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Abstract

This paper is one of the two introductory chapters of the book "The German Financia
System”. It first discusses two issues that have a general bearing on the entire book, and then

provides a broad overview of the German financial system.

The first genera issue is that of clarifying what we mean by the key term "financial system”
and, based on this definition, of showing why the financial system of a country is important
and what it might be important for. Obvioudly, a definition of its subject matter and an
explanation of its importance are required at the outset of any book. As we will explain in
Section |1, we use the term "financial system" in a broad sense which sets it clearly apart from
the narrower concept of the "financial sector”. The second general issue is that of how
financial systems are described and analysed. Obviously, the definition of the object of
analysis and the method by which the object is to be analysed are closely related to one
another.

The remainder of the paper provides a general overview of the German financia system. In
addition, it is intended to provide a first indication of how the elements of the German
financial system are related to each other, and thus to support our claim from Section Il that
there is indeed some merit in emphasising the systemic features of financia systems in

general and of the German financia system in particular.

The chapter concludes by briefly comparing the genera characteristics of the German
financial system with those of the financial systems of other advanced industrial countries,
and taking a brief look at recent developments which might undermine the "systemic"

character of the German financial system.
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|. The purpose and structure of this chapter

This chapter first discusses two issues that have a general bearing on the entire book, and then
provides a broad overview of the German financial system. The first general issue is that of
clarifying what we mean by the key term "financial system" and, based on this definition, of
showing why the financial system of a country is important and what it might be important
for. Obvioudy, a definition of its subject matter and an explanation of its importance are
required at the outset of any book. But it is al the more important in our case because the
term "financia system” is used in a number of very different ways, both in the academic
literature and in nontacademic discourse, and because the importance of the financial system
is not generally acknowledged. As we will explain in Section |1, we use the term "financia
system” in a broad sense which sets it clearly apart from the narrower concept of the
“financial sector".

The second general issue, which we will take up in Section |11, involves a discussion of how
financial systems are described and analysed. This is a necessary step too, since there is no
standard way of doing it. Obviously, the definition of the object of anaysis and the method by
which the object is to be analysed are closely related to one another. The overall structure of
the present book reflects our broad definition of the term "financial system": it deals not only
with the German financial sector, but also with financial aspects of what happens in the real
sectors of the German economy. As we will argue, we consider that the most useful approach
to describing and analysing financia systems is one which emphasises the ways in which the
various elements of afinancia system are related to each other, and in which they interact. In
other words, we wish to underscore the fact that a financial system really is a system, and to

explain why this is so.

In Section 1V we will then provide afirst general overview of the German financial system. In
addition to putting the following chapters into perspective, this overview serves two purposes.
It isintended to provide a first indication of how the elements of the German financial system
are related to each other, and thus to support our claim that there is indeed some merit in
emphasising the systemic features of financial systems in general and of the German financial
system in particular; and it is intended to at least partially compensate for the inevitable gaps
in the material presented in the remainder of the book. The chapter concludes by briefly
comparing the general characteristics of the German financia system with those of the finan
cid systems of other advanced industrial countries, and taking a brief look at recent devel op-

ments which, as will be argued at greater length in the concluding chapter of the book, might



undermine the "systemic" character of the German financial system, a crucial aspect which is
emphasised in Section 1V 4.

II. The meaning of theterm " financial system” and the importance of
financial systems

1. Defining termsand topics: " financial sector™" versus" financial system"”

What is a financial system, and what does the term "financial system” properly refer to? The
answer to these questions is not obvious, as one can easily see if one imagines the situation of
a young World Bank economist who is instructed by her superiors to fly to some far-away
country and come back with an overview of the "financial system” of that country. What
would she look at and what should she look at? What would those who sent her on the
mission be interested in knowing?

She would certainly come back with information concerning the central bank and the mone-
tary system of the country, its banks, and its stock market, if there is one. But this information
may not be all that her superiors want to know. A policy-relevant analysis should put first
thing first. At least at a conceptua level, the analysis of any financial system should start with
people and their business endeavours; it should examine their financial needs and their
demand for financial services, and it should identify the ways in which these needs are

satisfied and their demand is met. Accordingly, the underlying questions are:

How do people accumulate wealth and transfer income over time? Which options are

available and how are they used?

How do businesses obtain financing if they, or their owners or managers, have attractive

investment opportunities for which their own funds would not be sufficient?
How do people cope with risks?

Addressing these questions raises others, some of which may be more familiar: Are there
ingtitutions in that country which meet the demand for savings opportunities, credit facilities
and risk-management or insurance services? And if they exist, what is the nature of those
ingtitutions, how do they function, who owns and governs them, how do they operate, and
how are they designed and regulated? And most importantly, what role do those institutions
play in helping real people to solve their financial problems? How important is externd
financing in comparison to interna financing? How important are real savings or rea invest-

ment, as means of storing and tansferring wealth over time, in comparison to financial



savings? And how important is formal insurance relative to other methods of risk mitigation,
i.e., those which involve measures confined solely to the real sectors of the economy? How
important are formal, i.e. regulated and supervised, financial institutions and organised
markets in comparison to informal financial relationships, such as those that may exist
between friends and family members? Are the financial institutions and the organised markets
"good" according to some suitable standard? And is the legal and regulatory system condu
cive to the provision of financial services and the establishment of financial institutions and

their proper functioning?

These questions are equally important for all countries, irrespective of whether one looks at
Indonesia, Poland or Germany. As the young World Bank economist will hopefully have
come to redlise after a few days, the formal financia institutions may not be the most impor-
tant part of the financial system of any of these countries. These considerations motivate our

distinction between two concepts and their definitions.

The narrow concept is that of the financial sector. We define the financial sector
as that part — or sector — of an economy which offers and provides financial
services to the other sectors of the economy. It consists of the central bank, other
banks, non-bank financial institutions, organised financial markets and the rele-

vant regulatory and supervisory institutions.

The broader corcept is that of the financial system. It can be defined in genera
terms as the interaction between the supply of and the demand for the provision of

capital and other finance-related services.

In addition to the supply side, i.e. the financial sector and its activities, the concept of the
financial system also includes the demand side and thus the economic units which may
demand financial services. The demand for these services comes from many economic units,
but most importantly from households which accumulate wealth or simply carry income over

from one time period to the next, and from firms which need capital for investing.

The widening of the focus is more than a change of definition, since the concept of the finan
cia system aso includes unitsin the nonfinancia sector in so far asthey do not demand, or
do not succeed in obtaining, services from the formal financial sector. Indeed, if we wish to
understand the financial system of a country, we must also indicate the extent to which, and
the forms in which, households and other surplus units undertake rea investment merely in
order to accumulate and transfer assets; how firms and other deficit units obtain financing

directly from households and other surplus units or engage in self-financing; and how house-



holds and firms protect themselves against risks. The state is also a part of the financial sys-
tem, not only because it too supplies and demands financial services, but also because it

serves as the organiser and regulator of the financia sector.

There is a second dimension in which the concept of the financial system is broader than that
of the financial sector. Financial flows are mirrored in flows of information and flows of
potential and actual influence. From the perspective of new institutional economics, there are
obvious reasons why this is so, and it is aso obvious that financial flows, information flows
and flows of influence are interdependent: each of the three types of relationship plays a key
role in determining the nature of the other two types. Actual and potential flows of informa-
tion and influence constitute the essence of “the corporate governance system'. As finance
without governance would scarcely be possible, the corporate governance system is therefore

an integral part of the financial system of any country.1

2. Theimportance of having a good financial system

For a long time it has been common knowledge among economists that a well-functioning
financial system is important for welfare and growth. Hilferding, for example, emphasised the
role of the German banks in supporting the belated growth of industry in Germany. Schum-
peter's view of the banker as the partner and supporter of the entrepreneur is well known, asis
Gerschenkron's historic account of this role.2 Practitioners in banking and business as well as

politicians who are active in this area will typically share the view that "finance matters’.

The conventiona view of the financia system as a factor contributing to growth lost its
prominence in academic circles at the time when the neoclassical theory of economic growth
gained general acceptance, as the analytical structure of this theory does not accommodate

banks or the financial sector in general. Moreover, while some economists continued to

1 Many authors make a distinction between the narrow and the broad concept which largely corresponds to our
distinction between the financial sector and the financial system. But their terminology does not always reflect
this distinction; the term "financial system"” is often used to denote merely the financial sector.

2 See Hilferding (1910), Schumpeter (1911) and Gerschenkron (1962). The case studiesin McKinnon (1973)
provided some early evidence that finance matter. However, the importance of German banks in the late 19" and

early 20" centuries is questioned in more recent work by Fohlin (2000), Verdier (1999) and Rajan/Zingales
(2001).



consider financial development as an engine of growth, others claimed that it was not a cause

but rather a consequence and a symptom of real economic devel opment.3

The discussion about the role and importance of financial systems was revived around 1990.
The World Development Report of 1989, which was dedicated to this topic, provided the first
econometric evidence that finance matters for growth and development; and it also suggested
a causal link running from finance to growth. This strand of research culminated in the work
of King and Levine. As the title of one of their influential papers indicates, they clam that
"Schumpeter might be right” (King/Levine, 1993). More recent work, which is summarised in
Levine (1997) and Winkler (2001), points in the same direction.

If one looks at this literature in detail one can easily recognise that, in its search for academic
rigour, it does not in fact refer to the entire financial system in the broad sense introduced
above, but more narrowly to the financial sector. However, the finding can easily be general-
ised using such arguments as those put forward in the work on "law and finance" by La Porta
et d.4 Thus, at least at the current state of the debate, one can safely conclude that a good
financial system seems to be conducive to economic welfare and growth and that therefore the
topic of this book isindeed an important one. But this then raises the question of standards of

assessment. We will address this question in the following section.

[11. Different approachesto analysing financial systems

As there are many contexts in which the financial system is considered to be relevant, it is not
surprising that there are also many different ways in which financial systems are described
and analysed in the literature. Each of them reflects not only a different focus, but aso a
different concept of what is, and what is not, part of the financial system. However, there does

not seem to exist a common view of how one should describe financial systems.®

In what follows, we shall briefly characterise four ways of describing and analysing financial
systems. Let us refer to them as the "institutional approach”, the "intermediation approach”,
the "functiona approach” and the "systemic approach". As will hopefully become clear, the
four approaches are not mutually exclusive. Instead, they build on each other at least to a

3 For example, Hicks (1969) argued that the financial system of the UK played an important role in the
Industrial Revolution, while Robinson (1952) questioned this view and suggested that the financial system
developed as aresult of economic growth, i.e., that the causality went in the other direction.

4 See for instance La Porta et al. (1998), Mayer/Sussman (2001) and Pagano/Volpin (2001) for surveys and
Hellwig (2000) for a thorough discussion of the importance of awell-functioning financial system.

S Different ways of describing and analysing afinancial system are discussed at length in Papenfuss (1999).



certain extent. We will then conclude this section by indicating why we advocate using the
most comprehensive approach, and by demonstrating in which sense it is in line with the

broad concept of the financial system introduced above.

1. Theinstitutional approach

As the term suggests, the institutional approach focuses on the existing institutions such as the
banks, insurance companies, investment and pension funds, financial markets and the central
bank system. Descriptions and classifications of those institutions which in their totality make
up the financial sector of a country are the dominant topic in the literature which follows this
approach.® Thus the institutional gpproach is narrow in its focus, and it is not analytical. This
characterisation of the institutional approach is not intended to be demeaning, since knowl-

edge of the factsis a prerequisite for any attempt to dig deeper.

In addition to descriptions, classifications and statistical material, work which follows this
approach can, and typically does, also offer comments and assessments pertaining to certain
features of the various institutions within the financial sector or of the sector as a whole. For
instance, it might be supplemented by an evaluation of the degree of competition in the
banking sector, of its openness to foreign competitors and of the competition within and
between different groups of financial intermediaries; or the transparency of price determina-

tion and investor protection in financial markets; or the quality of regulation and supervision.

2. Theintermediation approach

Although, strictly speaking, no approach can be "purely descriptive” in so far as any descrip-
tion involves the application of at least some analytical criteria which determine what to select
and report, it is nonetheless true to say that the institutional approach is primarily descriptive
in the sense that it is not explicitly shaped by theoretical considerations concerning, for exam
ple, the economic functions of the financial sector and its constituent institutions and their role
in the national economy. Conventional economic approaches are different in this respect. One

of these, which we do not wish to discuss at this point, is the monetary approach. It regards

6 This type of description can be found in numerous textbooks and monographs. See Faugere/Voisin (1994)
regarding the French financial system, Buckle/Thompson (1998) regarding the UK financial system, and various
chaptersin the manual compiled by Obst/Hintner (2000) on the German financial system.



the financial sector, which is composed of the central bank and the commercial banking

system, as the apparatus which supplies money to the real economy.’

There is another conventional economic approach which can be traced back to the work of
Gurley and Shaw8 and which emphasises a different role of the financial sector, namely that
of intermediation and transformation. In its original form, this approach, which we call the
"intermediation approach” for convenience, views the financial sector as composed of banks
and other financial intermediaries. Intermediaries go between "surplus spending units’, which
have more income in a given time period than they themselves want to spend on consumption
and real investments during that period, and "deficit spending units’, which want to spend
more than they have in terms of current income and income carried over from earlier time
periods. In simple terms, the surplus units are savers, which is the characteristic role of
households, and the deficit units are investors, the typical role of firms and in many cases also
of the state. Intermediaries substitute for direct finance by accepting some form of deposits

from the savers and providing loans or equity to investors.

Intermediation helps to alleviate some of the problems which would make direct finance diffi-
cult. The main problem is that of divergent preferences and economic needs. Typically, savers
prefer to have their funds available at short notice, to invest small amounts for relatively short
terms, and to have their funds used for purposes which involve a low level of risk. Typical

investors want exactly the opposite: they need funds without the threat of having them with
drawn unexpectedly; they want to have larger amounts for a longer period of time; and they
want to be able to invest them in assets which may include some that entail a higher level of
risk. In addition, there is a problem of information and incentives, or of adverse selection and
mora hazard, which nmakes direct finance difficult. Being less informed and less capable of

monitoring the use of their funds, savers might smply abstain from directly financing inves-

tors, or request compensations which make external financing unattractive for investors.

Intermediaries perform the following functions: they can provide liquidity; they can compen
sate for a certain mismatch of maturities and amounts, i.e. perform what is referred to as term
transformation and lot size transformation; they can act as experts in assessing the economic

potential of those who seek funding; and finally they serve as "delegated monitors'

7 For the case of Germany, see Alexander/Bohl (2000) and various publications by the Deutsche Bundesbank,
esp. Deutsche Bundesbank (1995). Chapter 5 in this volume book contains elements of this approach.

8 See Gurley/Shaw (1960) and with respect to developing countries Shaw (1973) and McKinnon (1973). For
descriptions of financial systemsin thistradition, see Kaufman (1997), Ferrandier/Koen (1994) and Bain (1992).



(Diamond, 1984 and the extensions in Diamond and Raan, 2001, and Tyrell 2003). In

performing these functions, the financial sector can create value for the economy.

In an extended version, this approach also takes account of the economic role of financial
markets and in particular secondary markets, and thus of the securitisation of financial assets.
Financia markets can aso perform some of the transformation functions listed above. By
doing so, they aso mitigate the tensions which would stand in the way of a transfer of a
financial surplus from those who want to save to those who have good investment opportuni-
ties. Moreover, intermediation in the strict sense of on-balance-sheet intermediation can be

combined with intermediation via markets in various ways.®

This concept of what financial intermediaries and financial markets do suggests a way of
describing and analysing a given financial system in terms of the extent and the effects of
intermediation, transformation and securitisation. Evidently, such an approach is much more
theory-based than the institutional approach. It not only covers the financial sector, but also
includes, as an essential dement, the non-financial sectors. Thus it deals with the financia
system as a whole. Moreover, it lends itself relatively well to measurement (see Hacketha
and Schmidt, 2000/2003) and suggests a straightforward standard for evaluation: a financial
system is "better” if it provides more intermediation in the narrow and in the broad sense.
However, the intermediation approach is quite selective in terms of what it takes into consid-
eration, which indicates that one could usefully combine it with further extensions. The two

approaches to which we turn now can be regarded as relevant extensions.

3. The functional approach

While the institutional approach is useful in its emphasis on the given ingtitutional structure, it
goes too far in this respect and has osme serious weaknesses. As Merton argues, it cannot
explain how and why the ingtitutional structure of a financial system changes and how it could
evolve over time. More generaly, it lacks a deeper understanding of the functions a financial
system should perform. While the intermediation approach does have a firm theoretical basis
and emphasises functions, it is not entirely satisfactory in so far as it only focuses on two

functions of the financial sector, namely intermediation and transformation.

9 Allen/Santomero (2001) show for the case of the United States how the role of banks has shifted from acting
asfinancial intermediaries themselves to providing access to capital markets and to the transformation services
that the capital markets provide to the economic units of the non-financial sectors of the economy.



Robert C. Merton and various co-authors have developed an aternative to the institutional
perspective and, one might add, a generalisation of the intermediation approach.10 What they
call the functional approach focuses on functions rather than institutions as given and there-
fore as the conceptual point of departure. In this approach five functions are identified and
distinguished from the primary or core function at a less abstract and aggregate level. A

financial system provides

1. away to transfer economic resources through time and across regions and industries,

which is singled out as the core function of any financial system,
2. apayments system to facilitate the trade of goods, services and financial claims,

3. amechanism for pooling resources and for subdividing shares in large-scale

indivisible enterprises,
4. away to manage uncertainty and control risk,

5. priceinformation that can be useful in co-ordinating decentralised decision making,

©

away to deal with the asymmetric information and incentive problems.

As its advocates claim, the functional approach offers a useful frame of reference for analys-
ing a country’s entire financial system; it is more reliable and generates more insights than an
institutional approach because the basic functions of a financial system are essentialy the
same in all economies and are more stable than the identity and structure of the institutions
performing them. According to this approach, the analysis of a financial system starts by
describing the functions performed by the different elements of a country’s financial system
and determining how the functions are currently being performed (see Merton and Bodie,
1995, p. 17).

The functional approach has the virtue of abstracting from institutional detail and instead
focussing on the underlying economics. However, it may also go too far. A strict application
of this approach presupposes that functions are separable, and this assumption may be wrong:
On the one side, an arrangement in which a particular type of institution performs multiple

financial functions at the same time may be efficient,11 and on the other side, specific

10 See Merton (1990 and 1995) and Merton/Bodie (1995) for an in-depth description of this approach, and
Crane et al. (1995) for various applications.
11 For instance, this can be the case for the institution "bank", which can be understood as the specific

combination of the functions of liquidity provision and relationship lending (Diamond and Rajan (2001)). See
Rajan (1996) for asimilar critique of the functional approach with respect to the institution "commercial bank".
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configurations of ingtitutions may be required to reduce frictions which would otherwise
hamper the allocation of resources and thus lower the performance of afinancial system. This
regquirement, namely the complementarity between different elements (institutions) of afinan
cia system, will be discussed in more detail in the next subsection. As a result, there are
major trade-offs and interrelationships between the different functions described above and
the different institutions performing those functions (see Allen and Gale (2000) for analyses
of these trade-offs). In this respect different financial systems may have different strengths
and weaknesses, which the functional perspective seems hardly capable of grasping.

4. The systemic approach

A systemic approach aspires to accomplish just that: It describes and analyses a financial
system in terms of the interrelations between its elements and the impact which these interre-
lations have on the performance of the system as a whole. In a systemic perspective, a finar
cia system is an ordered set of complementary and possibly consistent elements or subsys-
tems. What is the meaning of "complementarity"? Two (or more) elements of a system are

complementary to each other

- if the positive effects of the values taken on by the elements mutually reinforce each other
in terms of a relevant evaluation function, and the negative effects mutually mitigate each

other, i.e,

- if ahigher value for one element increases the benefit yielded by an isolated small increase

in the value for the other element (and vice versa), and

- if, as a result, the "quality" or the "economic value" of a system depends on the values
taken on by its (complementary) features being consistent with each other or, to put it

simply, on the values "fitting together". 12

Whether the elements or subsystems of a given system are complementary is determined by
theoretical considerations. In the case of financial systems, such considerations would have to
show that elements such as the role of banks in the financial sector, the financing patterns of

corporations and the governance structure of big corporations, as well as the role of financial

12 There are much more formal ways of defining and characterising the concept of complementarity, which
use the mathematical apparatus of lattice theory; see Fudenberg/Tirole (1991), Topkis (1998) and Hackethal
(2000). The concept has been popularised in the economic literature by the work of Milgrom and Robertsin the
context of organisational design; see e.g. Milgrom/Roberts (1990, 1995a, 1995b) but also Aoki (2001). For an
application of the concept of complementarity to the field of financial systems see Aoki/Patrick (1994) and
Schmidt/Hackethal /Tyrell (2002).
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markets as conpared to that of intermediaries, the structure of the pension system and certain
parts of the legal system are complementary to each other. This can indeed be shown to be the
case.13 Thus it is accurate to say that all financial systems are shaped by the complementarity
of their main elements. Moreover, theoretical considerations alow the conclusion that there
may not be more than a few or even only two "efficient" types of financial systems, as is
reflected in the well-known classification of financial systems into two groups, depending on
whether they are perceived as being bank-based or capital market-based.

However, complementarity implies merely that a potential exists. economic benefits may
accrue, but only if the main elements of a (financial) systemtake on values which fit together
well. This potential will not necessarily be realised. Thisis precisely the aspect covered by the
concept of "consistency”. We refer to a system made up of complementary elements as being
consistent if the benefits of complementarity are exploited and if, therefore, a small changein
the vaue taken on by an individual feature, or by several features, does not permit an
improvement in terms of the objective function or the evaluation function. Whether or not a

given financial system is consistent is an empirical question.

As a consequence, the financial system of a country can be characterised by determining
which of the known types of financia systems (defined on the basis of their complementary
elements) it conforms to — if any al — and by investigating to what extent its elements are
indeed consistent.

Of course, these definitions of complementarity and consistency presuppose that there is a
standard of measurement with which systems can be evaluated — at least approximately — in
terms of the benefits they offer, and that the values taken on by the elements can be measured
at least in the weak form of an ordinal ranking and/or that it is possible to distinguish between
"polar" values. The standard for assessment might be a general level of economic welfare or
the contribution which the financial system makes to economic growth; but it might also be
the extent to which the functions of financial systems listed by Merton and his co-authors are

performed, and also how well they are performed.

A consistent system of complementary elementsisin a state of (static) equilibrium. Typically,
the key elements of systems characterised by complementarity include multiple equilibria or

13 see Hackethal /Tyrell (1999), Hackethal/Schmidt (2000) and Tyrell/Schmidt (2001) for various
combinations of the financial system elementslisted here.
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local optima.14 In most cases it is impossible for the individual actors operating in the system
to judge whether a local optimum is aso the global optimum. This feature has important
implications for the development of financia systems and especialy for the issue of the
convergence of different financial systems over time. With respect to the German financid
system this aspect will be taken up in the final chapter of this book.

The twin concepts of complementarity and consistency would seem to give a more precise
meaning to what is colloquially called "areal system"”, as it is highly plausible to assume that
one's assessment of individual elements, and indeed of a specific change in one element,
depends in a crucial way on the vaues which the other elements of the system take on. What
are the implications of this insight for the task of describing and analysing a given financia
system? Unfortunately, a formal proof of complementarity and consistency based on the
mathematical theory which underlies the theory of complementarity cannot be performed in
practice because it would require much more information than is available. However, one can
attempt to describe a given financia system informally in such a way that complementarities
which are presumed to exist become visible. If one can show that different key elements of
the financia system in question fit together in a specific way, then this system is aso likely to
be consistent, and it can be classified as belonging to one of the two types of financial system
distinguished above. Thus, this invegigation should be a part of the characterisation of any

financial system.

5. Implications

All four of the approaches discussed above have their merits, and each of them is taken into
account in the following chapters of the book as well as in the following section of the present
chapter. However, as the systemic approach is the most comprehensive one, we will now
attempt to outline the most important features of the German financia system using the
concept of complementarity. We will argue that these features together constitute, or at least
did constitute until quite recently, a system of complementary elements, each of which fits

together with the others, thus making the others more effective than they would otherwise be.

14 For this reason it is important to determine the key elements of afinancial system. If achangein the value
of anindividual element would inevitably undermine the consistency of the whole system, we refer to this
element as akey or core element. For instance, afundamental change in the character of a country's pension
system from a pay-as-you-go system to a capital-funded system would lead to an inconsistency if that country's
financial system were bank-based. See Tyrell/Schmidt (2001) for more details.
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V. The German financial system: An overview of its characteristic features

1. Introduction

We start our overview of the German financial system with a brief description of the financial
sector, including the regulatory environment, using the institutional approach. In subsection 3,
we then look at the different functions which a financial system has to perform. We describe
which part of the financial system fulfils which functions, and especially how resources are
collected, allocated and controlled in the German financial system. The main focus in this
subsection will be on the role of banks as financial intermediaries, on the patterns of German
corporate finance, and on corporate governance in Germany. However, this section also
includes a brief characterisation of the savings behaviour and portfolio choice of German
households and of the German pension system, two topics which are not covered specifically
by individual chapters in the present book. Thus subsection 3 applies both the narrower inter-
mediation perspective and the broader functional perspective to the case of the German finan

cial system.

In subsection 4, we bring the different elements together and trace a picture of the overall
financia system, identifying its peculiarities and especialy its systemic character, as we
perceive it. We will argue in this subsection that in the mid-to-late 1990s, i.e. before the major
stock market rally of the late 1990s and the ensuing downward spiral, the German financial
system was indeed a consistent system. Since that time, however, the German financial
system has undergone considerable changes, and these recent developments may have
distorted the picture of complementarity and consistency. More precisely, they would appear
to cast doubt on the conceivable proposition that the German financial system is till today a
largely consistent one. However, we make no such proposition here. Whether the German
financial system still iswhat it seems to have been only seven, or even only five years ago, or
whether it has recently changed its character in a fundamental way is too complicated a
guestion to be discussed serioudy within the limited space of this section. In the concluding
chapter of this book, the two editors will explain why both possibilities appear plausible — and
why it is also too early to take a firm stand on this issue. The chapters that follow will present
most of the material on which such an assessment might be based. Thus the present chapter
serves as a point of reference for the following chapters. To a certain extent, this section and
especially subsection 4 characterises not the German financial system as of the time of
writing, but rather that of the mid-to-late 1990s. Through the use of present and past tense, as

well as occasional footnotes and cross references, we indicate which of the features of the
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German financial system described in this section have changed substantially during the last
half-decade.

2. Theinstitutional perspective

The financial sector of a country encompasses the financial intermediaries, which can be
subdivided into banks, non-bank financia intermediaries (NBFIs) and financial markets, and
also the regulatory environment in which these institutions operate. It is in this sequence that

we now consider each of these e ements in turn.

a) Banks

In the mid-1990s the German banking system exhibited characteristics, especialy its struc-
tural complexity and the power of its banks, that differentiated it from many other banking
systems in industrialised countries.15> A bank, in legal terms a "credit institution”, is defined in
Article 1 of the Banking Act of 1961 as any enterprise which is professionally engaged in the
activities of accepting deposits, making loans, discounting bills, providing securities broker-
age services and trust (safe custody) services, factoring, financial guarantees, and funds trans-
fer or payment (giro) services as well as providing other services which the relevant authori-
ties might define as banking services. According to this broad definition, there were approxi-
mately 3,700 legally independent banks with more than 48,000 banking offices in Germany in
1995.16 Thus, in terms of the large numbers of banks and banking offices, Germany was, and
still is, one of the most heavily "banked" economies in the world. The number of banks in

Germany has declined in recent years, but is still large by international standards.

The vast mgjority of the banks are universal banks, which means that they are engaged, to a
greater or lesser extent, in al of the activities listed above, plus typical investment banking
services and the provision of insurance products through subsidiaries or closely connected

insurance firms.

With respect to their ownership structure, the German universal banks can be subdivided into
three categories: private commercial banks, savings banks, and cooperative banks. Only about
330 of Germany’s banks, or roughly 10% of the total number of banking institutions, were
private commercia banks, and thus, at least based on their ownership structure and their legal

15 For adetailed description of the German banking sector, see Biischgen (1993), Sichting/Paul (1998) and
Hartmann-Wendels et al. (1998).
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status, profit-maximising entities.1’ In 1995, the group of private commercia banks included
the three major publicly listed banks Deutsche Bank, Dresdner Bank and Commerzbank; the
regiona commercia banks with extensive branch networks; and the few remaining private

banking outfits.18

Table 2-1 below provides information on the fractions of the three major banking groups with
respect to the number of legally independent institutions, total bank assets, and bank branches
for both 1995 and 2001.

Table 2-1: Structural figures for the German banking sector

1995
Balance | Percentage| Number of
Bank group sheet total,| of balance credit Domestic
DM million | sheet total | institutions ] branches
Private commercial banks 2,218,356 27.4% 331 7,305
Big banks 978,322 12.1% 3 3,624
Savings bank group 3,046,470 37.7% 637 19,504
Credit cooperative group 1,149.666 14.2% 2,595 17,248
All other categories 1.675.208 20.7% 221 4,167
Total | 8,089,700 | | 3784 | 48,224
2001
Private commercial banks 2,458,055 33.2% 303 5,576
Big banks 1,648,863 22.3% 4 2,369
Savings bank group 2,575,194 34.8% 547 17,094
Credit cooperative group 783,972 10.6% 1,623 14,602
All other categories 1 577 028 21.3% 222 3,867
Total | 7,394,249 | | 2695 | 41,139

Source: Deutsche Bundesbank (1996, 2002)

The private commercial banks dominate the securities trading and custody business and also
play a dominant role as investment bankers on the IPO market. In addition, especially the big

joint stock banks hold substantial interests in commercial enterprises and other financial

16 see Deutsche Bundesbank (1996, 2002) for most of the data in the following description. Chapter 8 of the
book explains the extent to which, and the reasons why, the number of banks has decreased since then.

171n terms of the volume of bank assets under their control, this group represented 27% of total German bank
assetsin 1995. The market share of the so-called big banks (Grossbanken) amounted to only 12%.

18 since the merger of the two large exchange-listed Bavarian banks in 1998 to form Hypovereinsbank, the
banking statistics of the Deutsche Bundesbank have included it as afourth "big bank”. In addition, the insurance
company Allianz took over the Dresdner Bank in 2001, which is therefore no longer publicly listed.
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ingtitutions that provide specialised and mortgage banking services. Regional commercial
banks have a strong local presence. Apart from being universal barks, they are in many cases
strongly engaged in some specialised activity, e.g., housing finance. Smaller private banks
typicaly have the legal form of a partnership and specidise in the financing of a particular
industrial sector or in the provision of selected banking services to wealthy customers, such as
investment advisory and trustee services. In the mid-1990s, only about 60 branches of foreign
commercia banks operated in Germany, representing only 2% of total banking assets. One
group of foreign banks mainly provided their services to German subsidiaries of foreign

firms, while another group plays an important role in the various fields of investment banking.

In terms of total assets and banking offices, the savings banks group is the biggest group in
the German banking sector. It comprises three layers of institutions, consisting of about 600
local savings banks, 13 regional-level banks (called Landesbanken or Landbanks, "Land"
being the term given to each of the states that make up the Federa Republic) and one
ingtitution at the top of the system. With only a few exceptions, savings banks are owned by
the public sector, i.e. municipaities, districts and federal states. This implies that the public
sector bears liability if the savings banks run into financial difficulties and is aso obliged to
make sufficient capital available to them. For this reason and because of their legal mandate,

savings banks are not strictly profit-maximising entities.

Loca savings banks operate only in their designated region and thus they hardly compete
with each other. They provide local customers with a wide range of banking services,
excluding only those services that they cannot provide efficiently because are too small, and
those that are prohibited by the relevant savings banks law. This is where the Landbanks
come into play. Moreover, the Landbanks serve as a clearing-house for the local savings
banks as well as holding their excess liquidity reserves, and are typically also the "house
bank" of the respective Land. They are fully-fledged universal banks and wield enormous

power based on the strong branch presence of the savings banks.

The third important group is the cooperative banking group, comprising a larger number of
independent ingtitutions than any of the other groups. In 1995, there were nearly 2,600 local
cooperative banks with 17,000 branches. But typically these banks were rather small: the
entire cooperative group represented only 14% of total German banking assets. Cooperative
banks are member-owned, and according to their by-laws their main function is to support the
business of their member-owners. Thus, these institutions too are not standard profit- maxi-

mising entities. In recent years, a wave of intra-sectoral mergers has greatly reduced the
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number of local cooperative banks, and the upper levels of the cooperative banking system

have been restructured.

These three banking groups also shape the German payment system. In Germany credit trans-
fers and direct debits are the predominant form of payment transactions. Nearly every bank
belongs to one of the banking groups which at each case operate their own giro network to
process retail payments.19 The processing in these networks is usually carried out on a bilat-
eral basis with settlements effected by one or more of the banking group’s central institutions.
This stands in sharp contrast to most other industrialised countries where because of other

banking structures typically cheques are used in non-cash payments.20

Apart from these three main categories of (universal) banks, banks with a somewhat narrower
scope also play an important role in Germany. There are about 200 non-universal public and
private banking institutions representing more than 20% of total German banking assets. One
important subgroup here are the public and private mortgage banks. These institutions enjoy a
specia status and the privilege of being authorised to issue mortgage bonds (Pfandbriefe), i.e.,
asset-backed securities with long maturities. Furthermore, the group of specidist banks
includes various government-funded banks with special mandates to support economic devel-

opment in Germany and in other countries; and aso the Deutsche Postbank AG.

Let us briefly summarise the main characteristics of the German banking system as outlined

above.21

1. Itwas—and still is — dominated by universal banks, ailmost all of which are genuine
universal banks in the sense that they are not merely financial conglomerates, but rather

accommodate almost all divisions within a single institution

2. The mgjority of institutions are not bound to the principle of profit- maximisation. Most
banks provide the full range of financial services, but in fact — aside from a few excep-
tions, notably some of the so-called big banks — they concentrate on retail deposit-taking
and lending. Not only urban but also rural populations enjoy good access to these banking

services.

3. Competition is greater between the different groups of banks than within each group.

19 Deutsche Postbank AG is also a big player in the payment services market because they operate with more
than 14,000 branches abig giro network.

20 See European Central Bank (2002) for more details.
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4. The clear predominance of banksis also reflected in the fact that the ratio of banking
assets to GDP isrelatively high, compared to other industrialised countries and compared

to corresponding measures for the stock market.

5. In purely quantitative terms, the three (or four) big German banks do not seem to be as
important as the biggest banks in most other countries. Y et this assessment is no longer
strictly true if one takes account of the other roles they play, in addition to lending and

deposit-taking.

b) Non-bank financial intermediaries

By internatioral and especially by Anglo-Saxon standards, nonbank financial intermediaries
(NBFIs) or ingtitutional investors?2 were still arelatively small segment of the financial sector
in Germany in the mid-1990s.23 This applies in particular to investment funds, which have

considerably gained in importance since then, however.

NBFIs in Germany can be subdivided into two main groups. insurance companies and
investment companies. Insurance companies are the largest group of NBFIs. Especialy life
insurance companies are of interest here because they are important institutional investors that
manage savings on behaf of small investors.24 In the mid-1990s, domestic insurance compa-
nies dominated the German life insurance market,2> and 46% of total premium volume was
generated by the four biggest companies. Nevertheless, compared to other industrialised

countries, the market concentration was still low (see al'so Albrecht/Schradin, 1999).

The portfolio composition of the German life insurance industry shows some interesting
peculiarities. 57% of the funds were invested in loans and bonds — especialy loans to banks,
bank bonds and government bonds — but a mere 17% in domestic equities and virtually

nothing in foreign assets.26 It is important to add here that there are close connections between

21 Banks and bank-client relations are discussed at greater length in the chapters by Andreas Hackethal and by
Elsas and Krahnen in this book.

22 As Raimond Maurer does in the chapter on institutional investorsin Germany in this book, we follow
Davis/Steil (2001) in using the term institutional investors as a synonym for NBFlIs.

23 See the figures in Davis/Steil (2001, p.7/8) and Schmidt/Hackethal /Tyrell (1999).

24 |n the mid-1990s, pension funds were virtually non-existent in Germany because of the structure of the
German social security system. After the pension reform legislation of 2001 thisis slowly changing.

25 1997 international companies had a 13% share of total premium volume. See Albrecht/Schradin (1999)
for these and the following figures.

26 See Davis/Steil (2001, p.33). The fraction invested in shares had increased in the late 1990s, but never came
closetothelevel in Great Britain, for example. For details, see the chapter on institutional investorsin this book.
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the insurance and banking industries which manifest themselves in cross-holdings of equity

and seats on the respective supervisory boards (see Bohmer, 2001).

The investment industry was a latecomer to the German financial sector. With amere 9% of
GDP, the volume of total assets under management in 1998 was far below the comparable
figures in the UK, the US or France. There are two types of investment funds. so-called
specia funds, which are administered only for institutional investors; and public funds, which
are offered to the genera public. In the late 1990s about two-thirds of the capital managed by
the investment industry was held in special funds.2?

In the context of the German investment business it is important to distinguish between two
types of lega entity, namely the investment companies which manage funds, and the funds
themselves. The investors who provide the capital which is administered by this type of insti-
tutional investor are shareholders in the fund, but not sharetolders in the investment company.
In the mid-90s, and still today, the shareholders of the investment companies were mostly
banks — in many cases a single bank or a single banking group — and these banks would also
typically serve as marketing channels for the shares in their investment funds. The dual role of
the sponsoring banks gives them a great deal of influence on the business decisions of the
investment companies, and may create the basis for conflicts of interest between the banks as

shareholders in the investment companies and those in the funds.28

The investment behaviour of German investment funds is, on average, rather conservative. In
1995 only about 25% of the assets of all investment funds were invested in domestic or
foreign equities, while the overwhelming proportion went into bank and government bonds or
into liquid assets. It is surely not too far-fetched to assume that the investment policy of the
investment industry corresponded to the fundamental interest of the banks in maintaining their
role as lenders and underwriters, and also reflected the influence which the banks have on
other parts of the German financial sector.

27 Theinsurancei ndustry was by far the largest category of investorsin special fundsin 1999, followed by
credit institutions (Laux/Pasler (2001)).

28 The empirical resultsin Baums/Theissen (1999) do not show that this potential conflict of interest has an
adverse impact on the performance of the funds.
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c) Financial markets
In an ingtitutional sense, financial markets comprise the primary and organised secondary
markets for securities and other tradable financial instruments, and also the money market. In

what follows, we mainly focus on the organised markets for stocks and bonds.29

Although in terms of absolute capitalisation the German stock market was the fourth largest
equity market after the US, Japan and the UK in the mid-1990s, in comparison to the size of
the German economy it was, and still is, relatively small.30

In 1995, only 678 domestic companies were listed on any of the German stock exchanges.
IPO activity was virtually nonexistent.31 The number of listed German corporations had been
declining for years. If a corporation did aspire to go public and be listed, then typically one of
the big commercial banks accompanied this new issue as the investment bank and under-
writer. Thus, al in all, as a source of funding and as an investment vehicle, the organised
stock market was indeed "underdeveloped".

Until the early 1990s, the limited importance of the stock market was reflected in its institu-
tional structure. The main stock exchange was located in Frankfurt, but the overall German
stock market was highly fragmented, consisting of a number of individual exchanges, which
were overly regulated in certain respects — e.g., in terms of their listing requirements — while
investor protection was still in its infancy. A law prohibiting insider trading had been intro-
duced as recently as 1994, and it was only then that an ingtitution designed to implement this

and other investor protection measures began to take shape.32

The German stock exchange system consisted of three market segments, the official market
(amtlicher Markt), the semi-official market Qeregelter Markt) for small caps and the over-
the-counter market Ereiverkehr). The new market (Neuer Markt) for young technology-
oriented stocks was only created in 1997. In their role as the majority owner of the Deutsche
Borse AG, which runs much of the German stock exchange system, the banks played, and in

fact dill play, a dominant role in determining the overall development and even the

29 Some aspects of the German money market are discussed in the chapter by Andreas Worms on the
monetary transmission mechanism in this book.

30 See DAI-Factbook 2001 for most of the data used in this section. The market capitalisation/GDP ratio
increased considerably in the stock market boom of the late 90s but fell again in 2001/2002. See the chapter by
Theissen in this book for more details.

31 For details, see the chapter by Franzke, Grohs and Laux in this book.

32 See Nowak (in this book) for an account of how investor protection developed in the past decade in
Germany. The author argues that since the turn of the millennium it has no longer been appropriate to speak of
an underdevel oped stock market system as far asinvestor protection is concerned.
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operational policies of the stock exchanges. In 2002, the system of market segments was
revised. As a consequence of a series of faillures and scandals, the Neuer Markt, which had
attracted considerable attention and enjoyed great popularity for atime, is to be closed down
in the course of 2003.

In the mid-1990s, turnover on the German stock exchanges was also still low by international
standards, and trading was heavily concentrated, focusing on just a few "blue chips'. Liquid-
ity was modest for various reasons. On average, the free float was, and still is, reduced by the
fact that stock ownership is heavily concentrated and cross-holdings are pervasive with
wealthy families, nonfinancia corporations and banks and insurance companies as the
biggest blockholders (see Franks and Mayer, 1995, and Barca et a, 2001). The genera public
did not show any great interest in the stock market in the early to mid-1990s, as is evidenced
by the fact that the share of the German population which owns gock directly or indirectly

was much lower than in most comparable countries.

As Erik Theissen explains in his contribution to this book, the German stock exchange seems
to have improved greatly since the mid-1990s as far as its role and its institutional structure
are concerned, whereas its role as an outlet for savings and as a source of funding seems to be
limited to this day.

In terms of the value of outstanding securities the German bond market was and still is larger
than the stock market. There are five main categories of bonds in the German markets, with
amost al of the capital raised in the bond market flowing to banks and the public sector.
Industrial bonds were virtually non-existent on the domestic market in the mid-1990s. DM
bond issues on the Euromarket were larger but still small by international standards. The fact
that banks did the underwriting of every new bond issue of the German government via a fix
consortium consisting of al bigger German banks is an additiona indicator of the dominance
of the banks over the entire financial sector.33 With the advent of the Euro, the market for

industrial bonds starts to become more lively now.

Besides the bond market there is an important market in “certificates of indebtedness’
(Schuldscheindarlehen). Schuldscheine are not securities but negotiable promissory notes or

loan certificates with variable terms and maturities of up to 15 years. They are issued in a

33 This federal bond consortium was abolished in 1998. Major federal securities are now auctioned through
the “Bund Issues Auction Group”. See Deutsche Bundesbank (1998) for further details.
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private placement market but actively traded over-the-counter. As the minimum denomination

has traditionally been DM 1 million, the main investors in this market have been institutions.

d) Theregulatory environment
Until the end of the last millennium, financial regulation and supervision was fragmented, and

there were substantial differences between banking, capital markets and insurance.

Regulation of the banking sector is based primarily on the German Banking Act of 1961. As a
consequence of various amendments to the Banking Act in the 1960s, the overall regime had
been relatively liberal for quite some time. Earlier than in most other European countries, the
establishment of banks and bank branches had been deregulated, and interest rates were fully
liberalised as early as 1967. And apart from solvency-related provisions, there are also no
restrictions on lending. Banks are free to invest in non-financial corporations and to engage in
a broad spectrum of banking and bank-related activities, including almost all aspects of
investment banking. Thus, the general regime provides the basis for true universal banking.
Only insurance and mortgage banking activities have to be carried out via institutions with a
separate lega identity. As far as the substance of regulatory practice is concerned, the
emphasis has long been on capital adequacy and solvency regulation.

The overall responsibility for bank supervision rested with the Federal Banking Supervisory
Authority (FBSA), an independent government authority under the auspices of the Ministry of
Finance. In its practical work, the FBSA was expected to cooperate closely with the Bundes-
bank and its regional affiliates, the so-called Landeszentralbanken, which were responsible
for on-site inspections. Overall, it seems fair to say that the German system of banking regu-
lation and supervision was well developed and functioned well. It is indicative that between
1974 and 2001 there was no event in Germany which could be classified as a banking crisis.

In comparison to banking, the insurance industry was much more heavily regulated. In
particular, the investment of funds by insurance companies was tightly restricted to assure
solvency and liquidity at al times. As a result, most of the funds mobilised by the insurance
companies were placed with banks and investment funds. In addition, activities associated
with different insurance products, especially life insurance and property and liability insur-
ance, have to be carried out through different legal entities. This is why German insurance

companies tend to be complex groups with many subsidiaries.

Until the mid-1990s, regulation of the stock market was rather neglected. Rules favouring

transparency and restricting insider trading were virtually nonexistent, and the disclosure of
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price-sensitive information was rather weak. Not until then did the German authorities begin
to transpose EU directives into national law. Thus, the stock market de- and reregulation was

initiated by foreign rather than domestic interest groups.

The Deutsche Bundesbank opposed the deregulation of the money market, because it used
this market as its primary means of controlling monetary growth. Consequently, commercial
papers and money market mutual funds were only gradually introduced in the 90s. Thus, in
effect — and this may or may not have been intended — the Bundesbank protected the commer-

cia banks against competition from other instruments and institutions.34

The institutional structure of financial regulation and supervision changed in 2002. Following
the example of the British FSA, the German government created a new institution, the Bunde-
saufsichtsamt fur das Finanzwesen (BAFin), integrating the traditional supervisory functions

for the banking, insurance and securities industries under one roof.

3. Thefunctional perspective

The primary function of each financial system is to alow savings to be invested in wealth
creating projects, typically undertaken by firms. This process has many dimensions which
should be taken into consideration when describing the German financial system. For
instance, one should know how firms obtained funds and financed investments in Germany.
Another perspective on how the German financia system operates can be obtained by looking
at savings and the holding of financial and real assets by private households. In addition, one
should ask what role different types of financia ingtitutions (banks, non-bank financial inter-
mediaries and organised capital markets) play with respect to the functions of intermediation
and transformation. These questions focus on the structure and the functions of the financial
sector. Equally important are the risk-sharing mechanisms associated with the channelling of
funds from units with surpluses to units with deficits and the way information is acquired and
used in the process of alocating resources. In this section, these aspects of the financing
process will be surveyed, applying both the narrower intermediation approach and the wider

functional approach to describing and analysing a financial system.

34 The Deutsche Bundesbank itself summarised its monetary policy design as follows: " Owing to their
preeminent position, credit institutions play a key part in the transmission of monetary stimuli, and provide the
most important starting point for central bank policy measures" (Deutsche Bundesbank (1995), pp. 43-44).
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a) Intermediation and the distribution of rolesin the financial sector

In order to characterise the structure and the functions of the financial sector in Germany in
quantitative terms, we will rely primarily on intermediation ratios.3® This type of ratio is
based on the notion of an economy as a collection of sectors which exchange real goods,
services and funds with each other. The implementation of transactions entailing financial
resources implies that funds flow between the parties, the total amount of these flows being
manifested in stocks of claims held by certain sectors which are matched by stocks of liabili-

tiesincurred by other sectors.

Intermediation ratios (IRs) are defined and calculated on the basis of the stocks accumulated
over several periods. They measure the share of the claims — or liabilities — of a sector (or
group of sectors) which are claims on — or liabilities to — the entire financial sector or, more
specifically, on the banking sector as a percentage of the total claims — or liabilities — of the
sector under consideration vis-a-vis all other economic sectors. Intermediation ratios provide
an indication of how important the financial sector or, more specifically, the banking sector is
in channelling funds from surplus to deficit units. As a time series, an intermediation ratio

provides an indication of how this role develops.

Central banks or the respective national statistical offices compile records of the financia
flows within an economy. These statistics provide an ideal source of data for the computation
of the two types of ratios. Given that these figures distinguish between sectors rather than
individual economic agents, the study of intermediation ratios can only deal with inter-
sectoral stocks, but not with intra-sectoral stocks. In the official flow-of-funds statistics, the
financial sector is typically subdivided into the banking sector on the one hand and the NBFI
sector on the other hand. See Hackethal, 2000, for a detailed discussion of the database.

In Charts 1 and 2, the most important intermediation ratios have been plotted for Germany
covering the time period from 1981 t01998. The General Asset Intermediation Ratio (abbre-
viation: Asset-IR and shown in Chart 1) and the General Liability Intermediation Ratio
(which is by construction numerically amost indistinguishable from the Asset-IR and is
therefore not shown) reflect the highest degree of aggregation. The Asset-IR indicates what

fraction of the total financia claims of al non-financial sectors is accounted for by clams on

35 The results presented in this section are an extension of those reported in Schmidt/Hackethal/Tyrell (1999),
where the financial sector structures of different industrialised countriesin the 80s and 90s are compared. See
this study for details concerning the data and the methodol ogy.
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the entire financial sector. Correspondingly, the Liability-IR represents the fraction of al

intersectoral liabilities of the nonfinancial sectors that are liabilities to the financial sector.36

The genera intermediation ratios for all nonfinancial sectors can be disaggregated in three
ways to yield partia ratios and thus more detailed information. First, the investment and
financing behaviour of individual nonfinancial sectors can be considered separately. For
example, the Asset-IR of Households (Chart 1) shows which fraction of the total financial
assets of households consists of claims on the financia sector. Correspondingly, the Liability-
IR of Firms (Chart 1) shows which fraction of the inter-sectoral liabilities of firmsis owed to
financial intermediaries. Second, it is possible to address the question of how the claims on
(liabilities to) the financial sector break down into claims on (liabilities to) banks on the one
hand and NBFIs on the other. Thus, for example, the Asset-IR with Banks (Chart 2) indicates
which portion of the total financial assets of the real sectors is invested with banks, and the
Liability-IR to Banks shows the fraction of liabilities that is owed to the banking sector.
Finally, these two forms of disaggregation can be combined to produce a third form which is
even more detailed. The Asset-IR of Households with Banks (Chart 2) indicates the role
played by banks in mobilising the financial assets of households. In an analogous fashion, the

Liability-IR of Firmsto Banks provides a measure of the role of banks in enterprise financing.

36 |f the financial accounts of the financial sector were balanced — that is, if financial institutions had no real
assets — then, following the logic of aflow-of-funds analysis, the financial assets of the non-financial sectors
would necessarily be equal to the total value of their liabilities. In that case, the Asset-IR and the Liability-IR
would have to beidentical. In the case of Germany, the values of these two ratios are nearly identical.
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Chart 1: General Intermediation Ratios
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Chart 2: Partial Intermediation Ratios
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Taken together, these ratios show that at least until the end of the 1990s banks were the domi-
nant financial institutions in terms of their role in channelling funds from households to firms.
Private households invested their funds mainly with banks, using traditional norsecuritised
financial instruments, and to the extent that firms financed themselves externaly, they did so
mainly by taking on bank credit. What may be most surprising is the stability of the inter-
mediation ratios over time. Most importantly, with the exception of housholds deposits with
banks, intermediation in general and bank intermediation in particular has hardly changed
over time. In an international comparison, the high level of bank intermediation, as measured
by the Asset-IR and the Liability IR vis-avis banks, stands out as a characteristic feature of

the German financial system. (See Schmidt/Hackethal/Tyrell (1999) and Hackethal (2001) for
more details.)

An additional point emerges if we look at the intermediation ratios of the banking sector
itself, which can be calculated in a manner analogous to that used to compute the IRs of the
non-financial sectors if total inter-sectoral assets or total inter-sectora liabilities are selected
as the denominator. The Asset-IR of Banks shown in Chart 3 indicates the extent to which
banks do not channel their funds directly to the real sectors, but rather provide them first to
other financial intermediaries, which, by definition, are NBFIs. The Liability-IR of Banks in
Chart 3 shows the fraction of banks funding which they obtain from NBFIs. The higher the
values for these two ratios are, the longer is the chain of intermediation. In Germany, this
chain of intermediation became longer in the course of the 80s and 90s. Since the early 1980s
there has been a clear tendency on the part of banks in Germany to increase the proportion of
their funding that they obtain from NBFIs. However, there has not been a corresponding
change on the banks asset side. As providers of loans the banks do not seem to have lost
ground.
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Chart 3: Inter mediation Ratios of Banks
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b) The savings behaviour of households

One weakness of studies based on flows of funds is the high level of aggregation of the
underlying data, which corresponds to the fact that one can only differentiate between sectors
and that therefore intra-sectoral financial relationships are not captured. Therefore, micro-
based studies are of great value as a means of checking the robustness of the results. In the
following, we report some results of studies by Borsch-Supan and co-authors3” that describe
the savings behaviour and portfolio choices of German households in the 1980s and the early
1990s based on a synthetic panel of four cross sections of the German Income and Expendi-

ture Survey.

These studies show, first of al, that financial savings rates in Germany have been fairly high
by international standards despite the fact that Germany has one of the most generous public

pension and health insurance systems in the world. The authors call this the "German savings
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puzzle'. Second, home ownership rates are low by international standards. Third, German
private households are not highly indebted. Consumer credit levels are low compared to the
Anglo-Saxon ocountries and it was only recently that debt financing of real estate increased to
nearly two-thirds of the sales value of housing. Fourth, non-financial assets, i.e. mainly real
estate wedlth, represent roughly two-thirds of the total wealth of households. In 1993, finan
cia portfolios were ill dominated by relatively safe assets, i.e. checking and savings
accounts and domestic bonds issued either by the government or by banks, and by illiquid
assets, mainly life insurance policies. Only 12% of the population of western Germany held
stocks directly, whereas more than 60% of the households held a life insurance policy and one
third had domestic bonds in their portfolio. See Table 2 for some figures. Thus, in genera
these studies confirm the results of the study by Schmidt, Hackethal and Tyrell (1999) based
on flowof-funds statistics, namely that conventional financial intermediaries and in particular
banks played the dominant role as mobilisers of household savings. Especiadly, if one
compares the portfolio structure of German households to the portfolio structure of house-
holds in the United States and in the United Kingdom - as was done in the recent book by
Guiso, Haliassos and Jappelli (2002) — then large differences will become apparent: House-
holds n the Anglo-Saxon countries have higher direct and indirect stockholdings, and the
fraction of total risky (financial) assets in their portfolios is usually higher (see the dountry
chapters in Guiso, Haliassos and Jappelli (2002).

37 See Borsch-Supan/Eymann (2002) and Borsch-Supan et al. (1999, 2000a, 2000b) for details and further
references. The source data are taken from the "Einkommens- und V erbrauchsstichproben” (EVS) 1978, 1983,
1988 and 1993. A similar study, using national accounts data, was provided by the Deutsche Bundesbank (1999).
Neither data sets provide an unbiased estimate of households” asset holdings. The national accounts exclude the
holding of foreign assets and the EV S the top 3 percent of German households per income. Because both data
setsreflect similar trends, the biases do not seem to be crucial.
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Table 2: Breakdown of Portfolios held by German Households

Asset shares according to Ownership
survey data Rates

1983 1988 1993 1978 1983 1988 1993

(West) | (West) | (Unified) | (West) | (West) | (West) | (Unified)
Financial assets
Checking and savings acc's| 26.9 26.4 24.1 91.2 90.6 84.7 99.4
Government bonds 3.2 2.4 4.7 6.3 6.4 4.8 10.5
Other bonds 11.3 11.7 15.2 16.8 21.3 22.6 30.8
Stocks 3.8 4.7 4.3 10.0 9.7 11.4 10.0
Mutual funds and managed
investment accounts 1.5 2.2 4.7 3.8 3.3 4.7 12.9
Life insurance contracts 36.3 39.1 29.1 69.9 67.2 64.6
Building society savings
contracts 13.1 9.9 7.2 37.1 40.5 38.7 40.2
Other financial assets 4.0 3.5 10.7 n.a 5.8 5.3 21.8
Total financial assets 19.7 20.9 28.0 96.5 96.7 94.1 99.6
Fraction of "clearly safe”
financial assets 26.9 26.4 24.1 91.2 90.6 84.7 99.4
Fraction of "fairly safe"
financial assets 66.8 64.9 64.1 80.9 81.3 78.2 82.6
Fraction of "risky" financial | ¢ 8.8 11.8 141 | 137 | 17.9 25.1
assets
Non-financial assets
Total real estate 81.2 80.2 73.4 43.3 46.0 47.4 45.8
Total "risky"
assets="risky" 6.3 8.8 11.8 n.a 17.8 n.a n.a
financial assets
Debt
Mortgage and real estate
dont 0 92.4 | 914 90.2 241 | 262 | 250 23.5
Consumer credit 7.6 8.7 9.8 14.5 17.3 19.1 21.8
Consumer credit in % of
total net wealth(used as 10 11 14
correction term)
Total debt 12.5 12.6 14.5 34.9 38.7 38.6 394

Source: Bérsch-Supan /Eymann, 2002

c¢) Financing patter ns of non-financial firms
The fact that private households, as surplus units, invest their funds mainly with banks and

insurance companies and that banks use a large fraction of these funds for loans to business
should be reflected in the financing patterns of firms. For Germany, one would expect to find
that bank loans make up a large proportion of the financing of firms. However, in a series of
influential papers, Mayer (1988, 1990) and Corbett/Jenkinson (1996, 1997) investigated how

firms in a number of different industrialised countries obtained funds and financed invest-
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ments. Their general finding was that in all countries covered in their studies external financ-
ing was unimportant and, moreover, that bank financing played a particularly unspectacular
role in the case of Germany, a country which has aways been regarded as having a bank-
based financial system. The fraction of financing through bank loans was found to amount to
only 11 percent in Germany, as against 14 percent in the UK, a country generally regarded as
having a capital market-based financial system.

The Mayer and Corbett/Jenkinson studies have been replicated and essentially confirmed by a
number of authors, including Edwards/Fisher (1994) for the case of Germany. Edwards/
Fischer come to the conclusion that "the lack of any evidence that the bank loans are more
important in Germany (compared to other countries, especially to Anglo-Saxon countries)
casts a great deal of doubt on one of the basic components of the conventional view of the

German system of investment finance" (p. 69).

In fact, these results, including those published by Edwards/Fischer for Germany, appear to
have become the new "conventiona view". This finding, which is widely quoted in the
literature, can only be regarded as a puzzle.3® Which type of conventional wisdom seems
more in line with reality? Hackethal/Schmidt (2000/2003) attempt to resolve this puzzle by
showing that the result obtained by Mayer/Corbett/Jenkinson and others stems from a seem
ingly innocuous assumption in their methodology. Mayer et al. assume that al financing that
flows from one type of source, such as the funds flowing from the banking sector to the non
financial sector, are first used to fund the reverse flow of the same type, such as debt repay-
ment from corporations to banks. By implication, it is assumed that only what remains after
this netting is used for investment purposes. If computations are made on this basis, bank
loans that are taken out by one company explicitly for the purpose of financing investments
are offset by the debt repayments made by another company, which in preceding periods
undertook investments that were financed with bank loans. In a hypothetical situation involv-
ing zero growth and in which investments are financed exclusively with bank loans, which
must of course be paid back in subsequent periods, the method developed by Mayer et al.
shows that the contribution of bank financing equals 0%. Since internally generated finance is
the only source of funds for which there is no corresponding use of funds, this method

suggests that internally generated funds are invariably used to finance investments. As a

38 A collection of references to the work of Mayer and Corbett/Jenkinson, including those whose authors call
these findings a puzzle, can be found in Hackethal/Schmidt (2003)
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result, they seem to play an overwhelming, and de facto amost exclusive, role in financing

corporate investment in every country.

With the same basic intention as Mayer et al., though without employing their problematic
assumption, and using the same type of raw data, Hackethal/Schmidt (2003) developed an
aternative design to measure the extent to which investment is financed with funds from
different sources. Instead of arbitrarily allocating inflows of funds from individual sources to
certain outflows and then offsetting the outflows against the seemingly corresponding
inflows, they reconstruct gross financial flows, without specifying ex ante how any of the
inflowing funds are used. Table 3 show the results for Germany, Japan and the US.

Especialy the case of Germany is of interest here. The results reported in Table 3 show that
German banks provide afar larger share of externa corporate financing than American banks,
whereas securities financing, which is behind NBFI financing, is virtually insignificant. In
addition, Hackethal/Schmidt (2003) find that, in contrast to the "new conventional wisdom",
bank finance is nearly as important as internal finance in Germany, which is clearly not the
case in the US. The overdl picture of financing patterns which emerges from their data is
consistent with the results of various studies using balance sheet data to analyse and compare
national financing patterns.3® Moreover, it is dso in line with the other findings reported in
this chapter which indicate that banks played a strong role as providers of business finance at
least until the mid-1990s.

39 An overview of these studiesis contained in Schmidt/Tyrell (1997). See also Sauvé/Scheuer (1999) for a
detailed and comprehensive analysis of corporate financein Germany and France based on balance sheet data
from the Deutsche Bundesbank and the Banque de France.
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Table 3: Financing patter ns of German, Japanese and American companies

Country Sector "70-' 74 7579 '80-'84 '85-'89 "90-' 96 '70- 96
Per centages of the volume of long-term external corporate finance
us Banks 051 0.49 0.49 0.46 0.36 0.44
NBFIs 0.36 0.39 0.40 041 0.49 0.42
Households 0.12 0.11 0.07 0.07 0.09 0.09
Foreign 0.01 0.02 0.04 0.06 0.06 0.04
countries/State
Securities 0.42 0.42 0.41 0.45 0.48 0.45
Germany Banks 0.80 0.82 0.84 0.82 0.83 0.82
NBFls 0.14 0.14 0.12 0.13 0.11 0.12
Households 0.04 0.03 0.03 0.04 0.04 0.04
Foreign 0.02 0.01 0.01 0.02 0.03 0.02
countries/State
Securities 0.12 0.09 0.08 0.11 0.13 0.12
Japan Banks 0.95 0.95 0.95 0.91 0.92 0.93
NBFIs 0.02 0.02 0.03 0.06 0.06 0.05
Households 0.02 0.02 0.01 0.02 0.01 0.02
Foreign 0.01 0.00 0.01 0.00 0.01 0.01
countries/State
Securities 0.10 0.10 0.10 0.15 0.16 0.13

Source: Hackethal/Schmidt (2000)

d) Risk-sharing, risk allocation, and the German pension system

An important function of every financial system is risk sharing. It is often argued that finan
cia markets are particularly well suited to perform this function, which Allen/Gale (1995,
1997) cal cross-sectiona or intratemporal risk sharing, i.e. the diversification and efficient
allocation of the risk to wedth or income at a given point in time. Risks associated with
holding stocks, bonds or other financial assets constitute an especialy important type of risk
that individuals face. However, as can be seen from their portfolio structures discussed above,
German households were largely shielded from this risk, at least in the mid-1990s. Both the
amount of financial assets and the proportions of risky financial assets among total financial

assets held by German households were low in comparison to the US and the UK.

But besides risks that exist at given points in time, there is another form of risk, which
Allen/Gale call "intertemporal risk". This risk refers to the availability of economic resources
at the level of the economy as a whole or to the aggregate value of all assets, and cannot be

diversified at a given point of time through trading risky assets. However, it can be averaged
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over time in away that reduces the impact on individual welfare. One means of achieving this
objective is intergenerationa risk sharing, through which the risk associated with a given
stock of assets is spread across generations at different positions in their life cycles. Another

possibility is asset accumulation, which reduces fluctuations in consumption over time.

In a series of papers, Allen/Gale (1995, 1997, 2000) show that in a bank-based financial
system such as the German system, long-lived financial institutions, i.e. banks and insurance
companies, can achieve intertemporal risk smoothing through asset accumulation. They can
accumulate reserves in good times and draw them down in bad times. But this mechanism
only functions as long as the financial intermediaries are not subject to substantial competition
from financial markets and are not under strong pressure to use relevant market options when
they seem attractive. Competition from markets would unravel the intertemporal smoothing
provided by financial institutions because in good times individuals as well as financial inter-
mediaries would rather opt out of the banking system and its practice of accumulating
reserves, and instead invest in the market to earn a higher return on their respective invest-
ment. The more attractive securities markets are as outlets for investment and the more banks
are driven by the objective of maximising profit, the more attractive it is for both sides to

abandon a system which, de facto, offers protection against intertemporal risk.

The distinction between intertemporal and intratemporal risk reduction provides a framework
for examining the role of risk management in the German financial system. It is helpful to
recall our description of the German banking sector as one in which not strictly profit-oriented
banks play an important role until this day, and in which even the private banks had for along
time been under relatively little pressure to maximise profit or market value; and also our
description of Germany's "underdeveloped” stock market system, and our account of house-
hold portfolio structures. Using the ideas of Allen/Gale, one can argue that in the bank-based
German financial system of the 80s and early to mid-90s, risk management was mainly
achieved through intertemporal risk smoothing performed by financial intermediaries and in
particular by banks and savings banks. They were in a position to, and probably did, reduce
intertemporal risk by accumulating assets and issuing low-risk liabilities to typical households
as depositors. The reverse side of the coin was that cross-sectional risk sharing through mar-
kets was |less devel oped, and had to be less developed in order to sustain the system. This may
not have been such a high price to pay, since the demand from households for options to cope

with intratemporal risk may have been low due to typical portfolio structures.
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However, in addition to the risks associated with the holding of financial assets, people face
many other risks, such as the risk of unemployment, illness, changes in the value of human
capital, and changes in retirement income, to name but a few. In this context the German

social security system and in particular its pension system are important.

Germany has a payroll tax-based PAY G system (see Bérsch-Supan and Schnabel, 1999 for
details). It covers aimost all employees and provides aimost all retirement income within a
single system with relatively transparent rules. In 1993, the first pillar of the pension system,
the public PAY G-financed pension system, provided on average 85% of the total retirement
income of a two-person household, and at 70% the replacement rate of the public pension

scheme was relatively high.

This design of the traditional German public pension system was consistent with the prevail-
ing system of risk management in Germany. The pension system absorbed one very important
class of risk through intergenerationa risk sharing. In addition it reduced the demand for
cross-sectional or intratemporal risk management in the economy ard thus the need for having
a highly developed stock market, which, if it existed, might have undermined the system of
risk management through asset accumulation. Finaly, given the relative generosity of the
public pension system there was less of a need to develop institutional investors such as the
British or American pension funds and also not much capital which would have flowed into
the capital market through these intermediaries.40

€) Information production and dissemination
Another function of a financial system is the production and dissemination of information,

and therefore the type of information provision prevailing in the economy under consideration
is yet another element by which a given financial system can be characterised.41 In market-
based financial systems, accounting and disclosure requirements are typically more geared to
providing public information. Moreover, active stock markets and high levels of direct and
indirect investment of household wealth in the capital market create incentives for private
information production by investors, fund managers and analysts whose information is

indirectly made public through the impact of their trading behaviour on stock prices.

40 see Tyrell/Schmidt (2001) for adetailed analysis of the interaction of financial systems and pension
systems.

41 On the following, see especially Allen/Gale (2000) and Tyrell (2003).
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Generally speaking, the demand for public information is relatively low if capital market
investment has only a limited importance for household savings and firm financing. In bank-
based financial systems, only relatively few companies are listed and there are few institu
tional investors. Accordingly, there are also few analysts following individual stocks. This
seems to have been the case in Germany until the late 1990s. Moreover, at least until that time
German accounting and disclosure regulations were not primarily geared towards satisfying
the information needs of investors.42 One can therefore surmise that both the direct and the

indirect provision and dissemination of public information was not well developed.

In contrast, in a bank-based financial system like Germany, banks as the main external
providers of finance to firms need a high level of information, including proprietary informa-
tion that would not be suitable for public disclosure. The greater prevalence of universal
banking based on long-term and relatively close relationships between banks and borrowing
firms in turn enables banks to acquire considerable amounts of information about the firms
they lend to. Shareholdings by banks in large corporations and the specific forms of corporate
governance that prevail in Germany provide additional information and opportunities for
information acquisition. Therefore, both in terms of how it is generated and how it is used,
information is mainly private rather than public in a bank-based financia system. As Elsas
and Krahnen report in their contribution to this book, there is not only ample anecdotal but
also hard econometric evidence that this view of information production and dissemination

fits the redlity of the German financial system well.

f) The control of capital: Corporate gover nancein Ger many

A financia system can only perform its main function of channelling funds from savers to
investors if it offers sufficient assurance to the providers of the funds that they will reap the
rewards which have been promised to them.43 To the extent that this assurance is not provided
by contracts alone, potential financiers will want to monitor and possibly influence manage-
rial decisions. At least they will want to be sure that certain people — or certain mechanisms —
have assumed this role of monitoring and influencing the activities of the firm and its manage-

ment on their behalf. This is obviously the case for providers of equity, who have a genuine

42 seethe chapter on accounting and disclosure by L eutz and Wistemann in this book for a characterisation
and assessment of German accounting and disclosure.

43 Thisisthe starting point for the influential series of papers by La Porta et al. See especially their 1997
article on "legal determinants of external finance".



37

interest in the proper functioning of corporate governance. Therefore, corporate governance is

an essential part of any financial system, as we explained in Section 11.1 above.

However, corporate governance encompasses more than investor protection. Considerations
similar to those which stand behind the logical link between equity capital and governance
also apply to other stakeholders who invest their resources in a firm and whose expectations
of later receiving an appropriate return on their investment also depend on not easily con
tractible decisions at the level of the individua firm. Lenders, especidly long-term lenders,
are one such group of stakeholders who may also want to play arole in corporate governance,

employees, especially those with high skill levels and firm-specific knowledge, are another.

At least by Anglo-Saxon standards, the German corporate governance system has for a long
time appeared to be somewhat anomalous.#4 It has been shaped by alegal tradition that dates
back to the 1920s and regards corporations as entities which act not only in the interest of
their shareholders, but which also have to serve a multitude of other interests. These views
may sound somewhat outdated today, but they have left their traces. Shareholder value, in the
strict or radical sense of an exclusive commitment on the part of management to shareholders
interests, is still not part of German business culture, nor is it in line with actual practice or
with the legal system.

Thus, the German legislation governing joint stock corporations (Aktiengesellschaften) distin-
guishes between three "organs’ of a corporation: the general shareholders meeting, the super-
visory board, and the management board. The Joint Stock Corporation Act (Aktiengeset?)
gives little power to the shareholders meeting, moderate power to the supervisory board
(Aufsichtsrat) and considerable power to the managemert board (Vorstand). According to the
letter of the law, the legal mandate of the management board is to "manage the company
under its own responsibility”. This wording is generally taken to mean that the Vorstand must
act not only in the interests of owners or shareholders, but also to take into account the inter-
ests of other stakeholder groups. As Rieckers and Spindler, two legal scholars, explain in their
contribution to this book, the law also assigns to the management board, at least implicitly,
the task of striking a balance between different interests.

The main function of the supervisory board consists in appointing and monitoring the man

agement board. But the supervisory board does not merely represent shareholders. For the
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typical large Aktiengesellschaft, the law requires "codetermination” at the corporate level.
Under this system, the supervisory board is composed of two almost equally powerful groups
of members: on the one hand, those who are elected by the general shareholders' meeting and
could at least formally be regarded as representing the shareholders; and on the other, the
group of labour representatives. This composition of the supervisory board indicates that it
would be wrong to assume that the management board were merely required to maximise
shareholder value. In reality the situation is even more complicated than the legal procedure
for electing the "capital bench" of the supervisory board and the composition of the supervi-
sory board might suggest. In most cases, a majority of votes are cast by banks, exercising
proxy voting rights on behalf of the actual shareholders. Accordingly, the majority of those
supervisory board members who are elected by the shareholders meeting can hardly be
regarded as genuine representatives of "pure” investors, i.e. of persons or entities that have no
relationship with the corporation other than having invested their money and hoping that the
share price will appreciate and that dividends will be paid out. Quite apart from the effects of
labour representation, the "genuine shareholder representatives” are a minority on the board of
almost every big German corporation. Instead, many board members represent shareholders
with large blocks of shares, or they come from the management of other big corporatiors, or

they are high-ranking bank employees, or they are former top managers of the same company.

In addition, in strictly legal terms, the supervisory board is not entitled to issue orders to the
top management. Thus, the composition of the supervisory board and its limited scope for
interfering with the actions of the management reflect the fact that the management board is
indeed relatively independent, which is congruent with its legal mandate, as referred to above.
On the other hand, these same features make it all the more difficult to strictly and effectively
monitor the top managers, and moreover to ensure that they act in the interests of share-

holders, given that the legal definition of the task of the management is ambiguous.

If one goes back one step further and looks at the ownership structure of German publicly
traded corporations, one notices another peculiarity: In the vast mgjority of cases, there is at
least one blockholder that holds 25 percent or more of the shares and thus has the right to veto
important decisions at the shareholders' meeting. Most of these blocks are held by other big

44 The topic of corporate governance is dealt with extensively in chapters 3 and 4 of this book. Chapter 3 takes
an economic perspective, while chapter 4 takes alegal perspective. Therefore, references are kept to a minimum
inthe present section.
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corporations, or by wealthy families. An elaborate network of interlocking participating inter-

ests make the corporate governance system even more complicated.

This brief description of the system of corporate structures, corporate governance and corpo-
rate ownership would be incomplete if we did not point out that in Germany there was, and
dtill is, no public market for corporate control as a means of disciplining bad management.
Public takeover bids have always been extremely rare, and in the few cases in which there has
been a hostile takeover, notably the Mannesmann-V odafone case of 1999/2000, the bids were
not inspired by corporate governance considerations. However, this does not imply that there
has been no market for control at all. The findings of Jenkinson and Ljunggvist (2001)
suggest that this market takes the form of a market for blocks of shares. As they report, this

market is active and at times quite hostile to incumbent management.

At first glance, it might appear as if the German corporate governance system were inimical
to "small" shareholders and therefore simply bad by international standards.#® This assess-
ment is clearly accurate in the sense that shareholders of this type play no active role in the
corporate governance system. Moreover, analysis of the German corporate governance system
as a whole suggests that their interests may be an important constraint — that they are share-
holders who cannot be treated too negligently — but there does not seem to be any mechanism
which would ensure that their interests were the dominant concern of those who "govern" the
big corporations.

However, one should not throw the baby out with the bathwater. There is no reason to assume
that in the past the "purely investing” public fared badly in the normal course of affairs in
Germany. The financial rewards for investing in shares of publicly traded corporations have
been in line with those earned in other countries.#6 In addition, if one looks at the German
corporate governance system as a whole, one can recognise that the system has been — or at
least for a long time it was — quite well adjusted to the apparent requirements and also quite
balanced and ultimately also effective. We discuss these attributes in the next section, which

shows how the various elements of the German financial system are interrel ated.

45 This is also the impression which the reader may gain from the statistics quoted in the papers by La Porta et
a

46 |t may be interesting to note that, in terms of long-term share price performance, the German stock market —
despite "structural underdevel opment” —did not underperform other equity markets in the post second world war
period and therefore even small investors on the stock market were abl e to benefit from holding shares. See the
comparative analysis of global stock markets by Jorion/Goetzmann (1999) which make the point that " Germany
experienced a steep run-up in prices, 6 percent in real terms, over the period 1950 to 1996" (p. 961).
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4. The systemic per spective: Complementarity and consistency

In concluding this overview of the German financial system, we now use the information
concerning its institutional and functional aspects to outline its systemic features. Through the
1970s and 1980s and well into the 1990s, the key elements of the German financial system
could be characterised as follows:

Banks dominated the financial sector.

Capital markets were relatively unimportant.

The predominant forms of financing for non-financia firms were internal financing and
bank financing.

Corporate governance was stakehol der-oriented and accorded a limited role to small
equity investors.

Risk management via the stock market in the sense of dealing with intratemporal risk

seems to have played less of arole than risk management in the sense of intertemporal
risk sharing and risk reduction.

As we hope to demonstrate in this section, the above configuration of elements is consistent,
and given that the elements of a financial system are complementary to each other, this
apparent consistency indicates that the German financial system as a whole possessed a

certain degree of strength.

As we emphasised at the beginning of this section, the following arguments refer mainly to
the German financial system as it was a few years ago, leaving aside for the moment the
guestion of whether or not the systemic features have survived the developments of the past
few years. Moreover, this section is intentionally one-sided, in the sense that it does not
attempt to account for the many reservations and qualifications that could be expressed with
regard to our main proposition. We will not qualify each sentence by noting whether the
features which we describe as prevailing in the mid-to-late 1990s are till the same today. The
following chapters of this book will provide these details and bring the analysis up o the
present time; and they will show that at the beginning of the new millennium the overall

picture is much less clear than it was seven or even five years ago.

Five to seven years ago, most German banks and especially the important banks were organ
ised and operated as truly universal banks; they provided a wide array of financial servicesto
their clients, in particular to incorporated and unincorporated business firms. Savings rates in

Germany had been relatively high and stable, and bank deposits had for a long time remained
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the main vehicle for the accumulation of private financial savings as well as a stable and rela-
tively cheap source of funds for the banking sector. The provision of banking services to the
business community was integrated in the sense that internal flows of information seem to
have been relatively easy and well-developed. This enabled banks in their main capacity as
lenders to benefit from the information they needed in order to entertain close relations with
their customers. Bark-client relations conformed at least to a certain extent to the model of
relationship lending and even of "house banking". Banks performed various functions for
their business clients, including investment banking services, and some banks also held a
large number of equity participations in manufacturing, trade and service companies. None-

theless, the predominant role played by banks was that of lender.

At that time, the stock market and financing via the capital market played only a minor role.
In comparison to other countries, Germany's stock market was still largely underdeveloped as
an investment opportunity for households as savers and as a source of funding for business.
Thus capital markets did not present a significant competitive challenge to banksin their role
as collectors of deposits, providers of funding and the dominant type of financia inter-
mediary. Competition from foreign financia intermediaries was also limited, another factor

which has contributed to the stable financial position of the German banking sector.

The high rate of intermediation in general and of bank intermediation in particular confirms
the impression that the German financial system was clearly bank-dominated until the late
1990s. Apart from insurance companies, non-bank financial intermediaries were still of minor
importance. There were, and still are, no pension funds in Germany, and almost all German
unit trusts were organised and managed by bank-affiliated institutions. Just as the banks had
been able to build up and maintain a strong position in the business of managing private
investment, they also were the driving force in shaping the impressive institutional develop-

ment of the German stock exchange system in its role as a secondary market.

The predominant financing patterns of non-financial companies reflect the strong role of
banks. On average, German corporations are characterised by a relatively high level of inter-
nal financing and, to the extent that they use external funding, by a heavy dependence on bank
loans. Accounting rules that emphasised creditor protection and restricted the distribution of
economic profits seem to have contributed to the prevalence of internal financing and bank
loan financing. A particularly interesting element of internal financing, and one that was also
quite significant in quantitative terms, were pension reserves maintained within the big

corporations.
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So far, it appears that at least until the late 1990s, the overall structure of the German financial
sector and the dominant patterns of firm financing seem to have been complementary and
consistent. Strong banks, which are exposed to fairly limited competitive pressure and
cushioned by an ample stock of cheap deposits, are in a relatively good position to act as
"partners’ to their business clients. They can provide loans of a sufficient size and maturity,
and offer a certain degree of liquidity insurance to their clients. They can even play an active
role in supporting their customers if the latter get into financial difficulties. In turn, the fact
that banks played a strong role in their relationships with their customers reinforced their
dominance within the financial sector.

The overal impression of consistency is confirmed when we look again at the corporate
governance system for large corporations. As was explained in the last section, this system
seems to be biased against the typica small shareholders, and this might appear to be a
serious shortcoming. Yet, there is also a positive side to this system: most importantly, the
fact that it appears to be — or rather, have been — consistent with the aforementioned other
features of the financial system. By law and in practice, power and influence in German
corporations is distributed in a way which, at least in principle, is in ine with the need to
protect various types of claims. As we have seen, banks provide a large part of the externa
financing, and most bank lending is long-term. This type of financing exposes banks to con
siderable risks, yet their strong position in the corporate governance system would appear to
protect them, in their role as lenders, quite effectively and thus reinforces and facilitates the
prevailing form of external financing. Similar considerations apply to labour representation,
even though the legalistic rigidities of the mandatory codetermination system would seem to
be a serious deficiency of the German system. At least until quite recently, labour turnover
has been lower in Germany than in other comparable countries (see Hackethal (2000) for
empirical support). Employees willingness to build up firm-specific human capital and to
develop arelatively high degree of loyalty to a firm also exposes them to specific dangers and
suggests that they would need protection (and might be willing to pay for t in appropriate
forms). It would now seem to be generally accepted that the German system of corporate
governance — with codetermination at shop floor and corporate levels, with former managers
and managers of other firms holding seats on supervisory boards, and with management
boards being legaly committed to serving broader interests than merely those of the share-
holders — has served to safeguard labour's interest in having stable and long-term employ-
ment, and thus to encourage employees to think of hemselves as the "partners' of their

employers, and behave accordingly.
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The German corporate governance system may also be balanced and quite effective. In this
"corporatist” system, power and influence are distributed among a relatively small group of
active players, who are in a position to be relatively well informed and can therefore monitor
management well, at least in principle. The active and influential players represent big share-
holders, big business, big management, big banks, and big labour. On the one hand, these
influential players represent clearly divergent interests. As the balance of power between the
powerful groups might occasionally shift, it is important that management is shielded from
the direct influence of the supervisory board. The lega regime of the German Aktiengesell-
schaft provides this isolation. On the other hand, in spite of their conflicts, the various influ-
ential players share a common task and common interests. they must be able to collectively
monitor management, and they have a largely similar interest in assuring the stable develop-
ment of "their" corporations. Thus monitoring and governing can function reasonably well —

albeit in a sense which is not necessarily in the best interests of the "pure" shareholders.

Under relatively stable economic conditions, corporate governance designed along these lines
might have been beneficial for the development and the implementation of long-term strate-
gies and for the competitiveness of German corporations. Business success also tends to bene-
fit investors. Therefore, the consistency of the corporate governance system may ultimately
also be the reason why the interests of those shareholders who are not blockholders have not
been violated to a large extent, even though the system gives them little opportunity to play an
active role. But what may have mattered more, even for the small investors, is that German
corporate governance was consistent with the financing patterns which have prevailed at least
until quite recently, and thus aso with the structure, the role and the functions of the German
financial sector. This mutual compatibility may have been a source of strength for the entire
system, since its individual elements tend to reinforce each other in the way in which they

contribute to the functioning of the entire system.

An interesting and characteristic feature of the German financial system in general is that the
role of the profit motive is somewhat limited, an assessment which applies to banks as well as
to nonfinancial corporations. This statement does not mean that German banks and other
German corporations are not profit-oriented; to claim any such thing would be to deny the
obvious reality. But one can safely assume that strict profit maximisation is not the dominart
scheme of things in Germany. For the public sector savings banks group, this results from
their legal mandate and structure. The same applies to the cooperative banking group. But it
also applied to the big exchange listed corporations because of their nternal governance

system. In the case of large German corporations, the "softening" of the profit orientation is
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an outgrowth of their governance structure and the strong role of stakeholder groups that are

mainly interested in achieving stable growth rather than in maximising profits.

From a systemic perspective, the moderate restrictions to pure profit orientation seem largely
compatible with the relatively high level of debt financing and the focus of many German
corporations on rather sophisticated technologies which require a high level of human capital
in general and firm-specific human capital in particular. In order to attract long-term debt
capital and specialised — and thus expropriable — human capital, firms need ways of assuring
the providers of these resources that their interests are indeed safeguarded to a certain extent.
Thus the financing patterns and the governance structure — and also the human capital

endowments — have at least for along time been well adjusted to one another.4?

The argument that the main elements of the financial system in Germany are not only com
plementary to each other, but have aso long been consistent is not limited to the three key
elements discussed at some length here, i.e. the role of banks in the financial sector, the
financing patterns of firms, and the corporate governance system. Indeed, it can easily be
extended to other elements of the overall system.48 For instance, it would also seem to apply
to the way in which corporations accommodate the need to make important strategic changes;
to the disclosure and accounting rules, which have traditionally favoured the interests of
lenders, management and staff by limiting the amount of financial surplus which is regarded
as "distributable profit"; to the basic structure of the bankruptcy law; and to the pension

system. 49

We can summarise this section by restating the two main propositions of the entire chapter.
The first proposition is that the German financia system has for quite some time been a
consistent system of complementary elements. We attempted to show that the values taken on
by the various elements were such that the elements supported each other in their respective
functions. The second proposition refers to the way in which, in our view, one should look at
financial systems. We tried to demonstrate that it is indeed possible, and may offer important
insights, to view a financial system not as a mere collection of elements, but also as a "true"
system composed of elements which strongly interact. But we would like to emphasise that

complementarity and consistency are not directly observable features of a given financial

47 For more details see Schmidt (2001) and Hackethal/Schmidt (2000).
48 For ageneral account, see Hackethal/Schmidt (2000), and for aformal model Hackethal/Tyrell (1999).

49 These ext ensions are discussed in Hackethal (2000, pp. 296 ff.), Wiistemann (2002), Hackethal/Tyrell
(1999) and Tyrell/Schmidt (2001) respectively.
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system. Instead, they are the result of an economic interpretation of the observable facts.
Moreover, we would certainly acknowledge thet others may disagree on both counts. they
may question our claim that the German system was largely consistent, and they may question

our claim that complementarity and consistency are important features of afinancial system.

V. A brief international comparison and a short outlook

1. Comparing financial systems

As the preceding overview has hopefully demonstrated, the common characterisation of the
German financial system as being bank -dominated and as having an insider-control system of
corporate governance seems justified — or at least was fully justified in the mid-to-late 1990s.
From a systemic point of view, this system is, or at least was, a consistent configuration of
complementary elements. This prompts us to ask whether the financial systems of other large
industrial countries are similar to or different from Germany's in this respect. We start with a

look at large European economies®0 and then consider the situation in the U.S. and Japan.

The British financia system is the polar opposite to the German system. British banks play a
relatively insignificant role as financia intermediaries and as providers of longer term
financing to the business sector. For Britain, the intermediation ratios with respect to banks,
which were shown for the case of Germany in Charts 1 and 2 above, are consistently lower
both on the liability side (in particular, bank deposits by households) and even more so on the
asset side of the banks' aggregate balance sheet (in particular, bank financing of non-financial
firms). Bank deposits are not a widely used vehicle for household savings, and the level of
firm financing by banks is moderate at best, and tends to be short-term. Moreover, bank-

customer relations are typically not close.

Compensating for the fact that banks play only a limited role as financial intermediaries,
Britain's NBFIs, especialy life insurance and pension funds, play a much stronger role than
those in Germany. As British NBFIs tend to invest a large part of their mobilised funds in
stocks, it is only to be expected that — in sharp contrast to the German situation — the stock
market is also of great importance in the UK. The British stock market, both as a primary and
as a secondary market, iswell developed in institutional respects and in terms of its economic

role. It even tends to play an important role in corporate governance, since hostile takeovers

50 We have devel oped this comparison in a series of papers which are summarised in
Schmidt/Hackethal /Tyrell (2002).
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are frequent and can, at least in principle, be regarded as a device to force managers into
adhering to shareholders' interests.

Thus, the British corporate governance system is in line with these features of the financial
sector and with the prevailing mechanisms by which wedlth is accumulated and held, and
firms are financed. In the UK, it seems to be accepted without question that the overriding ard
indeed the only task of the management of afirm is to increase the wealth of the shareholders.
Bank influence is absent from the governance of corporations, and various legal provisions
ensure that banks refrain from getting involved in corporate governance and policies. But
there is aso no need for them to be active in boardrooms and work-out groups, since the lega
system and the short-term nature of their lending serves well enough to protect their interests
as lenders. Similar considerations apply to employees. They are relatively well protected by a
well functioning labour market, meaning that they can walk away much more easily than their
German counterparts, and therefore would, in economic terms, be less willing to bid for the
right to have an active role in corporate governance. Employees do not have such arole, and
they would also not need to have it. But if they had it, this would be inconsistent with the
entire system. Thisis why there is no reason to have a "difficult” governance system, ard it is
understandable that the stock market plays such a big role in the financial system as it seems
to in the UK.

While it is the polar opposite of the German financial system in terms of how it functions, it is
similar to the German system in so far as it also seems to be largely consistent. Moreover, like

the German financial system, it is aso surprisingly stable in terms of how it operates.

Until the mid-1980s, the French financial system was strongly dependent on the state, and
more specifically on the centra government having and using a host of instruments which
enabled it to actively influence the financial sector. Under the umbrella of strong government
guidance, the financia system was extremely bank-dominated, and the French corporate
governance system was a peculiar kind of an insider-control system. Until the mid-1980s,
there had been a certain "logique” to the French system, and its modus operandi was different
from that of either Germany or the United Kingdom. In the course of the 1980s, the French
system altered dramatically, and athough it was again the French state which introduced
these changes and pushed them through, the entire French financial system has become much
more market-oriented than it had ever been. The role of banks as intermediaries has declined
dramatically over the last 20 years, a development which is reflected in the financing patterns

of firms, and of large corporations especially. In their place, the liberalised capital market has
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gained ground. Moreover, the banks have also suffered in their other roles. The financia
sector institutions which have taken over much of the former role of the banks are the NBFIs,

in particular various types of investment funds.

All in al, one can certainly say that the developments that have taken place in the French
financia system have brought it closer to the Anglo-Saxon model of a capital market-oriented
financial system. Thus, in stark contrast to both the German bank-based financial system and
the British capital market-based system, the French financial system has not been stable.
Moreover, although one might have the impression that a simple conversion from one type of
financial system to the polar opposite type has occurred, if one looks at the details the
situation becomes less clear-cut. In many respects, the French financial system has — at least
for along period — not been a consistent set of complementary elements. As two important
examples of inconsistencies, we would point to the French corporate governance system and
to the French system of old age pensions. For a very long time — and indeed, this may even
still be the case today — these elements of the French system have remained largely similar to
what they used to be under the old regime of state-controlled capitalism that prevailed in the
1970s. In other words, the elements of the newly emerging French financial system have aso
not been consistent, and possibly they are still not consistent today. The combination of far-
reaching changes and a situation of not yet having settled into a new consistent configuration
or a new type of equilibrium may be the reason why, in the recent past, French economists,
bankers and politicians have talked so much about a crisis which accompanied the end of
"|'exception francaise” (Pastré).

We would like to conclude this discussion with an even briefer look at other continents. At the
turn of the millennium, when the world-wide stock market rally was coming to an end, the
American financial system was arguably even more market-oriented than before. Banks had
become even less important both in the financial sector and in the financial system at large.
Their role as mobilisers of savings and as lenders has steadily decreased in the course of the
last 20 years, as can be read off from the intermediation ratios (Hackethal 2001). However,
there are also a number of features and events which would seem to contradict the proposition
that the American financia system is becoming ever more market-oriented. One of these is
the demise of the Glass Steagall Act in 1999 and with it the acceptance of the universal

banking model, which could, in our view, strengthen the role of banks. Another is the wave of
state regulation and legidation which undermines the functioning of the market for corporate
control by creating numerous obstacles to truly hostile takeovers. All in al, therefore, the

evidence would seem to be mixed, although no major inconsistencies appear to have emerged.
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The case of Japan is much less ambiguous in this respect. Not long ago, the Japanese financial
system was in dmogt all respects even more bank-dominated than the German system. One
piece of evidence to support this clam is the very high rate of intermediation in Japan
(Hackethal 2001) during the last decades; another is the fact that banks contribute a high
percentage of non-financial firms external financing, as reported by Sussman (1994) and
Hackethal/Schmidt (2000). Hoshi provides a lucid account of the systemic features and the
high degree of consistency of the Japanese financial system of afew years ago, and of its cor-
porate governance system in particular.1 It may well be that this consistency of the economic
and socia system, which included many more elements than merely the financial system, was

one of the reasors for Japan's enormous economic success in the 1970s and 1980s.

However, this was not to last, it seems. Since the end of the so-called bubble economy, the
Japanese financial system has been in a deep and almost permanent crisis which dwarfs that
of the French financial system. A series of changes, some of them rather half- hearted, have
pushed the Japanese financial system in the direction of the American system, without, how-
ever, leading it to a new system which can by now be characterised as consistent and thus as

economically attractive.

2. Caveatsand a brief look ahead

At least in one respect the German financia system is not different from those of other indus-
trialised countries: It has changed a great deal during the last half decade. Before that, it did
however differ in a fundamental way from many other financial systems, especially from
those of the Anglo-Saxon countries. As we pointed out in section IV 4, the German financial
system has at least until quite recently been a largely consistent kank-based system. This
section is supposed to add caveats and a short look ahead. We begin with the cavests.

Our proposition that the German financial system was largely consistent, is an assessment
which rests on interpretations and ultimately on the personal judgement of its authors. Consis-
tency is not a feature which lends itself to easy measurement. However, our proposition is not
purely speculative. Over the past years, we have, often in collaboration with Andreas Hacke-
thal, tried out, modified and extended the ideas of complementarity, consistency and bank-
orientation, and we found it useful and in accordance with the facts. Moreover, we find

support for our ideas in the work of Allen and Gale over an equally long time. So, in this

51 See Hoshi (1998). The same picture of systemic coherence is provided, from amore general perspective, in
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limited sense, our proposition is "tested and confirmed”. Nevertheless, it is not proven in a

formal way, and it cannot be proven. This requires a strong caveat.

In classifying the German financial system as having been bank-based or bank-dominated, we
use a distinction which also requires a caveat: Such a qualification is only meaningful if there
is at least one other type of financial systems and if financial systems can be qualified as
conforming to one of these types. There is indeed an dternative, namely that of a capital
market-based or capital market-dominated financial system. However, not all financia
systems can be classified as belonging to one of these two types. These types are theoretical
constructs, and countries' real financial systems conform to them more or less well. Many real
financia systems can hardly be classified as being of either of these two types. This fact limits

the usefulness of this classification.

What appears like a third caveat is merely a warning of a possible misunderstanding. The
recent wave of empirica research into the relationship between financia systems and
economic growth seems to suggest that any classification of financial systems should be
linked to some operational standard of evaluation. For instance, one might expect "more
capital market orientation™ or "more bank-dominance" to go hand in hand with higher growth
rates. Levine and others investigate this relationship empirically, and their results do not
support this expectation.52 However, we do not regard these findings & invalidating our
classification and detracting from its relevance, since what we regard as an important deter-
minant of growth or welfare is not whether a financial system is bank-based or capital market-
based, but rather whether it is consistent or not. This feature has so far not been tested in
empirical studies.

We now turn to predictions, anticipating what will be presented in greater detal in the
concluding chapter of this book. While haf a decade ago the German financial system still
was a largely consistent bank based system, this has changed recently. The worldwide stock
market boom and the "new economy bubble" of the late 1990s have also affected the German
financial system. Towards the end of the last century, the German financial system seemed to
change rapidly and in a fundamental way. It seemed to undergo a "gestalt switch", i.e. to loose
itstraditional character of being bank-based and to become a capital market-based system. At
least the beginnings of such a fundamental transformation were readily observable. However,

this process had only started, and it did not continue after the bursting of the stock market

the insightful work of Dole, see e.g. Dole (1999).
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bubble in early 2000. It is hard to say whether the process was merely delayed or definitely
stopped or even reversed. This is again a matter of interpretation. There are theoretica and
empirical arguments which speak for each of the three possibilities — delay, termination or
reversal. In our view, "the facts' have not given a loud and clear answer to the question of
what has happed since 2000. Even at the time at which this book goes to the publisher (May
of 2003), this is an open question. All that seems clear to us is that the German financial
system has lost its former consistency. As we said before, we assume that the consistency of a
financial system, or a good fit of its main elements, creates economic benefits. The converse
statement is that inconsistency causes economic problems. This seems to be born out these
days. There are several instances of grave contradictions in the financia system, and one can
find a number of equally important problems. The stock market has lost its attraction; the
famous Neuer Markt, the premier symbol of the transition to the market-based system, is
being closed down after loosing its credibility. The big private German banks are in serious
trouble, not least because they have lost enormous sums of money in their ventures to become
truly modern investment banks. In the business year of 2002, most of them had to show losses
for the first time in their history. And while it was a traditional strength of the German
financial system that creditworthy businesses can be ailmost sure to get loans from their banks,

there is now the danger of a credit crunch.

A financia system with grave inconsistency is under pressure to restore consistency. A longer
period in which such a system fails to restore a proper fit of its elements can even lead to a
financial crisis. We do not really expect this to happen. However, we think that something
needs to be done quickly and with great resolve to restore consistency and thus also
efficiency. In principle, this could be a reversal to the "good old times" of the bank-based
system. But for reasons which we do not want to explain here, this option is not realistic.53
Instead, we expect the German financial system to return to its path of transition to a capital
market-based system. But the path is going to be rough and long.

52 See Levine (1997) and Levine (2002) with further references.
53 See Schmidt, Hackethal and Tyrell (2002) and also chapters 3 and 15 in this volume.
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