, where they seldom occur. In Japan, discipline is derived
through monitoring by financial institations or through informal con-
tacts (Berglof 1991). In Germany, there is also monitoting by individ-
ual and non-financial stakeholdets and the board has some power over
management. UK and US firms to a much greater extent rely on the
external matket for corporate control than German and Japanese fitms:
internal disciplining mechanisms are weaker in the Anglo-Saxon
countries, Edwatds and Fischer (1994) — as well as Chirinko and Elston
(1995) and Gorton and Schmid (1996), but in contrast to Cable (1985)
_ show that the impact of the corporate control mechanism in Ges-
many, especially with respect to the role of banks, has not resulted in a
significant improvement of firms’ petformances. Hotiuchi and Okazaki
(1994) and Weinstein and Yafeh (1995) doubt the benefits of the
Japanese banking system, wheteas Hoshi, Kashyap and Schatfstein
(1990 and 1991) find beneficial effects.

Thus, corporate finance significantly differs among the four
countties, This relates to balance sheet structue, financing of invest-
ments and cotporate control. For all three, the countries can be
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grouped according to the bank-market dichotomy. However, with
investment financing this grouping is based on the ‘c0unterintjuitive’
observation that external finance is more prominent in Germ d
Japan than in the UK and the US. e
Table 5 shows the relative composition of the balance sheet of
the h'ousehold sector in our four countries. Tangible assets are th
most important claims for German and Japanese households, Germ :1:
and ]apa'nese households also have relatively less in ﬁnanéial as at
tha'n their counterparts in the UK and the US. Furthermore dS:bi
cIalms.ate the main type of financial claims in the forme;: t
countries, whe':reas insurance and pension claims as well as dir:,cot
share ownership are more important in the latter two. Thus, we ma
conclude that for the composition of household assets, the t;aditiona{
bank- and market-oriented distinction between our)four countri
does hf)ld. However, note that in terms of private household d bes
Japan is a clear outlier. Financial liabilities are ptedominantl cff .
s'hor.t‘-t'erm nature, whereas in the other three countries, the Einj;n i ?
liabilities of the public are mainly long-term, especially i;l German; ’

BALANCE SHEET OF THE HOUSEHOLD SECTOR Taoe 3
(1993; as a percentage of total tangible and financial assets; Japan 1992)
Germany Japan UK Us
Total tangible assets 56.3 59.2 43.8
- of which bousing - - 39.4 ;Z;
Total financial asses 43.7 40.8 56.2 6 -
~ of which debt claims 289 27.3 15 .9 Ijj
— of which shares 2.3 2.5 7‘2 1;-
— of which mutual funds - 1'5 1.2 4.3
— of which insurance/pension claims 125 9.4 30.3 19.4
Total financial liabilities 15.6 117 16.1 'o
~ of which long-tertn debi 4.5 4'7 12'2 ;?3
PM: total tangible and financial assets |
as % of personal disposable income 498 818 633 376

Source: Kneeshaw (1995, p. 12).

" ‘Tlhe 1?vest{gat§on into private finance reveals that with respect to
o tla tole (1)] equity in non-financial enterprises as well as households
alance sheet, we see a marked distinction between the UK and the
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US vis-a-vis Getmany and Japan: equity is much mote impostant for
people and enterprises in the former two countries than in the latter.
However, in the case of almost all other indicators of private finance,
we do not find the dichotomy. In all, the evidence in this Subsection
contradicts stylized facts 1 and 7 of Section 2 (on bank dominance in
corporate finance and firm indebtedness respectively), whereas
stylized fact 6 (on bank-firm relationships) is not refuted.

3.4. Financial regulation

Regulation of the financial sector is widespread, primarily as a
result of illiquidity with the financial intermediary (Diamond and
Dybvig 1983). The main arguments for prudential supetvision ate the
protection of depositors and safeguarding the stability of the financial
system (Goodhart and Schoenmaker 1995). Financial regulation is
also used to achieve other aims, for example influencing industrial
structure (Gertler and Rose 1994) and economic development (Fry
1995). Variations in regulation stem mainly from variations in politi-
cal preferences and from cultural differences. It is worth noting that
financial regulation in Japan was modelled on that of the US after the
Second World War. Largely because of the directives of the Euro-
pean Union, financial regulation in Germany and the UK is quite
similar, too. Nevertheless, thete are still some marked differences. In
this Subsection, we focus on the supervision of banks and financial
matkets and on the constraints on corporate control by financial
institutions.

Table 6 shows the responsibilities for the supervision of banks
and financial markets, Monetaty policy and banking supervision are
combined in the UK’ and, to a much lesser extent, in Japan and the
US. The two functions are strictly separated in Germany. The inde-
pendence of the monetary authorities from government interference
is relevant as the basic idea holds that more independent central
banks produce lower levels of inflation, Furthermore central bank
independence is thought to affect the level and variability of growth,
unemployment and (real) interest rates, In Table 6, central bank
independence is an index (increasing in the amount of independence)

7 In the summer of 1997, the new UK government announced the sepatation of
these two functions of the Bank of England.
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composed by Alesina and Summers (1993). The Bundesbank is seen
as the most independent bank, whereas the independency of the Bank
of England is seen as being smallest. As to prudential supervision, all
four countries adhete to the Basle Accord principles on bank eq:n'ty
and solvency. Policies on bank liquidity differ widely, In the US, a
number of institutions interfere with banking supervision, In the UK
and Germany, there is one single agent responsible for the prudential
supervision of banks (Bank of FEngland and Bundesaufsichtsamt fiir
den Kreditwesen — Federal Banking Supervisory Office respectively)
In Japan, supetvision is 2 combined responsibility of the Bank of
Japan and the Ministry of Finance, The supervisors of financial
markets of the four countries cooperate, among others, in the Inter-
n‘ation.al Organisation of Securities Commission. Supervision of the
financial markets and their participants in Japan is exclusively enacted
by the Ministry of Finance. In contrast to the other countries, the
Japanese authorities advise large shareholders on particular aspec,ts of
their trading. Elsewhere, regulation aims at orderly market practices
and telliabih'ty for matket participants. The German Federal Securities
Superv'lsory Office (Bundesaufsichtsamt ftir den Wertpapierhandel)
supervises exchanges and market patticipants. In the UK, the Securi-
ties and Investment Board (hereafter SIB) i responsible for a range of
Investment activities, This responsibility is delegated to a number of
individual bodies, the self-regulatory organizations. The SIB monitots
the faffectiveness of the latter, This regulatory system results in a
considerable overlap, which increases the cost of regulation, In the
Us, there'are a number of federal agencies that have responsibilities
in regulatmg securities markets. Individual state secutities laws affect
securities market participants too.

‘ Table 6 cleatly illustrates that financia] regulation is organized in
various ways. Only at the level of supervising financial markets we
recognize the traditional demarcation line between bank- and market-
oriented systems: the former have centralized supervision, the latter
adheres to decentralized supervision, ’

Prowse (1994) investigates legal constraints on cotporate control
by ﬁ.nancial firms in the four countries. These constraints are most
binding in the US. In the UK and Japan informal regulation is widely
used, whereas in Germany a more liberal attitude prevails, In the US
all financial institutions face considerable constraints on their abﬂit}’r
to hold and use large stock positions in firms. Furthermore, there are
impediments to non-financial firms’ holding stock, Apart from anti-
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TaBLE 6
BANK AND FINANCIAL MARKET SUPERVISION
' {tnid-1990s)
Germany Japan UK Us —I
Monetary agency | Deutsche Bank of Japan Bank of England | Federal Reserve
Bundesbank Board
Central bank 4 2,5 2 35
independence
Prudential bank | Federal Banking | Bank of Japan, Bank of England | Comptroller of
supervisory Supervisory Ministry of the Currency,
agency Office Finance Federal Resetve
Board, State
Governments,
Federal Deposit
and Insurance
Corporation
Financial matkets | Federal Securities | Ministcy of Securities and Securities and
supervisory Supervisory Finance Investment Exchange
agency Office Board, Commission,
Self-regulatory Commodity
organizations Futures
{(Recognised Trading
Tnvestment Commission,
Exchanges, Federal
.| Securities and Agencies, State
Futures Secutities Laws
Authority}

Sources: Alesina and Summers (1593), Fdwards and Fischer (1994), Goodhart ard Schoenmaker (1593), Ito
{1992), Kidwell, Peterson and Blackwell {1993), Picsse, Peasnell and Ward (1995).

trust motives, these regulations also serve in the interests of diversifi-
cation. The Japanese rules restrict bank and insurance company stock
holdings, while mutual funds and pension funds are unaffected by
these regulations. The antitrust and insider trading laws are similar to
those in the US. The UK has fewer formal restrictions, but banks
require the approval of the Bank of England before they may acquire
substantial shareholdings. Other financial intermediaries opetate ac-
cording to sclf-imposed limits. German financial institutions are given
latitude to own shates and exett control over [irms. Sharcholder
protection is weak, Thus, the prototypical distinction between bank
and matket finance is reflected in constraints on corporate conttrol.
The tesulting allocation of shares within the economy is given in
table 7. This Table shows that banks are substantial shareholders in
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Germany and Japan, but not in the UK and the US. In the latter two
countries, pension funds are the main shareholding financial insti-
tutions, Note that overall shareholding by financial institutions in
Gern?any is much smaller than in Japan, where it is almost equal to
that in the US. With non-financial institutions, the enterprise sector is
the main shareholder in Germany and Japan. Note that consumer
households own half the shares in the US,

.Financial regulation stiuctures the operations of financial inter-
m‘edlaries, but the organization and content of financial regulation
c%1ffer widely. This Subsection showed that monetaty policy, pruden-
tial bank supervision, financial market supervision and const,raints on
corporate control in the countries are not in line with the traditional
distinction between bank- and market-oriented financial systems
Only in the case of share ownership do we find some demarcations‘
along the traditional lines: banks and enterptises are relatively import-
ant owners of shares in Germany and Japan but not in the UK and
the US. Here, pension funds are the main ‘financial’ shareholders
whereas consumers are the dominant ‘non<inancial’ shareholders. ’

TaBLE 7
OWNERSHIP OF SHARES
(1993, as a percentage of total)

Germany Japan UK us
Banks ‘ 14 22 1 0
Insurance companies 7 17 17 5
Pension funds o Y 34 26
Investment funds 8 3 7 189
Other financial institutions 0 1 3 4
Non-financial firms 39 24 2 0
Consumer households 17 23 18 49
Governments 3 1 1 0
Non-tesidents 12 7 16 5
PM: financial institutions 29 44 62 46
PM: nonfinancial ipzs.!ifm'ion:‘ 71 6 38 54

Sonrce: OECD (1995, pp. 17 and 88),
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4. Conclusion

Conventional wisdom has it that there are two dilierent models
of financial systems, the Anglo-Saxon (AS) and the Continental
Europe-Japanese (CE]). In the AS model, securities markets are wel
developed. Bank control of firms is sporadic and arm’s length banking
is the rule. Firms are externally financed, especially through securi-
ties. In the CEJ model, securities matkets are underdeveloped. Banks
have a close and continuing relationship with their corporate clients.
This translates into a substantial commitment by banks. External
finance is dominated by bank lending. Because of the information
quality that can be obtained, the CE] model is regarded as supetior to
the AS mould. Note, however, that in all countries external finance is
only to a small extent responsible for the financing of net invest-
ments. Intetnal finance is the main soutce for investments.

We have analyzed whether or not seven stylized facts - derived
from the literature on financial systems — actually do hold for the two
pairs of prototypical representants of bank- and market-based systems,
namely Germany and Japan and the UK and the US respectively, in
the mid-1990s, demonstrating that in most cases the ‘facts’ ate contra-
dicted by the empirical evidence. The countries actually differ along
the lines of the AS and CFEJ model only with tespect to some
characteristics of the four groups of key factors (financial markets,
financial institutions, ptivate finance, financial regulation), The main
differences are in asset distribution among financial intermediaties.
Financial assets with banks in Germany and Japan are substantially
larger than those with UK and US banks. Relatedly, pension fund
assets in the latter two countries overwhelm those in the former two.
This difference stems from different ways in which retitement systems
have been organized and from the scope of banking activities al-
lowed. Another important characteristic that confirms the dichotomy
is equity in firms’ balance sheets and in household finances. However,
external finance of net investments is larger in Germany and Japan
than in the UK and the US. Corpotate control also appears to be in
line with the traditional distinction: banks and fitms hold a lot of
shares in Germany and Japan, whereas institutional investors are
prominent shareholders in the UK and the US. With respect to all the
other presumptions (bank dominance in corporate finance, short-
term lending, bank and market competitiveness, financial market de-
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;elc;pment/market fin_ance, derivatives markets, firm indebtedness)
; e oqnd that the evldt?nc.:e contradict the stylized facts as the fou1’-
ountries could' not be distinguished along the prototypical bank- and
market-based financial system,
Gt Therefgre, our an?lysis teveals that the qualification of the
e maél z;ln U]apanese fmanf:lal system as bank-oriented and of the
u tua;:] d t0 ;:t tg a;s Iﬁaikeborlented is inappropriate in the mid-1990s
at all tour countties show a set of unj i ial
oul four ¢ ique financial
charactegistzcs. Any similarities between their financial systems appear
ggt to be OI:]I 2 systematic basis. The differences among the four
tratcllr;ttir;is ,1;3}: ¢ malflly Iﬁ-om differences in regulation, culture and
- 1018 may imply that the four or i
_ groups of variables are not
}13nc.1eperl1lder.1t from eacl'n 'other but that rather financial regulation —
eing the result of politics, ideology and culture - do have a signifi-
cant impact on the structure of the financial system,
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