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ABSTRACT
The Financing of Industry, 1970-89: An International Comparison”™

The main aims of this paper are, first, to construct a consistent comparative set of
data on the sources of finance for investment over the period 197089 for Germany,
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United States are internally financed with smaill or negative contributions from market
sources. Japan has been more externally financed with both banks and markets
contributing larger shares than i the tormer group. Over the 1980s, the penod of
financial liberalization, all countnies, except Japan, have become more internally and
less market financed.
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NON-TECHNICAL SUMMARY

This paper is intended to contribute to the debate on the role of financial systems
in economic performance. That debate ts by now very wide-ranging and covers
a much broader set of issues than those addressed by this paper. We believe
that despite the volume of writing, however, there are still some quile
tundamental misunderstandings about the structure of different systems. In this
paper we consider the forms of finance, and present international evidence on
the relative importance of different sources of finance and on whether there has
been international convergence or divergence in the patterns of financing of
industry since 1970. We take a highly aggregated view, looking at the whole
non-financial enterprise sector over the last two decades. The main aims of this
paper are, therefore, empincal: to provide the reader with & consistent
comparative set of data on the sources of finance for investment; to establish
whether any clear trends have developed over the past two decades in the
financing of the corporale sector, in paricular whether the increasingly
international nature of financial markets has resulted in convergence belween
the countries under scrutiny; and to consider how financing trends are related to
cycles in real physical investment, and whether such relationships differ across
countries.

We concentrate on four rather differant financial systems. The United Kingdom
and the United States are inciuded as representatives of the ‘market-based’
financial systems, traditionally viewed as having highly developed equity and
bond markets, a relatively free market for corporate control and a limited role
being played by banks. In contrast, banks are tradificnally viewed as playing a
pivotal role in the financial systems of Germany and Japan, with equity and bond
markets being of secondary impornance.

International compansons of corporate financing encounter a variety of
problems. There are conceptual problems about whether to use a stock or flow
coneept and there are practical problems about comparability and refiability of
data sources. The paper argues that the common procedure of computing
gearing ratios (normally defined as the ratio of debt to total capital employed)
from company accounting data is inappropriate as a basis for internalional
comparisons of the financing of industnal investment. The main conceplual
reason for this is that investment itself is a flow concept.

We show thai these conceptuat problems are best addressed by using sources
and uses of funds raised to establish how different countries’ companies’
investment in physical assets was financed. We rely on countries’ flow of funds
data compiled in their National Income Accounts, but make careful adjustments
to ensure that the figures are as internationally comparable as possible.



Woe turther argue that 'net finance' is the approprate concept for international
comparisons. To dentify financing which is associated with physical investment,
our approach 1s to subtract enterprises’ acquisition of financial assets from
equivalent increases in liabilities. This approach measures the finance of
physical investment in terms of the ‘net finance’ from various sources, and it has
a number of attractions for international comparisons. In particular, it nets out
certain important differences between countries in the way financial flows are
recorded.

Having constructed nternationally comparable data for the four countries, the
paper shows that sources of net finance in alfl countries are predonminantly
internal. In Germany, the United Kingdom and the United States only 10% of
finance is external. Market sources of finance account for very litle, Contrary to
the conventional view, bank finance 1s not higher in Germany than in the United
Kingdom or the United States. Japan remains different in this respect, despite
the significant impact of our data revisions.

The paper then asks whether an Angio-US pattern of inance can be identified.
We note there are some significant differences betwaen the UK and US patterns
of finance which make it difficult to characlerize such a financial patiern. There
are features of the way the two countrigs report their data which make careful
scrutiny of the comparson very important. We present these I1ssues in some
detail because most international comparisons are impiicitly {or expiicilly as in
our casa) using the supposed Anglo-US ‘model’ as a benchmark against which
to measure other systems. The conclusion is that compansons between the
United Kingdem and the United States can only be made on the net figures,
treating bonds and equities as a combined category {'market finance'} and that
no reliable comparison of trade credit numbers can be made,

Interestingly the features which remain in such a comparison go some way o
resolve the problem of identifying an Anglo-US pattern of finance: the significant
features are the high fevel of internal finance and the rather small use of ‘market
sources’. The United Staies appears somewhat more market based than the
United Kingdom but, taking bonds and equity together, relied for only 8.3% of
net finance from markels. Markef sources of finance made a negative
contribution to UK investment over the whole penod. The charactenization of the
Anglo-US financial pattern should therefore not be ‘market based' but ‘internally
financed".

The final part of the paper considers hew financing patterns have changed over
successive five-year periods in each country, and also how the financing of
physical investment vanes with the economic cycle. We consider whether there
have been changes i the Anglo-US pattern of finance, and whether there has
been any convergenice in international patierns.



The data expose various cammon myths regarding financial systems in different
countries. The celebrated distinclion between the 'market-based’ financial
pattern of the United Kingdom and the United States and the 'bank-based’ pattern
of Germany and Japan is inaccurate. There are, indeed, two types of pattern
among the four countries of this study but they do not fit the stereotype. In the
first group ~ Germany, the United Kingdom and the United Stales - countries
which are predorminantly internally financed, market sources of finance are small,
deciining and often negative. Only 1n the United States during the 1970s was
market finance relatively large and this may have bsen the origin of the
stereolype. In contrast Japan has a balance of external sources of finance with
bark finance the major source and market sources of finance have provided a
more consistent share than in the other countries.

Since our results call into question the usual notion of an Anglo-US benchmark
pattern it is perhaps not surpnsing to find we also question the conventional
notion of convergence of systems towards this benchmark. Even the
conventional view acknowledges that the benchmark 1s a moving target but it is
usually assumed that market liberalization has meant that the target is moving
towards more market sources of finance. This is not correct. Over lime the UK
and US pattern has relied iess and less on market sources of finance and has
become increasingly internally financed. indeed, market sources have become
steadily more of a drain on UK and US finance. Germany is no more dependent
on market sources at the end of the period than at the start of the period, but
considerably more internally financed. In that sense these three countries can
bie said to be becoming more similar if not actually converging.

Japan has also changed, but iess dramatically. The magor nse in internal finance
toock place in a leap In the late 1970s and the shift from bank finance to market
sources has been exaggerated by Japanese commentators. Japan remains the
country with the lowest share of internal finance and the highest external
financing but contrary to expectations, market sources have been sleady
contributors, at levels higher than Germany and the United Kingdom throughout
ihe pericd.

Qur data alsc show that it is difficull to establish a link between nvestment
performance and the use of external sources of finance. The four countries show
very different patterns in this respect. Only in the United Kingdom can a case be
made that low exiernal finance shares are linked lo slower increases in
investment. Such a relationship may have existed in Japan in the 1970s but
seems to have broken down in the 1980s. It seems never to have existed in
Germany. Arguably, howevar, this is an idea which is better examined using
micro panel data and which is amenabie to {and deserves) a more rigorous
econemetrnic treatment.




INTRODUCTION

{ndustrial compames in most counines complam about therr financial systers. Itis
commonplace to peer longngly overseas and claim that foresgn companies gam a significant
competitive advantage by being blessed with a supenor system of financing industnal
investment. Indeed, in recent years such complamts have been taken up by politicians and the
media afike, sometimes to pillory the domestic financial system, but on occasions to defend
the domestic system against the excesses of a foreign system. Implicit m this debate 1s the idea
that there may be a link between finance and real investment with some countries more able to
finance investment than others. Acadermc research {Hubbard (1990}; Fazzan, Hubbard and
Petersen (1988)) shows that, although it 15 difficult to model theoretically how such a link
operates, empincal evidence does support 1ts existence.

There are vanous crileria of performance for the financial sector: i what form and on what
terms finance s provided for investment; the impact the financial system has on the control of
enterprises amongst others. In this paper we consider the forms of finance and present
international evidence on the relative importance of different sources of finance and on
whether there has been 1nternational convergence or divergence n the patterns of financing of
mvestrent since 1970, We take a highly agoregated view, locking at the whole non-financial

enterpnse sector over the last two decades.

We concentrate on four rather different financial systems. The UK and US are included as
representatives of the “market based” fimancial systems, traditionally viewed as having highly
developed equity and bond markets, a relatively free market for corporaze control and 2
fimited role beng played by banks. In contrast, banks are traditionally viewed as playmg a
pivotal role in the financial systems of Germany and Japan, with equity and bond markets
being of secondary unportance.

The mam aums of this paper are empisical; Lo provide the reader with a consistent comparative
set of datz on the sources of finance for mvestment; to establish whether any clear trends have
developed over the past twa decades in the financing of the corporate sector, in particular
whether the mereasingly international nature of financial markets has resulted in convergence
hetween the countries under scrutiny; and to consider how financing trends are sefated to
cycles m real physical investment, and whether such relationships differ across countries.

It 1s important to stress what this paper does not achieve. It contains no theory of why
financial systems differ. It 15 our view that part of the reason why finencial instituzions, and,
indeed. the structure of the corporate sectar, develop 1a a particular way s often thie result of



legislation, the miniative of particuiar mndividuals, not to mention histoncal accident. Such
1ssues are well outside the scope of this paper!

The paper conciudes that the conventional view of an Anglo-1S market-based system 15 not
cormrect®. In our view, there 15 a group of countnes (the UK, US and Germany) which are
wternally financed but for which markets are, if anything, a negative contribution. In contrast
companies in Japan have been exrernally financed to a greater degree and, while banks have
been very important, markets have also provided a more consistent contribution to overall
finance than m the so-called market system. Over time all countries fave moved more towards
the tnternal finance pattern desmite financial liberalization. By 1989 Japan was the only
Country in our sample with a significant degree of external finance.

The paper proceeds as follows. In the next section we discuss the problems that are
encountered in companng data on financing drawn from different countries, We argue in
favour of a companson based upon somrees amd uses of funds rather than the more traditionat
approach which considers the reiative size of different asset stocks. The relative importance of
different sources of finance 1s considered in section I1. Details of the constniction of the data
are presented in the appendix. Whilst average financing fisures over two decades are clearly
nteresting, there have also been significant changes i the nature of international financsai
markets in the last 20 years, and in section 111 we analyse the broad trends 1n corporate
financing over successive quinqueama. Finally, in section IV we summanse the main findings
and draw some conciusions about the importance of the mernational differences identified in
this paper.

' Differences an financing are further examined in the context of the possibic theoreiical explanations, in
Corbett. Edwards and Jeakinson {1994}

% Clear statements of this cenventonal view are 1 fact not easy (o [ind in the academic literature on corporaie
firance whick has concentrated on classifications g “high leverage/low leverage” groups of countries (Bono
{1999): Bernanke and Campbeil (1988)) or on "arms fength” versus “refatsonship” financial patterns {Cargill
and Rovams (1988)) and “insider/outsider” svsiems (Maver (1990): Hubbard (19903). Nevertheless tie view
does s¢itl emerge. For example, Franke! (1994 p. 236) sutes “{This assumption 15 appropriate for| economics
where corporate finance 1s oriented around a unified central market ... This description applies to the Untted
States. and it applics mcreasingly 1o Japan todav. Buz u did nat apply very weli 1o Japan 18 the 197"
[mpenanily. the apparent msconception about financial pasterns 1n the richest cconomes 15 even more
common 1n policy circies, For example. World Bank (1993, p. 273} impilics that successfisl ccononues cannot
rely upon internal finance: "without Mrancial intermediation firms would have o rely on retained earmings to
finance mvestment. so margiaal retums io investment would diverge markediv .."*

[3V)



1. INTERNATIONAL COMPARISONG: THE PITFALLS

International comparisons of corporate financing encounter 2 vanety of problems. There are
conceptual problems about whether to use a stock or flow concept and there are practical
problems about comparability and reliability of data sources. In this section we discuss first
the conceptual problems and then the data ssues.

Stocks versus Flows: Conceptual issues

The commen procedure of computing geanng ratios {normaily defined as the rato of debt 10
total caputal employed) from company accounting data 15 inappropriate as a basis for

mternational compansons of the financing of industrial investment.

The main conceptual reason for this 1s that investment stself is a flow concept. If the research
queston s, &s 1n our case, "How 15 new physical investment being financed?" then the
appropriate data are {flows of finance. There may be some interest m the question of how the
existing capstal stock was financed over a past pertod of accurnulation * but we believe that
much of the current comment and policy discussion 15 n fact interested in the flow question
(c.f. Fazzan, Hubbard and Petersen (1988); World Bank (1993)).

An example may illustrate the different mformation contamned in stock and flow data.
Consider a company which starts up with 00 units each of debt and equity grving a total
value of the firm of 200. In penod one both flow and stock nformation show that the firm's
capstal is 30% debt financed and 50% equity, Suppose over the next three perods no new
finance 1s raised and then, i penod five, 100 units of new debt are issued (to finance 100
unts of new mvestment). Over the three perods, flow information shows that the financial
systetn has provided no new finance while the stock information shows only that the ratio of
debt 10 capizal (the geanng ratio) has not changed {which would aiso be consistent with new
financing 10 equal proporiions). Ia penod five, flow sformation would show that new
investment had been 100% debt financed while the stock mnformation would show that the
gearmg ratio had nsen to 73%, i.e. the existing capital siock had been 75% debt financed over
the lifetme of the firm. In this simple example, the  accramdated flow data would be idenucal
1o stock data, but that would not be the case if the firm already had a history at the startiag
date of the anafysis.

* In fact our totai penad percentage fipures do show something similar: the proportion of fows of different
types of finance m the funding of the accumulated new mvestment from 1976G-89,

=



There 15 a refated problem with stock data arnising from the effects of uncertainty and inflation
on the vaiuation of assets. In the absence of revaluations to take account of inflation, the book
values of capnial can be substantially understated. There is considerable internatsonal vanation
in whether assets are reported at book value or perodically revajued + The valuation
difficulties involved in using capital geaning ratios to make international compansons have led
some authors to use market valuations as & basis for the construction of such ratios {Aoki
(1984}, Bono (1990); French and Poterba (1991): Friedman (1982,1985)). However, market
valuations of debt, equity and capital reflect not only inflows and outflows of debt and equity
finance, but also changes m the valuations of existing capital assets as a result of the armval of
new 1nformation. The example by Maver (19903 illustrates:

“..consider a company that purchases land on the uncertam prospect of
striking oil. Suppose that the land costs £1 million and the company
finds this entirety from a bank loan. Assuming no other resources, its
witial gearing 15 100%, If the company subsequently strikes ol and the
vaiuation of the land rises to £100 million «s gearing level will drop to
1%. Ifit does not, then values of both land and debt fall to £100,000 and
the company 15 msolvent. The outcome of expiorations approprateiy
affects valuations of debt and equity but does not alter the way in which
the onginal investment was financed."

Another valuation problem anses which 1s more a data problen than a conceptual issue. Book
values of assets and reserves are sensitive to depreciation schedules, and accounting
conventions and tax regulations regarding depreciation vary significantly across countries.
Perlitz ¢r af (1983), quoted in Edwards and Fischer (1994), Iavestigate the quantitative
significance that different accounting rules in the UK, US and Germany have on the respective
shares of equity in total capital. They show, for nstance, that the difference 1a the share of
equity in total capuial between Germany and the UK for a sample of large corporations n
1979 and 1980 vamshes if a series of adjustments are made 1o put both accounzing systems on
a roughly equal basts. Similar 1ssues have been noted in the Japanese context but no astempts
have bees made consistently to adjust leverage to nternaticnal standards. Ando and Auerbach
(1988) remove the effect of special reserves while Prowse (1990) uses consolidated accounts,
None of the Japanese studies present systematic comparisons of aif these adjustimesnts on data
from the same set of firms. As a result, conciusions abous the difference between Fapan and
eisewhere range from Bono (1990, p. 9) "while no consensus exists, most studies . confirm
that ieverage in Japan remamns higher fthan the US] " to Franke! (1991, p. 231) "the seemngly
robust regulanty that Japanese firms are highly leveraged' now appears to be a thing of the

+ For example. i the UK land and buildings are penodically revalued. However, in Japan and in Germany
revaluatiens of company accounts are ferbidden sv law, with the resalt that al} assets are valued at histone cosL.
tn tee US revaluations are uncommon. Such differences m conveation make ssmple capial geanng ratio
compansons extremely hazardous.



past ... The debt equity ratio ... has by one measure fallen below the level in the United
States™s

The Sources and Uses Approach

These conceptual problems are solved by using sources and uses of funds rased for
international comparisons. In any penod, a company's sources of funds must be equal to its
uses of funds, and from this flow of funds staternent it 1s possible in pnaciple to establish how
the company’s mvestment i physical assets was financed.

The flow of funds statement shows the sources and uses of finance for an enterpnise in a
particular tme penod. A simphfied format for a flow of funds statement is presented in Table
1. The sources of finance mclude mternally generated funds (compnsing retained profits after
1axes pius depreciation), share issues, bond issues, borrowings and other sources.

Table 1: The Flow of Funds

GROSS SOURCES GROSS USES
[. Internat
2. Bank Loans 7. Cash & Deposis
3. New Equity Issues 8. Equity Purchases
4. Bond Issues 9. Bond Purchases
5. Trade Credit Recerved 10. Trade Credit Given
11. New Caputal Formation
6. TOTAL SQURCES 12. TOTAL USES
NET SOURCES NET USES
Internal (1)

NetBank 2-7)

Net Equity (3 - 8)

Net Bonds (4 - 9}

Net Trade Credit {5 - 10)

NET SOURCES(6-7-8-9- 10} PHYSICAL INVESTMENT {11}

The uses of finance mclude both the acquisition of fixed capital assets and stocks, and also the
acquisition of financial assets. Some of the sources of an enterprise’s funds therefore go
towards the accumulation of financial, rather than physical, assets. To identify financing
which 15 associated with physical investment, one approach 1s to subtract enterprises’
acquisition of financial assets from equivalent sncreases 1a liabilities. This approach measures
the finance of physical investment in terms of the net finance from vanous sources, and 1t has

2 number of attractions n terms of providing z basis for international compansons.

3 An carfy study clmmung the US-japan difference disappearcd entiredy when accounting differences and off-
balance sheel debt Gnance by US corporations was 1aken 1110 accounl, was Karodz and Oraani (1980)



For example, two difficuities which anse when comparning the finance of industrial investment
10 Japan with that of other countnes are the compensating deposits which borrowers from
banks are usually required to make with banks as a term of the loan, and the widespread use of
reciprocal financial arrangements between trading firms in Japan. Both these features may

iead to an over-statement of the gross liabilities of Japanese enterprises. The approach of
measuning finance for sndusinal investment m terms of the net flows of funds deals
consistently with these potential problems. For these reasons (and reasons of international
comparability discussed below), we place the man emphasis m our analysis of the financing

of industry across countries on the net financing of physical investment.

However, a possible objection to this approsch of evaluaung the finding of industry m terms
of net sources of finance for physica investment 15 that 1t implicitly assumes that there 1s no
ecenomucaily significant difference between an enterprise which has, say, a bank loan of a
certaln amount exactly offset by bank deposits of the same amount, and another enterprise
which has neither a bask loan or deposits with a bank. Although &t can plausibly be argued
that the former enterprise can easily put iself in the position of the latter, it may be the case
that an enterprise which does have offsetting bank loans and depostts 1s in a somewdat
different position as regards 1ts relationship with a bank than one which has neither loans nor
deposits. Similarly, since we are considering aggregate data, the role of, say, bank loans might
be understated if some firms are net depositors with banks and others are net borrowers;
agpregate net financing figures may imply zero bank finance, even though banks are clearly
playing a role m financing some firms.

Equally, a company that rases equity finance which i uses to acquire the shares i another
comparty is certamly making use of the capital market, even thaugh 1t may appear that equity
has made no net contribution to funding physical investment. Within the limstations of the
data. we therefore discuss both figures showing the sources of funds 1n terms of the share 1n
total sources rased (equal to total physical and financial investment! - referred to as the 2ross
sources of finance - as well as discussing the net sources of finance. However, for data
reasons, discussed below, we concentrate on the net figures when making international
COMpPArsons.



Data Sources: National Income Accounts versus Company Accounts

There are two sources of data for making international compansens of corporate financing
patterns: "flow of funds” figures (both stock and flow) based on national income accounts and
figures denved directly from company accounting data.

Traditionally the gearing ratio appreach to international comparnisons of finance has been
based on company accounting data sources but in principle the 1ssue of whether to use geanng
ratios or sources and uses 1s separate from the question of which type of data to use (Bono
{1990) ss unusual in using Manonal Income Accounts data to calculate both geanng and
financing {lows). There are two problems i making international compansons on the basis of
company accounsng data which apply both to stock and flow data. First company accounts
are only available for a limsted number of fisms, and samples are frequently a small

proporiion of all enterprises in & country. Second, company accounts are usually (though not
1w Japan) constructed on a world-wide, consolidated basis including foraign subsidianes,
which makes them sunable for analysing how different countnes' corporate sectors fund
themseives, rather than an analysis of the contribution of the domestic financial system. In
addition there are the problems noted above, that accounting practices differ intemationally
and that asset values are affected by depreciation methods and tax regulations ¢

Naunonal accounts sources attempt (¢ estimate financial flows to and from the domesuc
enterprise sector as a whole, so that by companson with company accounts sources they give a
comprehensive coverage of domestic enterprises, and address the question of how domestic
financial markets have performed in funding investmest,

The drawbacks of using company accounts have been described, but in some respects the
gquality of company accounts data 1s supestor 10 that of the national accounts: the latter are
denved from a vanety of sources, ard inconsistencies in coverage and treatment mevitably
introduce statistical diserepancies.

Furthermore, although there 15 an agreed standard construction of flow of funds figures based
on the System of National Accounts {SNA) there are in fact several iniernational differences
in definitions of sectors and transacuons. The SNA conventions stipulate, for example, that
urincorporated busmesses should be included in the houschold sector, and that both private
and public enterpnses should be included in the non-financial enterprise sector. All the

8 To some extent these probiems are reduced by usimg sources and uscs data. rather than stock data, siace
internal sources of finance are calcalated gross of (i.c. including} deprecsation provisions.



countries 1n our study deviate from these conventions m vanous ways, as can be seen from
Table A2 i the Appendix.

An additional problen: 1s i definitions of items 1n the fow of finds statements. Tables A3, {

to A3 .4 set out the elements in each country's data. The most snportant 1ssue here 1s the
different degree of consolidaton of data used in different countries. The SNA recommends
reporiing most transactions on & non-consolidated (gross) basis or with a mmmat degree of
consolidation (netting). This would allow intra-sectoral transactions to be visible since both
1ssues and purchases of any type of financial instrument would be separately shown. (For
example, if some compares 1ssue new equity which 1s mostly purchased by other compames,
ntra-sectoral transacuons will only be visible if transactions are recorded gross, 1.e. non-
consolidated.) Many countnes, however, report only consolidated transactions thus nettiag out
purchases and safes within a sector and showing only transactions between sectors.
Confusingly, some countnes adopt a general convention on consolidation but then deviate
from: 1 i the reporting of certamn tems. Table A2 shows that the UK, Germany and Japan
generaily repon consolidated (net) transactions while the LS reports non-consclidated (gross),
However, Germany and Japan report shares and securities on a nos-consolidated {gross) basis
and Japan, addinonally, reports trade credit and bills bought and sold on a son-consolidated
basis. The US, on the other hand, while generally reporting an a gross basis, reports equities
only on a consolidated basis (net). The categones of finance ertically affected by these
differences in treatment are bonds, equities and trade credit. The international differences m
treatment make a strong case for usmg our pet figures for compansons since tie netiing

procedure wili put all countries on a similar basis,

As a result of these data considerations the eniphasts in this Daper is on aggregate, national
income accounts’ flow of funds data. Although we discuss gross sousces of finance briefly, the
main international companson is based on the net figures.



II. THE SOURCES OF FINANCE: IS THERE AN ANGLO-US PATTERN?
Gross Sources of Finance

In this secuon we consider the sources of finance for the non-financial enterpnse sector based
upon national accounts flow of funds staustics. Despite the limntations of gross figures
discussed in the previous section, simifar data have been widely used in other international
compansons and we discuss them here for comparability with other studies (e.g. Borno
{1990)), and to challenge some established views. Table 2 shows the average gross sources of
finance for the four countries over the perod F970-89. These are weiphted averages, and show

the contribution of each source of finance, 1n constant prices, over the entre penod 7

Table 2: Gross Scurces of Finance - 1970-89

{percentages)

Germany Japan UK us
Internai 624 40.0 60.4 627
Bank finance 18.0 343 233 14.7
Bonds 6.9 3.9 2.3 12.3
New equity 23 3.9 7.0 -4.9%
Trade credit 1.8 15.6 1.9 88
Capual transfers 6.6 - 23 -
Other 3.0 2.1 19 59

Sources: see Tabic A} n the appendix and footnole 6 for method of catcuiation,

Notes:

L. Japanese figures age based on fiscal vear dats. rather than catendar vear data.

2. Far Germany. msurance has been included ia "other”. Trade credit icludes foreign trade credit.
Pensions are 1cluded in "interaal” (sce footsole 13 for details).

3. US “"shon-term sccurities” arc included in “other”

r=lEhE [ ki

f2 5]
? To be precise. we calculated: z il P]’ 2 i P!’ where i denotes the amount of finance of tvpe 3
PmiGT [ jii5] 1552
10 vear t {measured in the current pnces of vear 4}, iy denotes toal finance in perzod t {that 1s. the sum of the
different types of finance 1) in cach year} and P, denotes the capial goeds price index in vear 1 No aflowance
has been made for depreeiation of the capital stock 10 the average figures, However, if onc were micrested in
the quesuon of how the capnal stock 1in exstence in 1989 was financed, some assumpuons regarding
depreciation would have to be made. Emploving a straight line depreciation schedule the depreciated and
undeprectated average figeres are remarkably similae. The enly notable differences are a slight reduction i the
importance of internally gererated funds in the case of the UK. which falis to 94.7% {on a net basisy and a
stight mcrease 1 the case of Germany 1o 84.4%,
# The US data on a gross basts provided by the Federal Reserve nonctheless nets o i sector purchases and
sales of cquisy (of the corporate secior by the corporate secior), hence the negauve figure. This makes i
umpossible 1o compare the gross equaty figures of the US with those of other countries. See appendix for more
detsils,
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A number of abservations emerge from Table 2. First, internally generated funds (the sum of
retained profits and depreciation) are, m each country, the most important source of finance,
even on a gross basis. There (s a similarity i the importance of internal funds in the UK, US
and Germany {particularly considenng that capnal transfers m Germany represent mterna
funds of public corporations, see below), while Japanese firms appear to rely on internally
generated funds te a significantly smaller extent.

Second, Japanese firms raise substantially more bank finance, s proportionate terms, than the
other countries. This 15, perhaps, not surprising. However, the refatively small extent to which
German firms rely upon bank finance s somewhat at odds with conventonal wisdom. Indeed,
UK firms raised proportionately mere bank finance, on a gross bass, than German firms. At
the other extreme, the relatively minor role of bank finance n the US is noticeable.

Third, bond and equity markets play a relatively insignificant role in the provision of finance
n all countries, with the apparent exception of the US bond market. OFf course, behind the
average figures for all countries there will, for example, be firms that raise significant amounts
of equity finance, particularly reiatively small, growmg firms. The role of different sources of
finance at different stages in corporate development 15 an important issue, but for now we
concentrate on overzil financing patterns,

Fourth, trade credit might appear to be a significant source of finance for the non-fnanciai
enterprise sector, particularly in Japan and US. However, these figures are particularly prone
to reporting errors and to international differences i definition. The UK figures are very
limited in coverage and the German figures cover only foreign trade crediz. In the countries
where the figures look large they are reported on a non-consolidated basis and it 1s important
to remember that many firms both receive and suppiy trade credit. This suggests that net
figures are likely to produce more reliable resuits but the gross figures for three conntnes do
wmply that trade credit flows are far from significant,

It 15 important to isterpret such gross figures carefully. However, certamn conclusions can be
drawn. First, on the basis of the figures presented in Table 2 1t wouid be difficult to

distinguish between Germany and the UK, despite the widespread befief that thetr systems of
corporate finarcing differ findamentaily. Second, over the period as a whote bond markets
only played an impertant role 1n the US, although the recent growth in the Eurobonrd market
has enabled firms from other counines to raise bond finance. Third, equity 1ssues have been
most important m the UK, although nothing can be said about its role im the US because of the
data 1ssue aiready noted (in footnote 7).



Even these rough and partly non-comparable gross data challenge some of the conventional
wisdoms of internationa} comparisons. The sharp distinction between "bank-based” systems
(supposedly Japan and Germany) and the "market-based” Angio-US system has biurred. The
sirpilarities between the UK and US patterns are rather limited and the extent of thewr
differences in use of market finance appear very marked. The role of bank leans in Germany
1s also thrown into question. In the next section we examume 10 what extent these figures are

iluminated by the wet financing data.
Net Sources of Finance

Our preferred figures for nternat:onal compansons are the #ef sources and these are presented
n Table 3, Certain of the features apparent i the gross figures remain, but there are some

important differences.

Inevitably, 1nternal finance mereases i each country compared to the gross figures. However,
the first striking resuit 1s the reliance on internally generated funds in the UK and the US: over
the penod as a whole 97% of afl physical investment was funded from mternal sources 1n the
UK and 91% m the US. This 15 considerably higher thas in the other countnes in our study.

Table 3: Net Sources of Finance - 1970-89

{percentages)

Germany Japan UK us
Internal 80.6 69.3 973 91.3
Bank finance 11.0 30.5 19.5 6.6
Bonds -0.6 4.7 3.3 171
New equity 0.9 3.7 -10.4 -8.8
Trade credit -1.9 -8.1 -i.4 -3.7
Caputal transfers 85 - 25 -
Other [ 0.1 -39 -3.8
Statstical ad;. 0.0 0.0 -8.0 -8.7

Sources: as for Takle 2.

The second notable feature 1o emerge from Table 3 15 {as 1n the gross fipures of Table 2) the
relativety small contribution of bank finance m Germany. Over the period as a whole, only
11% of total physical invesiment was funded by banks, which s considerably less than in the
other countnes in the study. It would be tempuing 10 conclude that the charactenzanon of
Germany as a "bank based” financial system s hard to justify. However, aggregate financing
flows capture only one, albeit important, aspect of the refationship between financier and
industry. 1t 15 necessary to investigare the type of financial services provided by banks
(including their role 1 corporate control) before disrmssing thesr importance. However, 1n



purely quaniitaiive terms, banks n the "market based” financial systems of the UK and US
seern 1o have contributed a fagger prapaortion of the fuads for physical investment over the last
two decades than thesrr German counterparts®, It shouid be noted that this conciusion stifl holds
even if the relatively large negative "statistical adjustments” apparent in the UK and US data
are allocated proportionately across the vanious sources of finance.

The traditionai view of Japan seems fess at odds with the figures presented here. Banks
provided 3 1% of the funds for physical investment in Japan over the penod as a whoie,
although we will see fater that the importance of bank finance has vanied in recent years. The
other notable feature of the Japanese figures 1s the large amount of trade credit provided by
the Japanese nen-financial corporate sector to other sectors. This may, 1n part, be due to the
fact that umncorporated enterprises and parinerships are 1rcluded in the housenoid sector in
Japan (as 1z the UK) and that much of trade credit is said to be extended by larger firms 10
smaller suppliers (although within the corporate sector the reverse s irue 1),

Equity markets have apparently been msignificant providers of finance in Germany and Japan,
whilst in the UK and US equity has actually been a net  wse, rather than a sonrce, of funds. It
shouid be remembered that these are apgregate figures over two decades, and that equity may
well have been a significant source of finds for particular types of firms, or in particular

vears. These ssues will be discussed in more detail below. The negative figures reflect, m the
marn, the vigorous mergers and acquisition process in the UK and US: a firm that uses is cash
flow to bay the equity of ancther company (from the household or financial sector), and issues
no additional equity, will preduce a negative net source of finance figure for equuty.

Is there an Angla-US financial pattern?

We have shown that on the basis of published staustics there are already some significant
differences between the UK and US patterns of finance which make 1t difficult to charactenze
an "Anglo-US" financial pattern. In addition there are some features of the way the two
counires report their data which make careful scrutiny of the comparnson very smportaat. We
present these 1ssues in some detail because most mtemational compansons are implicitly {or
explicitly as m our case) using the supposed Anglo-US "model” as a benchmark against which
to measure other systems.

7 See Edwards and Fischer (1993} for a more compiete discussion of banks' role 1n German frms.
19 sapanese Mimstey of Finance data show that trade credit 15 tymicatiy a source of fitads for larges firms and a
usc of funds for smalier ones.



The five most unportant issues here are (i) the treatment of unincorporated enterprises {ii) the
degree of consolidation of reporting (iif) the treatment of bands and equity purchases (iv) the
reporting of trade credit and (v} the handling of simultaneous paper 1ssues and purchases.

As shown n the appendix tables, the UK and the US differ in thesr definitions of the corporate
sector and in thewr approach 1o consolidation. The US inchudes unincorporated enterpnises i
the corporate sectorl! {contrary to the SNA definition} and reports most intra-secior
fransactions on a nog-consclidated basis (in line with SNA recommendanons). The effect of
the former on financing patterns 1s not clear although 1t could be assumed that unmcorporated
enterprises will have a high proporuon of own finance and that external finance, i any, will

be bank finance. The effect of nen-consolidaton 15 clear. 1t results in farger numbers for
external finance (for example. both 1ssues and purchases of corporate bonds are included) and
a correspondingly smaiter proporuon for internal finance. A complication anses from the US
treatment of equities which are consolidated!? ¢hence the negative number in the gross
sources) so reducimg thesr size relative 1o other external sources. These two feparting
differences therefore have opposite effects and it ss not clear what the overall effect will be. h
1s likely that the smpact of including umneorporated enterpnses 18 smaller than the effect of
non-consolidation and on balance there may thus be some understatement of US miernal
sources of finance compared to the UK.

The difference in degree of consolidation makes a very strong case for concentrating on the
net sources rather than gross sources in UK-US companisons since our netting procedure will
remove intra-sectoral transactions from the US. This procedure will also bring the treatment
of equities in the US into line with the treatment of other sources of finance.

There are, i addition, some features of UK reporting which make compansons difficuit.
First, the coverage of trade credit 15 very scamty. No trade credit between compaiies of
between corporations and unmcorperated enterprises 15 reperted. Essentially UK wrade credit
numbers reflect only smport and export credit guarantees provided by government. Thus no
reliable companson of the impartance of trade ceedit in the UK and other countries can be
made’. Second, m both the UK and the US corporate bond purchases on the uses side of the
balance sheet are not recorded. In the UK they are mcluded with purchases of equily. Asa
result the UK net sources reported in Table 3 actually use the vajue of gross bonds 1ssued
msiead of a true net figure, In the US figures 1 15 not clear where corperate bond purchases

1 Although our figures do at feast exclude the farm secter which QECD fipures da net.

< That 15, mtra—<corposate sector 1ssues and purchases of equity are netied aganst each: other. The negalive
figure 1ndicates the corporale sector was buving back equety from the houschold and the financiaf secioss.
13 The poor coverage in the UK tmay account for the size of the staustical adjustment.



are recorded. Thus a more reliable figure for total "market" sources of finance for both

countries is created if "net” bonds and equities are added together.

The final difficuity 1s that UK figures exclude all issues of financial liabilities which are

sssued in exchange for financial assets. Thus any debt-equrty swap (e.z. some debt-financed
management buyouts) of any issue of shares which mmmediately finances acquisition of shares
ts excluded from the figures. Only cash transactions are recorded. It appears that US figures,
however, follow the SNA definition and do record financial acquisitions even when the
counterpart 15 a new 1ssue of liabilitles. Net conversions from bonds to eqguities for example
are included under acquisitions of equities. A conversion of a boad to equity 15 therefore
treated as a redemption of a bond and a (net) acquisition of new shares. This treatment,
together with the consolidaton of equiues, heips to explain the trends 1a the US figures in
both gross and net terms, When bond issues are used to purchase equity (paruicularly a feature
of'the jurk bond boom of the late 1980s) the figures show a gross increase 1a bond issues and
a net decrease sn equities even in the gross tables. The same financial transaction n the UK (if
1t mvolves a direct exchange of bonds for equities) simpiy does not appear m the accounts. If
the {wo categories of bonds and eguities are treated together and on our net basis these

inconsistencies are resolved.

The conclusion from these pomnts 1s that comparisons between the UK and US can oaly be
made on the net figures, treating bonds and equities as a combined category {"market
finance") and thai no relisble companson of trade credit numbers can be made.

Interestingly the features which remain in such a comparison go some way to resofve the
problem of identifying an Anglo-US pattern of finance. The features which remam significant
are the high level of internal finance and the rather small use of "market sources” The US
may appear somewhat more market based than the UK but, taking bonds and equity together,
refied for only 8.3% of net finance from markets. The charactenzation of the Anglo-US
financial pattern should therefore not be "market-based” (as i, for exampie, Cargill and
Royama (198831} but "internally financed", Market sources of finance made a negative
contsibution to UK invesiment over the whele period, while i the US the contribution was
around 8%.

¥ The standard distinction 1s cleariy expressed in Cargiil and Rovama, p.22. “The dominance af
iniermediation markets (and, within intermedianion markets, the dominance of bask 1etermediagion} conbinues
10 be a significant feature of Japanese finance. Direct finance n Japan has untit only recently piaved a msnor
ole 10 the flow of funds. in contrast, direct markets play a magor role 1n the United Siates.” Theer analysis is
tased upon flow of funds figures showing shares of different types of debi 1a 1he 1otai of external debt issued by
{he non-financial sector. The figures do show differences 1n the type of debt used but il o capiure the
wmportance of internal finance i the U.S.
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III. TRENDS IN CORPORATE FINANCING

So far all the evidence on the importance of different forms of finance has considered the
197(Fs and 1980's as a whole. However, the last two decades have witnessed remarkable
innovations i financial markets in all the countries included in this study. These innovauons
have not only been in the form of new, or modified, financial instruments. There have also
been significant changes in the reguiation of financial markets, the conditet of industral and
competition policies (which might affect the choice between orgamc growth or growth
through acquisition) and the competitive nawre of financial markets, especaily the
widespread removal of exchange controls which has created 2 more competitve global

financial market.

In this section we consider how financing patterns have changed over successive five vear
perieds n each country, and also how the finaacing of physical investment varies with the
economic cycle ¥, Having established some consistency m the data we now turn 1o the
question of whether there have been changes m the Anglo-US pattern of finance. and whether

there has been any convergence 1n international patterns.

UK

In Table 4 we present data on how the sousces of finance for physical investment have
changed over successive quinquenni. As will be seen below, in contrast to some other
countries these have been few clear trends in corporate financimg over the last two decades.
but one which 1s striking 1s the steady decline m the use of market sources of finance.

As was shown in Table 3, imernailv generated funds represent a higher proportion of the net
sources of finance m the UK than in the other three countries 1n our study. There 1s some
evidence of a counter-cyclical trend in the use of mnternally generated funds, especially durag
the 1980’s. when mternal sources peaked during the recession of the early 1980's and then
drepped sharply duning the boom vears of the latter half of the decade (sec Figure 1).

The contribunions of internat funds and bank finance are linked, and this can be seen cleariv in
Figure {, which supenimpeses the proportions of internal and bank finance on top of the
overall figures for phys:cal invesiment (in constant prices) m each vear, There 15 a clear

negatsve correlaton berween the two sources of finance with the contribution of internal funds

¥ Alhough most accepled theanes of investment behavisar do ol aliow for an cifect of financing (being

based upon 1he Modigliam & Milier irrelevance propositions recem empirical work has demonstrated that such
# link exisis. Fazzzn. Hubbard and Pesersen (1988) sugoest that this mav be the result of fggregation smce
some firms face capital marker unperfections. They note (p. 143) "financial constraints ke a clear
muacroeconomuc dimension because fluctuations m finas’ cash Now and liquidity are correlated with
movements of the aggrepate economv over the business cyele”



tending to merease i years of fow mvestment, and wee versa. However, the most notable
aspect of Figure | 1s the vanability of physical investment iiself, especially, as will be seen,
contrast 1o Germany and Japan. How much of this vanability can be attributed to short-
comings 10 the financial system compared, for example, to macrogcosomic mismanagement 15
a critzcal issue that warrants further research but there 1s prima focie evidence that low
mvestment 15 linked with low use of external finance.

Table 4: Net Sources of Finance - UK

(percentages)
1976-74 1975-79 1980-34 1985-39

Internal 982 1623 il54 810
Bank finance 26.1 &8 12.4 295
Bonds 33 -1.3 2.0 8.8
New equity ~7.3 -3.3 -1.6 206
Trade credii -0.2 -6 <3 -0.6
Capitai transfers 6.2 2.1 Hs] 0.4
Other 23 -3.2 -12.32 -0.8
Statsstical adj. -28.6 -0.9 -8.3 -1.8

The second natable feature of Table 4, and Figure {, 15 the vanable contribution of banks to
funding investment in the UK. The resurgence of bank finance i the latter half of the 1980s
appears to be pnmarily due to the large increase i syndicated bank credit, parucularly 1in 1988
and 1589. In each of these years banks contributed over a half of the finance for physical
smvestment, mn stark contrast to the second half of the 1970s when bank fnance contribused
fess than 7% of such funds.
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Figure 1: The net financing of UK phiysical investment
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At the same tme Table 4 shows the consistently neganrve contribution of new equity 1ssues (in
aggregate) as a source of finance for physical investment over the last two decades. This effect
can be seen most dramaticatly 1t the period 1985-89 during the takeover boom in the UK.
Recailing that the UK dara does not allow a true disttnction between purchases of bonds and
equities, we describe this phenomenon as a negative centribution from market sources of
finance (bonds and equities combined). It 15 notable that the total contribution of market
sources has been consistently negative and has become more negative over the whole penod.
The only other country 1n this study which expenienced such trends s the US. These
observations remnforce our view that the Anglo-US pattern 15 an miternally financed one rather
than a marke! one.

us

‘Turning 1o the US, Table 5 reveals somewhat different trends over the last two decades. The
use of internally generated funds showed a modest trend increase until the quite dramatic
merease of the late 1980s. This contrasts with the UK where the {ate 1980s saw a decline n
mnternal finance.

The relationship of internal finance to physical investment can be seen 1n Figure 2. The
cyclical behaviour of the relationship between levels of physical investment and the internal
finance proportton 1s interesting. During the upswing in investment after 1975 internal
funding feil steadily, to around 80% by 1980. Butmn the latter half of the 1980s, when
Imvestment 1n real terms was again relatively buoyant, the proportion of internal finance was



both relatively constant and high by historical standards. Thus in contrast 1o the UK, there 1s
no obvious connection between the use of external finance and recoveries in mvestment.

Table 3: Net Seurces of Finance - US

{percentages}

1970-74 1975.79 1980-84 1985-89
[nternal 74.5 915 89.6 163.7
Bank finance 26.6 14.1 129 i5.0
Bonds 13.7 14.9 i0.9 24.8
New equity 7.3 0.7 -4.8 -29.6
Trade credit -2.8 -5.4 -7 -4.7
Capttal transfers - - - -
Other -10.8 -8.7 -0.6 [
Stausucai adj. -10.5 -7.1 -6.5 -11.0

Turnisg to bank finance, s role in the US has been relatively stable - centainly since the mid-
t970s - contributing around 15% of the fuads for physical investment. Figure 2 shows thai
while there 15 a negative correlation: between imersal sources and bank finance 1 15 fess
marked than 1 the UK.

Figure 2: The net financing of US physical investment
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Perhaps the most notable feature of Table 5 is the apparently large contribution of bonds,
which stands 1a contrast to all the other countries in our study. This s most marked in the
latter half of the 1980s when bonds contributed aimost one quarter of the funds for physical
mvestment. This explosion in the use of bond finance was probably finked to the growth of
high vielding bonds of below “investment grade” (junk bonds). The growth of the sunk bond



market made bond finance available for the first ime for many smailer or iess established
firms. This apparent growth 1n the use of bond finance accompanied a dramatic reduction 1n
the contribution of equity finance, which fell in each successive quimguenia, but collapsed to
neariy -30% from 1983-89, agan partly as a result of the high mergers and acquisitions
actwvity during the period. Our data analyss of the earfier section again urges caution here.
As in the UK, no separate data on corporate bond purchases are available so the netting
procedure for bonds and equities are not stnctly comparable. Taking the two categonies
together, as an indication of the provision of “market finance"”, we see an interesting
phenomenon. In contrast to the UK. a net negative contribution from market sources only
emerged in the US in 1985-8% but the trend was, as m the UK, consistently towards smaller
and smaller proportions of market finance.

The Anglo-US pattern

There are a number of observations which emerge from this companson of the behaviour over
ume, First, there is a perceptible trend towards mcreasing shares of internal finance 1n both the
US and the UK. The credit boom of the late 1980 1s an exception for the UK, but the
charactenzatson of the two systems as miternally financed has become ncreasing valid.

Second, there 1s 2 difference 1 the patterns of finance over investment cycles n the two
countries. The UK provides some evidence that a fack of external finance may be linked with
low levels of investment. US corporations, on the other hand, have not been held back from
mvestments because of low shares of external finance.

Third, both the UK and the US have shown steady declines in sources of "market” finance
{honds and eguities together) over the penod despiie deregulation and finencial innovation. In
the UK such sources have made a net negattve contribution to financing mvestment for 20
years. This fisrther strengthens the characterization of the Anglo-US system as internal, not
market, financed.

Fourth, the pattern of bank finance differs in the two countnes. In the UK, the pattern aver
ume is much more variable thaa in the US. This may suggest that bank behaviour m the UK
15 more subject to the business cycle or to the stop-go nature of policy.
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Germany

These are a number of striking features of the German data, presented in Table 6. First, 5s the
Increasing importance of internally generated finds '6 as a source of fnance for physicai
investment. Indeed, 1n the latter half of the 1980s & higher proportion of investment was
funded internally m Germany than in the UK. There is some weak, cyclical relationship
between physical investment and the use of internally generated funds, but it is certamly not as
marked as in other countnes, as can be seen from Figure 3. In the mvestment boom of 1979
and 1980 the use of external funds rose but the subsequent siowdown of investment m 1981
and 1982 was not accompamed by any marked change i the use of external finance. The
prolanged investment boom m 1984-89 was, m fact, accompanied by nsing and then siable
wmternal sources of finance, so that the availability of external finance apparently played very
fittle part. In this context, it 15 worth noting the remarkable smoothness of physical investment
i Germany. In osly 3 years did investmen: fall significantly : reai terms, and by 1589 the
fevel of investment was, 1n real terms, around 3 times s level in 1976, In comparison, the
level of investment less than doubled in the UK and US.

Table 6: Net Sources of Finance - Germany

(percentages)
197074 1973-76 1980-84 1985-89

Internal 68.6 828 798 89}
Bank finance 15.7 8.2 1.1 9.3
Boads 1.9 -2.8 -2 0.4
New equuty 0.7 05 -0.5 24
Trade credit -14 -1.5 -2.8 -1.8
Capital ransfers 6.3 9.3 9.7 8.4
Other 83 3.2 4.7 -7.9

Second, desptte the fact that Germany 15 traditionally characterized as a "bank based” financial
syste, bank borrowsng is both relatively unimportant n aggregate and, if anything, appears
to have been declining as a source of finance. The vanaton over ume is closer 1o the more
stable US pattern rather than the more vaniabfe UK one. Although it 15 notonously difficult to

16 One component of internally penerated funds which requires special attennon 25 that which reflects

households' clams on company pension fuads. A feature of the German system of pension provision 15 that an
imporant part of penston arrangements 1s provided by emplovers. partly via msurance COTRDARICS and pension
furds. and pantiy via direct clasms of cmplovees on erterpnses, This fatter feature means it cmpioyee
comtibutions are 2 significant source of finance for enterpnses, These contribus:ons to company pension funds
areinciuded in the internally generated funds category because they are indeed generaied within the cnierprise.
but as they carny with them a Babitity 1n the form of CommiAents (0 pay pensiens 1o cmplovees 1n the future
they are ciearly not equivalent to other forms of internal finance. This feature 15 umgque to Germany. and should
be taken 1nto account when making companisoas with the other countries 1n 1his study,



obtam mternattonally comparable data, there is some evidence that bank finance m Germany

s relatively {ong term n nature. Long term borrowing {defined as a term of greater than 2
years) made a net contribution of 14.4% over the penied as a whole to physical investment,
whereas the net contribution of short term borrowing (less than 2 years) was actually negative,

-2, 7% on an average basis,

Figure 3: The net financing of German physical investment
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Third, bonds and equity are umimportant as a net source of finance for aon-financiai
enterprises over the peniod as a whole, and even for mdividual years there are very few
occasions when these categories are significant net sources of finance: the maximum figures
for bonds and equity are 4.0% and 5.9% respectively, both n 1986, One caveat which should
te noted here 1s that the fipure for equity refers only to external equity rased by public
compantes {(and so exciudes the large private company sector in {rermany), and so may
understate overall external equity finance.

A Fourth feature of the German data 1s the relatively important role played by capiial transfers
from the government. However, since this item contams the mternally generated finds of
government awned enterprises, such as the Federal Railway and the Federal Post Office, as
well as subsidies to these and other industries such as coal mimmg, shipbuilding and
agniculture, it 1s less important than it appears to the private enterprise sector 7

V7 Appeadix Table A2 shows that Germany 1s the only couniry te include ali pubfic enterprises in the
£RLEIprIse scolor.



Thus, by companson with the Anglo-US pattern, Germany presents a challenge to the
conventional wisdoms. Tt displays a similar patiern of high and rising internal finance and
lower fevels of bank finance than either the US or UK. Market sources of finance are again
very small and at umes negative. The German pattern 15 therefore another example of the
“internally franced” pattern (although other aspects of the system make 1t appropnately
described as bank based). Interestingly, the smooth growth m mvestment belies any link
between the availability of external finance and the ability to carry out mvestment.

Japan

Table 7 suggests that Japan remams the quintessential bank-based system but there are still
some cunous features. Even here, as noted earfier, mternal finance 1s the major source of
funds - contributing, on average over the last decade and a half, somewhat over 70% of total
net finance - but at a level below that of the UK, US and Germany. By comparison with other
countries there has been a rather gentle increase in internat funding and the pattern resembles
the UK insofar as a credit boom 1n the later 1980s reversed the trend.

Table 7: Net Sources of Finance - Japan

(perceniages}
1970-74 1975-79 1986-84 1985-89

Internal 59.1 70.8 74.6 70.7
Bank finance 427 339 317 231
Bonds 27 25 0.6 8.6
New equity 25 3.3 36 4.4
Trade credit -99 -12.2 -84 -3.7
Capital transfers - - - -
Other 29 1.7 21 -1.1

As m the case of Germany, the smooth growth of real physical investment is remarkable,
particularly after the oil crisis slump of 1974-78. In terms of the growth m investment over
the whole penod, Japan's pesformance - with the level of investment increasing by & factor of
about 2.8 - 1s slightly less impressive than that of Germany but significantly betier than the
UK or US. In contrast 1o Germany, however, there is some evidence of a link between the use
of external finance and investment cycles for the early years but not for the later penod. In
the high investment years of the early 1970s the use of external sources was nsing steadily.
The oil cnsis recession years 1974-78 saw low growth of investment and a very dramat:c fall
in the use of external finance. Internal sources peaked in 1978 {at 88%) and although the
subsequent investment boom saw a return to levels of external financing similar to 1970 they
never reached the high pomt of 1974. Thus the 1980s recovery was not noticeably dependent

on external funding.



Bank finance is the most important source after internal funds. Two features stand out. First,
the share of bank finance has been very erratis i Japan over the whole penod, varying
between 67% (1974) and ~1% (1978). Second, over the first half of the 1980s (up to 1987)
bank finance fell steadily to the extent that, within Japan, discussion began on whether this
was the end of the bank based system of finance.

Figure 4: The net financing of Japanese physical investment
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The fall in bank finance in part reflected a new phenomenon of bord finance (after
liberalizahion of access to the market), especially in 1986 and 1987 when miterest rates were
extremely low and the stock market was nsing rapidly. However, it 1s important to note too
that a good deal of the decline 15 due to a surge m firms' heldings of bank deposits as assets
(particularly tume deposits after market liberalizations m the 1980s). The share of bank
finance 1n gross sources has fallen much less than the share in net sources.

As m pther couninies, internal and bank finance have been negatively correlated in the past, as
can be seen from Figure 4. Dunng the 1970s Japanese firms used more bank finance when
wternal funding was low. Dunng the 1980s this relationship has loosened and the use of bank
finance has not been as closely related 1o the level of "need” determined by iternal finance,

The role of market sources of finance 1s interesung mn the Japanese case. As noted above,
there 15 a perception m Japan of a radical shift in the pattern of corporate finance over the
15805 away from bank finance and towards market sources (c.f. Campbell and Hamao (1994);
Cargill and Royama (1988)). Since much of the bond finance referred to earfier was m the
form of convertible bonds, which took advantage of both low interest rates and nising stock



prices, 1t 15 difficult to disunguish accurately between bond and equity finance. Taking the
two sources together, the striking feature in comparison to other countnies ss indeed the
relatively large positive contribution of market finance in the late 1980s (13%) together with
the fact that the market has never been a net dram of finance as 1n the UK, US and Germany.

The pattern over time, however, does not support the more extreme descriptions of the
changes n Japan {(e.g. the "end of the bank based system™). Indeed, the descnption of the
Japanese pattern over the iast twenty years mught reasonably be, in contrast to the miernally
financed pattern of the UK, US and Germany, “balanced externa! finance” with bank finance
the major source. Despite marked vaniability in the shares of internal and external finance
there 15 no really clear support for a link between investment behaviour and the use of external
finance.

IV, CONCLUSIONS

The mam purpose of this paper has been to investigate how physical investment has been
financed in four different countrnies over the twenty vear period 1970-89. We have argued that
the use of flow of funds data - in particular on a net basis - provides the most reliable and
consistent prcture, but have also highlighted the formidable problems that are encountered in
the attempt to construct nternationally comparable figures on aggregate financing patterns.
Wherever possible we have imposed a common set of pnnciples in deriving the data for each
country, but, as the detailed tables m the appendices make clear, some mternational
differences in the coverage or construction of the data are impossible to correct. Perhaps the
main contributions of this paper, then, are not just the actual figures on financing proportions
that appear in the text, but also the heaith warnings that should be apparent in the appendices.

The data presented in the paper expose vanous common myths regarding financial systems
different countries. The celebrated disunction between the "market based” financial pattern of
the UK and the US and the "bank based" pattern of Germany and Japan is inaccurate. There
are, indeed, two types of pattern amongst the four countries of this study but they do not fit
the stereotype. As can be scen from Table 8, in the first group - UK, US and Germany -
countries which are predommantly sirernally financed, market sources of finance are small,
declning and often megarne. Only 1n the US duning the 1970s was market finance relatively
large and this was presumably the ongn of the stereotype. In contrast Japan has a bafance af
external sources of finance with bank finance the major source. In Japan market sources of
finance have provided a more conststent share than in the first group.



[2%)
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‘Table 8: Shares of net "market finance” in physical investment

{percentages;
UK us Germany Japan
1970-74 -4.0 236 2.6 32
1975-80 -4.6 15.6 -2.3 5.8
1981-84 -5.6 6.1 -2.6 42
1985-8% -11.8 -4.8 28 i3.0

Source: Tables 5-7

Naote: "market finance” is the sum of bends and new eausty for cach country. In the US, commercial
paper, arguably 2 market seurce of fnance, 15 inchuded in atier sources. In other countnies,
commercial paper has been included in bank finance. There are significant intermatienal differeaces 1a
whether commercal paper and commercial bills are mostly bought, or discounted, by banks or are a
genuine market instrumment, s¢ our definition of market finance may be reparded as rather narrow.

Since our results call into question the usual notion of an Anglo-US benchmark pattern 113
perhaps not surpnsing to find we also question the conventionai notion of convergence of
systems towards this benchmark. Ewven the conventional view acknowiedges that the
benchmark 1s a moving target but 1t 15 usually assumed that market liberalization has meant
that the target s moving toward more market sources of finance. This is not correct. Over
ume the UK and US pattern has relied less and less on market sources of finance and has
become mcreasingly internally financed. Indeed, market sources have become  steadily more
of & drasn on UK and US finance. Germany 15 no mere dependent on market sources at the
end of the period than at the start of the penod, but considerably more intesmally financed. In
that sense these three countries can be said to be becommg more simifar if not actually
converging.

Yapan has also changed, but less dramaucally, The major nise in miernal finance took place in
& leap m the late 1970s and the shift from bank finance 1o market sources has been
exaggerated by Japanese commentators, Japan remains the country with the lowest share of
nternal finance and the highest external financing. Bank finance 15 stili the dommant source,
aithough, contrary to expectations, market sources have been steady contributors, at levels
higher than the UK and Germany throughout the penod.

Qur data also show that it is difficult to establish a link between investment performance and
the use of external sources of finance. The four countnes show very different patterns n this
respect. Only i the UK can a case be made that low external finance shares are linked to
slower increases n mvestment.  Such a relationship may have existed in Japan in the 1970s
but seems to have broken down in the 1980s. It seems never to have existed in Germany.
Arguably, however, this 15 an idea which 15 better examined using micro panel data and which
1S amenable to (and deserves) a more ngorous econometnic treatment.
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Finally 1t should be noted that we are not clairning that the whole story of the Anglo-US
“market based" stereotype was ever based exclusively on the pattern of financing. There 1
clearly more to the discussion than that. In particular, much recent research has been 1aterested
1n the mechanisms for conrrofling companies and for achieving changes of control in cases of
financial distress. In this area 1t 1s still, i the main, fair to describe the Anglo-US system as a
market based system of contrel. Germany and Japan are different but it 1s hard to identify ther
common features accurately. It is mteresting to note, however, that the most clearly bank-
financed system - Japan - where bank momtoring may have been common, 15 also
characterized by a consistent contribution from market sources. This evidence may provide
some support for thegnes of corporate financing which stress the role of monitonng and
contral {such as principal-agent models), and these issues are considered further in Corbert,
Edwards and Jenkinson {1994).
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