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Bank-based versus market-based financial systems: a critique of the dichotomy
Malcolm Sawyer

1. Introduction

The discussion and analysis of different national financial systems has generally focused
on the concepts of bank-based (or dominated) financial system and market-based (or
dominated) financial system. As Levine expressed it ‘For over a century, economists and
policymakers have debated the relative merits of bank-based versus market-based
financial systems.” (Levine, 2002, p.398). He continued by stating that 'since the 19®
century many economists have argued that bank-based systems are better at mobilizing
savings, identifying good investments, and exerting sound corporate control, particularly
during the early stages of economic development and in weak institutional environments’
(Levine, 2002, p. 398)

The simple distinction between bank-based system and market-based system is
expressed as: ‘In bank-based financial systems such as Germany and Japan, banks play a
leading role in mobilizing savings, allocating capital, overseeing the investment decisions
of corporate managers, and providing risk management vehicles. In market-based
financial systems such as England (sic) and the United States, securities markets share
center stage with banks in terms of getting society’s savings to firms, exerting corporate
control, and easing risk management.” (Demirgtic-Kunt and Levine, 2001, p.81). They
continue by stating that in order ‘to analyze financial structure, we must classify countries
as either market-based on bank-based.” (p.83, emphasis added). It is that imperative
which is challenged here, and in a related paper an alternative classification is explored
(Sawyer, 2013c].

In this paper, the bank-based/market-based typology is critically reviewed. A particular
proposition is that it is difficult to contemplate a financial system without banks as issuers
of credit money, though it is possible to contemplate one without stock markets. Banks
here can be commercial banks and/or central banks (as issuers of State money): the

significant element being that their liabilities are treated as generally accepted means of
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payment. Thus a market-based system has to include banks, but it is not necessarily the
case that a bank-based system involving organised stock markets (see later for discussion
on what is meant by bank and by market). The market-based/bank-based (or market-
centred vs. bank-centred] typology is then a matter of degree in that (nearly) all financial
systems involve both equity markets and banks. At one level, the distinction is between an
equity market-based system under which corporations are able to raise funds through the
issue of additional shares (including initial offerings) which are subsequently traded and a
bank-based system in which loans and credit are provided by banks.

The bank-based/market-based distinction has been drawn on by a range of analysts and
writers from a number of perspectives, which are to some degree overlapping. For the
purposes of discussion three broad groupings are considered. The first, which we will
label mainstream, portrays banks and (stock] markets are alternative modes of linking
savers with investors and which involve different forms of governance. The second, which
is related with the ‘varieties of capitalism’ literature, has some links with the first and
adopts some features of a ‘new Keynesian’ approach to economic theory, and specifically
views the different institutional arrangements (banks or markets) with different forms of
relationships between economic actors, and with broader forms of economic coordination
(‘varieties of capitalism’). The third, which also has some interactions with the preceding
ones, focuses on the roles of different financial systems on investment and industrial
development.

In each of these approaches, there has often been at least consideration of the relative
performance of the two types, and whether there is a trend towards one type or the other -
where the trend would often be seen as in the direction of market-based. After reviewing
each of these approaches, we discuss ‘what is a market’ -- or perhaps more accurately
what is viewed as distinguishing market transactions from non-market transactions. The
paper concludes through a series of critiques of the bank-based/market-based typology
and the development of the argument that it is inadequate as a classification of financial

systems.
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The market-based/bank-based terminology is rather misleading in that all the financial
systems being considered are part of what may be termed market economies. The
financial systems themselves involve trading in which financial assets and liabilities are
exchanged at a price. A bank-based system can be represented in simplistic form in terms
of the supply of funds and the demand for funds (with the former arising from savings
taking the form of bank deposits and the latter arising from investment and taking the
forms of loans): this is undertaken in many macroeconomic text books, and in the
‘financial repression literature’. The market metaphor is used - for example, the market
for loanable funds, and the banks themselves considered as the intermediaries between
the demanders for and suppliers of funds.! The banks are often seen as more akin to
market-makers in the sense of bringing together demand and supply, as reflected in
numerous diagrams and specifically in the financial repression literature. In some
representations banks help to pool savings, provide monitoring and similar functions, but
otherwise the demand and supply of loans/deposits is similar to a competitive market.
Stiglitz and others raise issue as to whether that market can ever be perfectly competitive
because of information asymmetries etc., and credit rationing. But even without being
involved in a perfectly competitive market, banks supply funds at a price (and perform
many other functions).

A market-based financial system similarly is viewed as matching a supply of funds with a
demand for funds through the issue of equity. In the latter case, historically there may
have been a physical market place where the trades were conducted, but more generally
the stock exchange can be viewed as an institutional arrangement through which the
supply of and demand for funds are matched. In the former case, the banks are the
institutional arrangements by which the matching occurs.

The particular point though to be made here is that both the bank-based and the market-

based systems are viewed in terms of linking saving with investment, where the volume of

" "However, as Hellwig (1998) has recently emphasized, intermediaries are often necessary for the existence
and efficient functioning of markets.’ (Allan and Gale, 2001,p.469)
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saving is there to be allocated between alternative investment uses. Each of the systems is
viewed essentially in loanable funds terms - that is in terms of linking and equating
savings and investment via price (in the simple case the interest rate). The interest rate is
then related to ‘waiting’ (for savings) and ‘productivity’ (for investment]. This view, we
would suggest, does not readily lend itself for understanding of instability and fragility of
the financial system.

The use of the term ‘banks’ in the context of bank-based vs. market-based systems can
misleading in two respects. First, it suggests that banks are not part of a market process,
whereas banks are involved in market processes, even though the markets would be not
be competitive ones (in the sense of approximating perfect competition). Second, it does
not take care over specifying the role of banks. Alternative terminology here would be to
distinguishing commercial (clearing) banks, investment banks, savings banks, universal
banks recognising that it is generally the case that a financial institution has both sets of
functions, and how far those functions should be separated. A further issue here may be
banks dealings in existing financial assets. The investment bank is portrayed as receiving
deposit which is in some way lent out—the precise form varies. But (apart from range of
financial services such as insurance) ‘banks’ have become involved in the sale and resale
of financial assets, mortgage backed securities and the like.

2. The mainstream view of bank-based/market based typology

When banks and financial markets are both viewed in terms of financial intermediaries
between savers and investors, then the two may be compared in terms of the effectiveness
in matching savings and investment, and in terms of effects on the propensity to save (e.g.
savings encouraged by the availability of liquid assets in which to place savings). In
general, the underlying perspective is a neo-classical one in which the pool of savings is
available for direction into investment. The implicit view is that the financial sector is an
intermediary between households (as savers) and firms (as investors), and the supply of
credit to households is largely ignored. The financial sector is viewed as performing

monitoring functions when finance and credit are supplied to the business sector. The
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terms and conditions for the supply of finance and credit range from an arms-length
relationship in which the financial institutions stake is limited to securing the payment of
interest and principal through to equity interest involving not only profit-related rewards
to finance but management and other involvement.

One view of the perceived differences between a bank-based system and a market-based
system is expressed as follows: ‘The bank-based view highlights the positive role of banks
in (i) acquiring information about firms and managers and thereby improving capital
allocation and corporate governance ... (i) managing cross-sectional , inter-temporal, and
liquidity risk and thereby enhancing investment efficiency and economic growth ...., (iii)
mobilizing capital to exploit economies of scale ... Thus, the bank-based view holds that
banks—unhampered by regulatory restrictions on their activities - can exploit scale
economies in information processing, ameliorate moral hazard through effective
monitoring, form long-run relationships with firms to ease asymmetric information
distortions, and thereby boost economic growth.” (Levine, 2002, p.2)

In contrast, ‘the market-based view highlights the growth enhancing role of well-



