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Disintermediation and the Role of Banksin Europe:
An International Comparison

January 1998

Abstract

The paper presents an empirica analyss of the aledged transformation of the financia systemsin
the three mgjor European economies, France, Germany and the UK. Based on a unified data set
developed on the basis of nationa accounts statistics, and employing a new and cons stent method
of measurement, the following questions are addressed: |s there a common pattern of structura
change; do banks lose importance in the process of change, and are the three financid systems
becoming more similar? We find that there is neither a generd trend towards disintermediation,
nor towards a transformation from bank-based to capital market-based financid systems, nor for
aloss of importance of banks. Only in the case of France strong sSigns of transformation as well as
sgns of agenerd decline in the role of banks could be found. Thus the three financia sysems dso
do not seem to become more similar. However, there is dso a common pattern of change: the
intermediation chains are lengthening in dl three countries. Nonbank financia intermediaries are
taking over a more important role as mobilizers of capita from the non-financid sectors. In
combination with the trend towards securitization of bank ligbilites, this change increases the
funding costs of banks and may put banks under pressure. In the case of France, this changeis o
pronounced that it might even thresten the Sability of the financia system.

JEL-Classfication: G 1, G 2,

Keywords: bank-based financia systems, capitd market-based financia systems,
(dis-)intermediation



Disintermediation and the Role of Banksin Europe
An International Comparison

1. Introduction

Not too long ago, most economigts did not condder the financia sector' of a country to be
important for welfare and growth. In standard neoclassca theory, financid inditutions hardly
gopear a dl. This is not so much because they are smply left out, but rather because financia
inditutions and financid contracts do not have a legitimate place in the theoretica edifice of
generd equilibrium andysis. Almogt the same can be said for growth theory in the traditions of
Harrod/Domar and Solow/Swan.? In these theories "capitd" is not "finencid capitd" but
encompasses red assets or clams to red assets. Under the influence of the theoretical work of
Joseph Stiglitz (e.g. 1985, 1993) and other proponents of a theory based on the economics of
information and incentives, and the empirica work by King/Levine (1993) who build upon these
foundations, hardly any economist would till question that "finance matters’. As a consequence,
academic economigts, including those with a strong theoretica inclination, have devoted a gresat
ded of atention to finandd inditutions, financid dructure and the generd design of financid
systems?®

As banks are just one part of the financid sector, which aso includes organized financid markets
and non-bank financid intermediaries (NBFIs), acknowledging that the financid sector and the
financid system are important does not necessarily imply that banks, as a specid type of financid
inditution, are aso important. As Mertor/Bodie (1995) and other adherents of a functiona
gpproach to finance argue, the inditutional forms through which certain financid functions are
executed may not be essentid to the functions and might therefore change over time.

When it comesto ng the present roles and likely future prospects of banks as a specia type
of inditution, opinions differ. Some observers consder banking to be a “declining industry”; the
wedl-known banker Ulrich Cartdleri from Deutsche Bank predicted severd years ago that they
will be the stedmills and shipyards of the 1990s; and Miller (1997) proclaims "the obsolescence

! Sometimes the terms “financial sector” and “financial system” are employed in an undiscriminating manner.
In this paper we use the term “financial sector” for the totality of institutions which provide financial services
to the non financial sectors of the economy, whereas the term ‘financial system’ designates the demand for
and supply of financial services and the way in which, and the economic units by which, they are provided.
Note that according to this definition not only financial intermediaries and markets, but also the patterns of
saving and financing and aspects of corporate governance are part of the financial system of a country; see
Schmidt/Tyrell (1997).

2 See the overview in Barro/Sala-i-Martin (1995). According to Levine (1997), the same even holds for the new
growth theory in the style of Romer and Lucas, although there would not be a conceptual problem of
integrating financial aspectsinto their models, as the article by Levine demonstratesin detail.

% For recent surveys see Thakor (1996), Boot/Thakor (1997), and Allen/Gale (1997), Chapter 1.



of commercid banking' as an unquestionable fact which only needs to be explained in an
acceptable way. Others strongly disagree. Boyd and Gertler (1995) paraphrase Mark Twain in
the title of their paper "Are Banks Dead?' and suggest what they see as the answer: "(The)
Reports (are) Greatly Exaggerated™.

The present paper seeks to make an empirica contribution to the discussion of the role of banks.
Looking at the situation in the US, one can indeed get the impression that their role is fading.® As
the American economy usualy sets the pace for other countries, one might be inclined to think that
a general process condgting of disintermediation, securitization, and an increase in the importance
of non-bank financid intermediaries and financid markets has dready leed, or will leed, to a
general decline of banksin indudtridized countries.

Europe provides a particularly interesting testing ground for this proposition. The ongoing process
of European financid integration, which started in the 1980s, has exposed the financid systems of
the member countries to a wave of regulatory change. It is more likely in atime of change thanin
a gable environment that economic forces which could ater the role of banks will indeed have a
vigble impact. Thus the financid systems of the three mgor European economies - France,
Gemany and the United Kingdom - might exhibit the festures of disntermediation and
securitization mentioned above with the role of banks in these economies declining as a
consequence.

The present paper investigates whether there are common tendencies towards disintermediation
and securitization in the three countries and whether they indicate, or may have lead to, adeclining
role of banks. Aswe will show, the answer to this generd question is negative. On a country by
country basis, however, the evidence is mixed. In addition, the paper focuses on problems of
measurement. It develops and applies both a generd framework and a specific method to
measure the importance of banks. While mainly trying to derive substantive results, we aso want
to assess the method itself by asking how plausible the results of gpplying it gppear in the light of
additiond information.

To our knowledge, this is the fird comparative sudy of Germany, France and the United
Kingdom which analyses comparable data on disintermediation, securitization and the role of
banks.®

* For arecent collection of articles supporting this view see the Winter 1996 issue of the Journal of Applied
Corporate Finance.

® See e.g. Greenbaum/Thakor (1995), last chapter.

® Country specific studies employing a similar approach are also rare. The first comparable study for the case
of Germany has been published only weeks ago by Domanski (1997). The most relevant source for France is
Plihon (1995). No similar study for the United Kingdom has come to our attention so far.



The paper is structured as follows. The next section provides the theoretical background needed
to show why banks might be important and how their importance can in principle be measured.
The third section develops the method of measuring the importance of banks by defining ratios of
intermediation and securitization which can shed light on ther role. Section 4 contains four
propositions concerning disntermediation and securitization and the role of banks in the three
countries and evauates them empiricaly on the basis of these ratios. The discusson of these
propostions leads to a comparison of the development of the financia systems of the three
countries. In addition, the section discusses briefly how reasonable our results gppear in the light
of additiond information. Section 5 draws conclusons with respect to the importance of banks
and as regards the limitations and merits of our method of measurement, and points out areas in
which future work aong the same lines would be useful.

2. Theoretical Background: Why Banks Might be Important

2.1 The Conventional Theory of Financial Intermediation

A wel known exception to the tradition in economic andyss of ignoring the role of the financid

sector is the theory of financid intermediation of Gurley and Shaw (1955, 1960). According to
thelr view, banks are intermediaries which "go between" surplus and deficit units. They collect

deposits from savers, typicaly households, and channel them to borrowers, typically the enterprise
sector and the government. In the process of doing so, they transform the qudity of capita with

respect to lot Szes, maturities and risks. The explanation why banks exist follows directly from this
function: Banks exist because, as intermediaries and transformers of capitd, they are "productive’;
they increase the socid vaue of capita by enabling it to be put to more efficient use.

In the analysis of Gurley and Shaw, the distinction between banks on the one sde, and capita
markets and NBFIs on the other sde is not well developed. Indeed, Gurley and Shaw largely
overlook the fact that under certain circumstances capital markets might be able to perform the
functions of intermediation and transformation. The digtinction between banks as monetary
financid ntermediaries and NBFIs does dso not play an essentid role in their andysis of the
function of banks. Thus the explanation given for the existence of banksis implicitely based on the
comparison between a dtuation in which the only intermediaries which exist are banks and a
gtuation in which there is no financid sector at dl and in which financing takes the forms of sdf-
finencing or direct finending.” Despite this shortcoming, the conventiond theory of financia
intermediation provides a bass for measuring the role of banks: The extent to which they

" Anindication of the tendency to set banks at a par with the entire financial sector is the wide-spread use of
the ratio of money to GDP ("financial depth") as a measure of the quality or the state of development of a
financia system (e.g. in Worldbank 1989).



intermediate capital provides ingghts about their importance. We shdl use a concept of
measurement which builds upon thisidea.

2.2 The New Theory of Financial I ntermediation

The new theory of financid intermediation, based on the work of Townsend (1979),
Diamond/Dybvig (1983), Diamond (1984), CalomirigKahn (1991) and others, is much more
explicit in andyzing what banks as a pecid type of intermediary can do better than financid
markets and NBFIs, and it explains their exisence by pointing out these specific srengths. We
a0 use these indghts for our empirica work.

The individud modes which make up this branch of the literature show that banks are financia

intermediaries which can, under specific conditions, solve specific information and incentive
problems in the rdationships with savers and investors in ways which are, in aspecific sense,
better than the way in which these problems could be solved ether by direct financing or by

financing via capita markets and/or NBFIs. Although each individua modd is highly specific one
can summarize the quditative content of this line of research by saying tha “banks are unique*

(James 1987). In fact, they are the specidigts for the “difficult cases’: On their asset Sde they are
particularly well suited to act as (delegated) monitors (Diamond 1984), and thus their specid role
can be seen in the financing of investment projects which capitd markets would not be in a
position to assess and to monitor. On their liability Sde, their specid role derives from the fact that
they provide liquidity to their clients and can commit themselves to do so even under adverse
conditions. The function of providing a certain liquidity assurance to ther dients is based on their
role of taking deposits from their clients.

Thus in trying to assess the importance of banks one should take a specid ook at the extent to
which they rdy on funding in the form of deposts and to which they grant loans which imply
monitoring of their borrowers?® Although it may be difficult to messure these qualitatively specid
roles of banks, in our paper we nevertheless make an attempt to do it.

2.3 Implications

The implications of the theoretica congderations outlined above are straightforward. Both the
conventiona and the new theories of financid intermediation can be used as the theoreticdl
background for our empirica work. Their ,message” can be summarized asfollows.

8 As Rajan (1996) has pointed out, there is also a functional relationship between the special roles of banks as
monitoring lenders and as providers of liquidity. This not only indicates that the analysis of Gurley and Shaw
is basically sound, but it also reinforces the point that “banks are unique “ in that they combine the two
complementary activities.



A high levd of financa intermediation performed by banks, and in particular the
transformation of deposgts into loans which entail the monitoring of borrowers, and the
quditative trandformation of capitd indicate tha banks play an important role.
Disntermediation and, to a certain extent, the securitization of bank deposits and bank loans
can be regarded as signs of a certain loss of importance on the part of banks.

That banks may lose some of their importance as intermediaries should not be misunderstood to
imply that the overdl leved of intermediation in a given economy dedlines too. As the ,,functiond

gpproach to finance" (Mertor/Bodie 1995) makes sufficiently clear, it may well be the case that a
given function is taken over by other inditutional forms. Nor would a decline of the role of banks
as intermediaries necessarily indicate that the overal importance of banks declined, as they may

take over or expand other functions at the same time.®

3. Measurement: Method and Data

3.1 The Concept of Intermediation and Securitization Ratios

The measurement of intermediation and Securitization ratios is based on the concept of the
economy as a et of sectors that interchange financial assets. Accumulated over time these
financid flows trandate into financid assets of one sector and an offsetting liability item of another
sector. With the aggregation of financid flows over sectors, flows between entities that belong to
the same sector are consolidated, so that, say, a bank’s loan to another bank or aliability of one
non-finencid company vis-a-vis another non-financid company are cancelled out. The following
Table 1 is based on this flow-of-funds concept and shows the resulting accumulated and vaue-
adjusted financia assets for the German economy in 1996. The Figures are normalized s0 as to
make the data easier to interpret.

° For the sake of brevity, we shall not keep repeating these general reservations although they apply to most of
what follows; see, however, section 4.3 below.



Table 1. German Sectors Financid Assets and Liabilitesin 1996 (normalized)

la 1b 2a 2b 3a 3b 4a 4b 5a 5b 6a 6b

Liabs. | Households [nf. Companies | Public Sector RoW Banks NBFI Sum
Assets sec. n.sec.| sec. n.sec.| sec. n.sec.| sec. n.sec.| sec. n.sec.| sec. n.sec.
1 Households - - 11 15 15 0 9 2 24 106 20 67 | 270
2 nf. Companies 0 0 - - 3 0 4 40 9 48 11 0 113
3 Public Sector 0 0 2 0 - - 0 10 1 17 1 0 32
4 RoW 0 0 6 23 18 5 - - 27 44 2 0 126
5 Banks 0 94 9 98 24 48 9 45 - - 13 0 340
6 NBFI 0 21 15 6 14 2 6 1 21 34 - - 119
Sum 0 116 | 44 143 73 55 28 98 81 248 46 68 | 1000
116 186 128 126 329 114

Entries in a given row indicate financid dams which the sector indicated on the left of the firgt
column holds on each of the other sectors. These claims can ether be securitized (sec.) or non
securitized (n. sec.). Correspondingly, cells in a given column indicate where the financing of the
sector in the top row comes from. The cdls on the diagond would indicate intra-sectord clams
and ligbilities; but they are not contained in the matrix of intersectora clams.

It is evident that some sectors, notably households, are on average surplus units while others,
notably the non-financid (nf.) companies and the public sector, comprise of deficit units. The
financid sector, which subdivides here into two subsectors, namdy banks and NBFIs, is
characterized by an gpproximately balanced financia account.

Intermediation ratios (IR) and securitization ratios (SR) of non-financia sectors can be computed
directly from data like those in Table 1. Wheresas IRs take a sectoral/institutional perspective
and indicate what portion of total financid assets (lidbilities) of non-financid sectors is channeled
to (from) financid intermediaries as opposed to clams on (from) other non-financid sectors, SRs
take an instrumental perspective and answer the question: What portion of a given class of tota
financid daims (liabilities) of non-financia sectorsis held (owed) in securitized form?™

The Ass#t-IR of al Non-Financid Sectors'! indicates what fraction of totd financid daims of the
non-financia sectors on Al other sectors are clams on the two financid subsectors. In Table 1 it

° Following standard notions, we treat stocks, bonds, notes, money market instruments, investment
certificates, and certificates of deposits as securities.

™ In the remainder of the paper we will use capital letters when referring to the specific intermediation ratios
and securitization ratios definded here.



can be computed by dividing the sum of rows 1-4 in column 5a 6b by the total sum of rows 1-4.
The Liability-IR of al Non-Financia Sectors, on the other hand, indicates what fraction of al
liabilites of the nonfinancia sectors are owed to the financia sector. It is caculated by first
summing over rows 5 and 6 in columns 1a4b and then dividing the result by the tota sumsin
these columns.™

As the financid account of the financid sector is approximately baanced, the Liability-IR of dl
non-financial sectors and the corresponding Asset-1R should be roughly equd. Thisis indeed the
case for the data in the table above:™ both ratios work out a 70%."* More than two thirds of the
clams of the non-financia sectors are thus held againgt banks and NBFIs, and less than athird are
conssting of direct claims on other sectors.

SRs of non-financid sectors focus on the type of their assets and liabilities and are computed
andogoudy to IRs. They indicate the portion of a given class of assats and ligbilities, repectively,
that are securitized. Summing over columns 1a, 2a, 3a, 4a, 5a, and 6ain rows 1-4 and dividing by
the total sum of these rows yidlds the Asset- SR of al Non-Financid Sectors. The Liability- SR of
al Non-Financia Sectors equas the sum of rows 1-6 in columns 1a, 2a, 3a, and 4aover the total
sum of columns 1ato 4b. In the case of the SRS, the equdity of asset sde and liability side does
not necessarily hold because the financid sector may have more securities on ether of the two
Sdes of its account. In 1996 the German non-financia sectors Asset-SR was larger than their
Liability- SR (30% compared to 26%).

Apparently, Table 1 dso lends itsdlf to the computation of partial IRs and SRs. For example, the
Asst-1R of Households (80%) indicates the extent to which households financia assets consst
of dams againd financid intermediaries. This ratio can be further broken down into the Assst-IR
of Households with Banks (48%), which specifies the proportion of bank liabilities in the
households' financid portfolio, and the Asset-IR of Households with NBFIs (3296).

The st of ligbility ratios of non-financid companies are dso of particular interest. The reldive
amount of funds provided by banks is given by the Liability-IR of Non-Financid Companieswith
Banks (54%), while the proportion of securities in dl liabilities is reflected by the Liability- SR of
NonFinancid Companies (24%).

We have s0 far discussed ratios pertaining to the non-financial sectors. However, the concept of
IRs and SRs can dso be applied to the financid sector itsdf and to its two components. For

12 Refer to the appendix for agraphical representation of the calculation of these ratios.
B The equality also approximately holds for our entire data set.

¥ This as well as similar Figures which follow in this section refer to Table 1 above describing the case of
Germany in the year 1996.

10



example, the Liability- SR of Banks (25%) illudtrates the degree to which banks rely on securities
to fund their operations. The Liability-IR of Banks (17%) indicates the proportion of funds which
banks obtain from other types of intermediaries, i.e. from NBFIs, and thus measures the length of
the financid intermediation chain in an economy. This particular ratio exemplifies one of the
strengths of our concept: Ratios like ”"Financid Sector Assets over Tota Financid Assets of the
Economy” that are frequently employed to describe the importance of the financid sector in a
given country may be mideading because they double-count intra-financid- sector clams. For this
as wdl as other reasons they are not well suited to indicate whether the roles of financid
intermediaries differ across countries and over time.

It should be clear by now that the concepts of measurement utilized in the remainder of this paper
have a theoretica background and are defined in a consistent manner. Aswe shdl see later, they
can be employed to formulate and test powerful statements about investment and funding patterns
of the various sectors in a given economy.

3.2 The Data

This section describes important aspects and problems pertaining to the coverage and
congruction of our data set. The problems have to be kept in mind when drawing conclusons
from the empiricd results.™

Nationa account gtatistics compiled by nationd datistical offices or centrd banks are a data
source which lends itsef amogt naturaly to our type of analyss. Table 2 shows the sources for
our three-country study. The data series start in the early eighties in order to cover the period of
far-reaching deregulation and liberdization in France and the United Kingdom in the mid eighties
and reach out asfar into the present as data are available to us.

Table 2: Sourcesfor National Accounts Data

Germany 1982-1996 Deutsche Bundesbank: Ergebnisse der gesamtwirtschaftlichen
Finanzierungsrechnung fr Deutschland

France 1981-1994 Banque de France: Tableau des opérations financiéeres

United Kingdom 1982-1995 Central Statistical Office, Financia Statistics (The Blue Book)

The accounts contain financial assets and liahilities of an economy’ s sectors on both aflow and a
stock basis™® Although there is an agreed standard for their construction, a comparison of

1> See also Corbett/Jenkinson (1996) who discuss the suitability of national accounts data for measuring the
financing behavior of firms over time and across countries.

® We have computed IRs and SRs on both bases. In this paper we only present those based on stocks
because they are less erratic and thus better suited to illustrate and compare trends that develop over alonger

11



indicators based on nationd account datistics from different countries must invarigbly ded with
divergent i) definitions of sectors, ii) indudons of items and iii) degrees of intra-sector
consolidation. Consequently, we had to adjust the data in these three respectsin order to arrive a
a truly comparable data set with consstent sector and item definitions. It will become clear,
however, that some internationd differences could not be diminated.

(i) The mogt prominent example of internationa deta differences concerns the definition of the
sector of nonfinancid companies. Whereas the German sector account aso covers
unincorporated enterprises and partnerships, both the French and the British statistics include
these enterprises in the household sector account. The ligbility ratios for non-financia companies
of the latter two countries are thus biased towards the financing patterns of big companies and
corporations. A second complication arises from the disparate treatment of public enterprises. For
Germany and France they could be included in the companies sector; the data for the United
Kingdom did not dlow this. As a consequence the privatization waves in the latter two countries
bear differently on the respective ratios.

Adjustments of sector definitions were aso necessary with respect to the financial sector. For the
United Kingdom we included building societies in the banking sector snce many of these
indtitutions changed their Status during our observation period. Specific items origindly recorded in
the public sector, eg. selected activities of the treasury and the postal bank organization, have
been included into the French banking sector. Due to the existence of country-specific indtitutiona
forms and functions of NBFIs, their sector is not perfectly homogenous across countries, ether. In
this case we have not made adjustments.*’

(i) The second group of differences in data congtruction concerns the inclusion of specific asset
and liability items, particularly trade credits. The French accounts specify trade credits for each
sector on an unconsolidated basis. The accounts for the United Kingdom consolidate trade credits
but neither record them for the household sector nor for small companies. Finaly, the German
accounts only provide information on foreign trade credits. As a consequence, we only consider
foreign trade credit for al three countries. For France, where trade credit has traditionaly been an
essentid means of direct financing between al types of companies, this ommisson tends to
exaggerate the intermediation ratios and securitization ratios relative to the other two countries.

period of time. The drawback of stock-based data for securities - namely, that no distinction is made between
changes in value and actual additions to or deductions from the sector accounts - has been found to have no
fundamental implications for our main results.

Y Pension funds represent an important type of NBFI in the United Kingdom, whereas they are almost
unknown as a separate type of institution in Germany and France. Thisis of course due to the specific nature
of the Anglo-Saxon pension system. For France we included those financial accounts of the public sector that
are attributable to the social security system into the NBFI sector.

12



(i) As with trade credits, the degree of consolidation aso differs with respect to other items,
paticularly securities. The British Centrd Statistical Office reports dl items only after intra
sectora consolidation. Because we are mainly interested in inter-sectora claims, this in fact suits
our purposes. However, since quite a few items are reported separately for the subsectors of the
public sector, namely public companies, locd authorities, and the centrd government,
inconsgencies may result from non-adjustable flows between these entities. In contragt, the
French and the German central banks do not consolidate securities. Hence, we had to neutrdize
these claims. When we tried to do this, we encountered a problem that securities have in common
with a number of other items in dl national accounts. In some instances, the condruction of the
datistics does not permit one to directly determine the other sector on which a specific dam is
held or to which a specific lidbility is owed. An example may help to illudrate the problem:
Assume thet in a given year the household sector owns 100 units in bonds. No informetion is
provided concerning the issuers of these securities. However, from the liability-side data for al
other sectors we know their repective weights in the market vaue of tota bonds outstanding in
that particular year. We thus had to make a ample, but inevitably crude, assumption to attribute
the households bonds to the various other sectors. We assume that the bond portfolio of
households is composed exactly like the portfolio of dl bonds outstanding in the respective
economy. Extending this assumption to al sectors amounts to podtulating that al sectors hold in
their portfolio the same portion of bonds issued by banks, insurance companies, non-financd
companies, etc. Due to the lack of detailed information we had to apply this method to al types of
securities (bonds, equity, commercid paper, money market insruments) for al three countries, to
the item ”miscdlaneous ingruments’ for the United Kingdom, and to the items ” other assets’ and
" other ligbilities’ for Germany.

Agan, dl of these difficulties have to be borne in mind when we want to interpret the ratios
computed in a meaningful way. Our experiences in dedling with the data, however, reveded that
they primarily affect the levels of the ratios and not so much their changes over time.

4. Propositions and Empirical Results

4.1 Overview

In this section, we develop and test four propositions or hypotheses about changes in the financia
systems which should have implications for judging how the role of banks may have changed in
recent years. The four propositions differ in severd respects.

(1) While the firgt three are based on notions which one hears frequently from economists and
practitioners from the financid industry when they discuss structurd changes in the financid

13



systems of indudtrialized countries, and turn out not to be correct, the fourth proposition, which is
better supported by the data, is not a standard claim of the "educated public'.

(2) Whilethe first two propositions, which are discussed in subsection 4.2, are generd in that they
refer to disntermediation and securitization at the leve of the entire financia systems, permitting,
however, to draw at least tentative conclusions about changes in the role of (commercia) banks,
the third and fourth propostions, which we will present in subsection 4.3, address the role of
(commercid) banks directly.

(3) Asfar aspossble, we shdl atempt to formulate our hypotheses in such away that we can test
ther vaidity with our intermediation and securitization ratios. In the process of developing and
testing the four propositions, we will employ ratios which are partid ratios with increasing degrees
of differentiation as explained in section 3.1 above.

In order to motivate our discussion of the four propositions and to facilitate the understanding of
the logical sequence which underlies their presentation, we employ the same graphical moded of
financd intermediation and apply it with increasing degrees of sophidtication.

4.2 General Propositions
Propostion 1. Thereisa general tendency towards disintermediation.

This smple and generd proposition can be tested with the overal intermediation ratios of assets
and/or of liabilities for the totdity of the non-financid sectors vis-&vis the entire financid sector.
Figures I.a and 1.b on the following page show that these intermediation ratios do not fdl in all
three countries. The propostion is clearly not vdid for the case of Germany and the United
Kingdom. In both countries, the overdl intermediation ratios are dmost constant, and the ratios
are dmost equdly high. In France, on the other hand, there is a substantid decline of the
intermediation ratio; and this decline is dso rdatively continuous over the observation period.

As houscholds are the mgor surplus sector, we adso analyze the patid Asst-IRs of
Households™® (Figure |.c on the next page). Between countries and over time these ratios indicate
the same pattern asis shown by the overal intermediation ratios. As non-financia companiesare a
particularly important deficit sector, we adso look at the Liability-I1Rs of the Company sector vis-a&
vis the entire financid sector (Figure 1.d). Here again, we observe the same pattern: The ratios of
German and British non-financiad companies are not decreasing, in fact, they are increasing to a

'8 We remind the reader of the convention to use abbreviations and capital letters when we refer to the ratios
explicitly defined in section 3.
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remarkabe extent. In France, the decline in the ratio turns out to be even more pronounced when
compared to the overdl intemediation ratio.

Thus the firgt proposition can be clearly rgected for Germany and the United Kingdom, and thus
aso as agenerd propostion, whileit can be accepted in the case of France.
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In order to lay the groundwork for the comparison with the following propositions, we shdl briefly
explan why one might be indined to think that an overdl
disntermediation could indicate a decreasng importance of

Surplus Units (HHSs) I

A C banks, and why such a conclusion would not be warranted.
Banks I Those who regard an alledged tendency towards overall
E disntermediation as an indication of a declining importance of

Deficit Units (NFCs) I banks seem to have the following smple modd (Diagram 1)
of an economy in mind. In this diagram, as well as in those

Diagram 1 which follow, capitd letters indicate the different socks of
clams and liahilites and the flows from which they have resulted.

A process of disntermediation could be characterized by a switch of financid ,flows® from the

channd C&E, which leads through the banks, on the right in

Surplus Units (HHs) I Diagram 1 to channdl A on the left. What this over-smplified

A B lc modd overlooks is that the financial sector also includes the
NBFls I Banks I subsector of NBFIs. Therefore, a constant intermediation

D) LE ratio as in the cases of Germany and the United Kingdom

Deficit Units (NFCs) I could dso be consgtent with a shift from intermediation by
banks to intermediation by NBFIs and thus a decreasing role

Diagram 2 of banks™ In the extended graphica model of Diagram 2,

this possibility could be represented by a shift from channel C& E to channd B&D.

In the literature, disintermediation and securitization are not aways carefully distinguished.
Occasiondly, the two terms are even used synonymoudy. Like disntermediation, securitization is
consdered afeature of modern financid systems. Thus, we shdl now investigate

Propostion 2: Thereisa general tendency of securitization.

This proposition cannot be relected on the basis of the data, as can be seen in Figures 11 on the
page 17. The Asset-SR of dl NonFinancid Sectors (Figure 1.8 shows strong growth for
France, only a modest increase in Germany, and dmaost no change in the United Kingdom. As a
consequence, the difference in levels for the United Kingdom and Germany on the one hand, and
that for France on the other, becomes more pronounced. An dmost identicd trend is reflected in
the Asset- SR of Households (Figure 11.¢) for dl three countries. French, German, and, to a lesser

9 And conversely, it is not possible in principle to derive a declining role of banks from a declining overall
intermediation ratio, as the intermediation by NBFIs might decline more; however, as an empirical fact thisis
not relevant in what this paper discusses.

% See e.g. OECD (1995) and for a clear discussion of this “nebulous term” Berlin (1992), or Frankel (1993) and
the critical comment by J. Holtcroft.
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extent, British households as well invest an increesing portion of their financid portfalio in
securities.

A look at the Liability-SRs of al Non-Financia Sectors (Figure I1.b) reveds a genera trend
towards securitisation. It is interesting to note that, in terms of securitization, the financing patterns
of the totdity of Brititsh non-financid sectors seem to have changed more than ther investment
behavior. This is probably due to the increasing involvement of pension funds and life assurance
companies as the lidbilities of these NBFIs mainly condsts of unsecuritized dams held by
households, whereas the mgority of their assets are bonds and stocks. The extremely high
(especidly when compared to the other two countries) Liability- SR of Non-Financid Companies
in the United Kingdom is an empirical manifestation of the theoretica notion of a market-based
financid system. Large British companies have traditiondly met their externd financing needs via
the capital markets, and they seem to be doing this to an increasing extent.

The low Liahility-SRs in the German financid system dearly depict one facet of what economists
circumscribe with the term “bank-based financid system”. Non-financid companiesrely on capita
markets as a means of financing to an dmogt inggnificant extent (Figure 11.d): They have been
satisfying less than ten percent of ther externd - and intersectord - financing needs through
securities issues. The considerable increase in the overal Liability- SR after 1991 can be attributed
to the German reunification, which greetly increased the financing needs of the public sector.

The French non-financia sectors, and in particular the non-financid companies, show an increase
in their financing via securities, particularly during the early eighties. The French trend towards
Securitization, both on the asset and the ligbility Sde of the non-financia sectors, might indicate thet
France is changing from a bank-based to a market- based financid system.

2 The marked difference in levels between the Liability-SRs of Non-Financial Sectors and that of non-financial
companies can be mainly explained by the financing patterns of the “overseas sector”. They are characterized
by non-securitized interbank operations of foreign financial institutions, which depress the overal SR,

because, as was explained in section 3.2 above, foreign banks are counted as part of the foreign sector, and
thus as a non-financial sector, in the official British statistics.
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What could be the intuition behind consdering an increase in the securitization retio as an indicator
of adeclining importance of banks? A smple explanaion would recur to Diagram 1 in combination
with the assumptions thet direct financing is largely securitized, while the ligbilities of banks are
mainly deposts and their assets are mainly loans. Thus, in this "modd"” disntermediation and
securitization would be one and the same thing, and therefore securitization ratios would not add
information to that contained in the intermediation ratios.

A somewhat more subtle interpretation would be based on Diagram 2, again in combination with the
assumption that the assets and liabilites of NBFIs are more likely to be securitized than those of

banks.* In this interpretation, an increase in the securitization ratios is an indicator of a dedlining role
of banks. As this is not the same thing as a declining overdl intermediation ratio, there is a good
reason to look &t the interaction of the two types of ratios, as we shall do in the next section.

4.3 Specific Propositions about the Role of Banks

We now turn 1o two propositions which address the role of banks directly, which are based on
gpecific forms of interaction between intermediation and securitization ratios, and which make use of
partid intermediation and securitization ratios.

The relevant literature contains some quite bold propositions about the development of financid

gsysems. One such proposgtion is thet banking is a "dedining industry”. A seemingly different
propogition is that financia systems tend to develop "naturdly” from being old-fashioned and bank-
based to being more advanced and capital market-based. The new CEO of Deutsche Bank, Mr.
Breuer, ssemsto see this as the likely future and to regard it more as a chance than as athreet to his
bank. Rybczynski (1984) is a standard source for the same view in the academic literature. In fact,
except for the emotiona overtones, these two propositions need not be in contrast because a shift of
financid activity to "the capitd markets' would aso imply a shift away from traditiona banking as
intermediation. This leads us to our third proposition:

Propostion 3: Financial systems become more capital market-based and less bank -based;
and/or banking isa declining industry.

% Thus, a closed end investment fund would be the prototypical NBFI. Note that this assumption is not true in
the case of the United Kingdom because of the role of pension funds, as explained above.
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The - not very explicit - empiricd bads for the dam that (commercid) banking is a declining
industry or that financia systems are becoming "more modern” is the belief that there are tendencies
towards both disntermediation and securitization a an overdl leve.

Using the results derived in the discussions of propostions 1 and 2 above, one cannot, on the basis
of the aledged association with disntermediation and securitizetion as potential causd factors,

expect that banks are losng importance in Germany, Smply because overdl intermediation is not on
the decline in this country. There should aso not be much change in the United Kingdom because
the British system has dready been "capita-market based” for along time. In France, in contradt,
banks could indeed be declining and/or the entire French financid system could bein the process of
trandforming itsdf from a Germant style bank-based system to a UK - style capital market-based one
as intermediation declines and securitization rises in generd. These daims fit the facts quite well. So
the first evidence concerning propogtion 3 is negative: if it were a vaid genera statement, it would
have to hold for Germany, too.

The traditiond discusson of the decline/structura change hypothess is besst with severd
weaknesses. One is that it does not make enough use of pecific data on disntermediation and
Securitization; another one is that it does not measure the result of the combined effect of
disntermediation and securitization in a manner which uses consistent measurement concepts. The
third and possbly most serious shortcoming is thet it is based on an dl too vague idea about how
disntermediation and securitization "affect” the role of banks. Therefore we want to find out whether
our data allows us to say more and in particular to address the role of banks and its change directly.
What indicators of the decline in the "importance” of banks or, dternatively, of the trangtion to a
"more modern” financid system can be used?

According to the traditiond theory of financia intermediation discussed in section 2.1, an indicator of
the importance of banks is the extent to which they act as intermediaries, i.e. the extent to which
savers entrust their money to them and the extent to which they channd these funds to deficit
sectors, notably the companies. A straightforward measure of this is the partial Asset-IR of dll
Non-Financia Sectors with Banks and the partial Liability IR of al Non-Financia Sectors with
Banks (FiguresI1l.aand I11.b). Aswas explained above in the context of proposition 2, information
about total securitization ratios can complement the information contained in the (changes in) the
intermediation ratios.

A second indicator of the importance of banks, which is motivated by the new theory of financid
intermediation addressed in section 2.2 above, refers to the "qudity” of bank services to the non
financid sectors. One of these sarvices is the provison of liquidity, and the other is monitoring the
use of capital. At least an indication of the extent to which these core functions of banks are indeed
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being performed by the banks can be obtained from the contracts which they have on the asset and
lidbility sdes of their balance shedts. In the light of the new theory of financid intermediation, a highly
securitized bank appears to be less socidly vauable or, in other words, more of an investment fund
and less of a"genuine”’ bank (Rgjan 1996). The relevant data to be looked &t is (a) the Asset-1Rs of
al Non-Financid Sectors with Banks, (b) the Liability-IR of adl Non-Financial Sectors to Banks
(c) the partial Asst IR of Households with Banks; and (d) the partial Liability-IR of non-financid
companies vis-&Vis banks.

(& The Ast-IRs of dl NonFinancid Sectors with Banks are shown in Figure I11.a. on the next
page. In a marked contrast to the overal asset intermedition ratios, these partia ratios declinein
all three countries, though the decline is strongest in France (from 50% in 1982 to 31% in 1994),
quite strong in the United Kingdom (from 46% to 35%) and only moderate in Germany (from
55% to 51%). These ratios indicate that the role of banks as intermediaries indeed seems to have
declined relative to NBFIs.

(b) The proportion of liabilites of &l non-financid sectors with banks as a percentage of al liabilites
of dl non-finencia sectors is shown in Figure I11.b. Thisratio declinesin the cases of France and
the United Kingdom and remains stable in the case of Germany.

(c) The partid Asset IRs of Households with Banks are shown in Figure 111.c. They exhibit the same
pattern of change as the overdl Asset-1Rswith Banks. It isinteresting to note thet the level of the
partid asset intermediation ratio is by far the lowest (over the course of time) in Britain. This
indicates that the role of banks as collectors of funds from households has dways been more
limited there than in Germany. The decline of this rétio in the French case indicates not only a
strong trend of "débancarisation” (Faugére/Voisin 1994) but aso a change from the German to
the British modd.

(d) The partid Lidbility-IRs of Non-Financid Companies to Banks shown in Figure I11.d. Thisratio
increases in Germany, declines - though not persstently - in the United Kingdom, but fals sharply
in France. The cross-country difference in levels is quite driking; but to a certain extent it is
merely a consequence of different sector and item definitions pointed out in section 3.2. Germany
has the highest ratio, the United Kingdom by far the lowest. The rétio for France lies in between,
but shows a trend from a leve close to that of Germany in 1982 to the British level in the mid-
1990s.
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One can summarize these findings like this The intermediation ratios of the red sectors with
respect to banks are clearly declining in the case of France, somewhat declining in the case of the
United Kingdom and stable in the case of Germany. The decline is more pronounced in the cases
of the Asset-IRs than in the case of the Liability-1Rs. We shdl come back to thisinteresting fact in
the following subsection.

The generd, though certainly neither universal nor homogenous, trend towards disintermediation at
the levd of banks - as measured from the perspective of the non-financial sectors - is
supported by a generd trend in dl countries towards more securitization. The various
securitization rates show the same generd pattern between countries and between asset and
lidbility-securitization ratios as the intermediation ratios. Thus the securitization ratios confirm the
overdl picture: The role of banks as intermediaries seems to decline strongly in France, hardly at
al in Germany, and moderately in the United Kingdom; and the trend towards a reduced role of
banks is stronger in the case of the funding of banks than of the financing by banks.

How do these obervations fit together, and to what extent do they confirm the smple story of a
decline of banks as a consequence, or a corrollary, of disintermediation and securitization? It
seems that using those intermediation and securitization ratios which we have employed so far, i.e.
those derived from the total assets and ligbility positions of the non-financid sectors and not of the
banking sector - does not support the proposition of a general loss of importance of banks or,
dternatively, of a sructura change in the cases of Germany and the United Kingdom. However,
for the case of France the proposition can be upheld. In France, the role of banks has decreased
dramatically on both sides of the baance sheet, while in Germany and the United Kingdom there
is only a moderate decline of the fraction of the financid assets of the non-financid sectorsheld in
the form of claims on banks.

Thus, dthough the differences between the three countries are interesting in themsdves, we have
so far failed to find what we have been looking for, namely a common paitern of the development
of dl three financid sysems. The following conditutes a possbly more fruitful, atempt to
discover such a pattern.

If one uses Diagram 2, the argument presented so far, and adso the conventiond story of the
decline of banking or of structura change of financid systems, rests on the implicit assumption that
the three channds A, B&D and C& E are isolated from each other. A shift of financid flows from
C&E to B&D and A, as has clearly happened in France though not in Germany, at the sametime
represents a shift from a bank-based to a capital market-based financid system and a decline of
banking.
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However, there is one reason to doubt whether this is redly the true - a least whether it is the
mogt interesting - story which the data tells about structura change in the financid systems of the
three countries. By their very congruction, the various intermediation ratios are not independent of
each other. What the non-financiad sectors hold as dlams (A+B+C) and what they owe (A+D+E)
must be the same, and what the financia sector owes the non-financia sectors (B+C) must be the
same as its tota cams on the nonfinancid sectors (D+E). If the three channels are not
connected, then it must dso be the case that B equals D, and the claims on banks (C) must equa
the dams of banks (E). Statistica problems may be reasons why these identities do not hold
precisely. But they cannot cause wide discrepancies. If the asset-intermediation ratio of dl nor
financia sectors with banks (C) differs subgtantidly from the liability-intermediation ratio to banks
then this is evidence that the assumption of the three channels A, B&D and C&E being isolated
from each other cannot be valid. As can be seen from FiguresI1l.aand 111.b, these rates do differ.
And in fact, the differences in these ratios are shown to increase consderably over time in
Germany and France, whereas in the United Kingdom it has been consderable for the entire
observation period.

The consequence of this is that the banks lend out more to the non-financiad sectors than they
callect from them. Such a difference requires that banks are able to subdtitute a shortfdl in funding
from the non-financia sectors by funding from other sources, which will necessarily be the NBFIs.
This observation suggests an dternative hypothesis about structurd change:

Proposition 4: Only, or primarily, therole of banks as mobilizers of savings from the non-
financial sectorsisdeclining.

In section 3, we defined intermediation ratios of banks on their ligbility sde and on their asset
sde, which have not been used in the discusson up to now. They tdl us what fraction of bank
funds comes from, or goes to, NBFIs respectively and thus demonstrate more clearly what the
different levels of the ratios employed so far merely suggest: To a condderable extent - and more
50 in France and the United Kingdom than in Germany - banks have changed the composition of
their funding (see Figure 1V.a on the next page). While NBFIs are important on the liability Sde of
banks, in none of the three countries do banksinvest to alarge extent in NBFIs.
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The NBFIs which have become an important source of funds for the banks and a the same time
important collectors of savings are primarily the investment funds including the OPCVM a court terme
(somewhat smilar to money market funds) in France and the pension funds in the United Kingdom
(Davis, 1996).

By using a third verson of the grgphica intermediation model, the change called for by the fourth
proposition can be illustrated as in Diagram 3. The channel F from the subsector of NBFIs to banks
has greaily gained in importance in France and dso in Britain

and in Germany.
Surplus Units (HHSs) I

A B c The chains of intermediation have become longer, especidly in
NBFIs I_J, , France and in the United Kingdom, over the observation
Banks I period. This may be a more important change in the financia
! b E systems especidly in France and the United Kingdom than
Deficit Units (NFCs) I wha the conventiona story tels us, and it has far-reaching
implications not only for the role of banks but dso for ther

Diagram 3 Sabilty.

One implication refers to the roles of banks. Especidly in France and the United Kingdom, but also in
Germany, they seem to have dtered the focus of their activity vis-avis the non-financia sectors. In
contrast to the more balanced position between savers and borrowers which they had in the past, they
are now relaively more active as lenders, and thus probably aso as monitors of borrowers, than as
mobilizers of savings. To a certain extent this indicates a speciaization of functions between banks and
NBFIs. NBFIs have taken over a part of the role of collectors of savings, and they pass on an

important fraction of the savings which they collect, to the banks as the "lending specididts’. This
development is not equally strong in dl three countries, but it is present in each of them. We cannot go
0 far as to say that this is the only, or even the main development in France; but it is certainly an
important development which complements those changes which point to a decrease in the generd

level of the intermediation activity of French banks and perhaps dso to a loss of their overal
importance.

Referring back to the new theory of financid intermediation, one can ask whether the lengthening of the
chain of intermediation and the reduced role of banks as mobilizers of capita indicates declining rolein
terms of the functions of banks. While their role as lenders to those borrowers who may require close
monitoring does not decline as a consequence of this structura change, there could be a reduction of
their role as providers of liquidity. However, it is not a dl clear whether the extent to which this
function is being performed by banks can redlly be measured by the level of their aggregate deposits,
and the change in deposit-taking may be an even more imperfect indicator of a change in the supply. It
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may wdl be that the amount and the qudity of information which banks have about ther clients, the
duration of the individua bank-customer relationships, the macro-economic regime and other factors
are more important determinants of the provison of liquidity to clients by the respective banking
system than the amount of aggregate bank deposits. So it appears to be at least possible that this
function is not performed to a lesser extent despite the decrease in banks rdative importance as
depogit-taking inditutions.

However, there is a further aspect which deserves attention. Based on recent work by Allen/Gae
(1995, 1997) one can ask what the change of the patterns of asset holdings by households implies for
the inter-tempora risk smoothing function of the respective financia system, given that alarge fraction
of the funds invested by the non-financid sectors in NBFIs are - dther formally or de facto -
securitized. If we wigh to fully appreciate the possible implications of this change for performance of
this function, we should aso bear in mind thet in dl three countries the Ligbility-SR of Banks has
increased over time (see aso Figure 1V.¢), as has the direct holding of securities (Davis 1996, Bergl6f
1996). Thus, an increasing fraction of the wedth of households is now exposed to price risk. This may
have the effect that changes in security values are not dampened as much now as they were in the past
by the banking system. Seen in this light, European banks may now be performing the socidly vauable
function of absorbing intertempord risk to alesser extent than they did in the past.

The second important implication refers to the profitability Stuation of the banks and thus perhaps aso
to thair gability. In terms of funding codts for banks, the increasing securitization of bank liabilities and
the increasing reliance of banks on NBFIs as a source of funds have a smilar effect of obliging banks
to pay more "market-like" rates of interet for their funds to the saving public, and this may endanger
their profitability. If we combine the securitized portions of bank funds from the non-financid sectors
and the funds which flow to the banks through the channel of the NBFIs, then we can assess this cost
pressure. The aggregated effect of increasing bank cogts is, again, strongest in the case of the French
banking sector, and therefore the French banks are most likdly to suffer from profitability problems.
Thisisindeed the case, as we shdl discuss below.

We want to summarize the discusson of the fourth propostion as follows. Structurd change in
European financid systems is perhaps reflected not so much in a generd tendency towards
"modernization” in the sense of a move towards a UK -gyle financid system in which capitd markets
play a more important role in general and the importance of banks (as intermediaries) is more limited,
but rather in the fact that to an increasing extent banks are being substituted by NBFIs in their role as
mobilizers of deposits. This development indicates that the degree of functiond specidization in the
financid systems is increasng. In combination with the trend to substitute bank deposits by bank
securities, the process of having NBFIs as intermediaries between the public and banks may put the
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banking sector under pressure. This may increase socid welfare in the medium- to long term, but it
may aso endanger the gabiility of financid systems and thereby cause negetive welfare effects.

4.4 Supplementary Evidence on the Changing Role of Banks

Given the way in which intermediation and securitizetion ratios are congructed, the nature of the
conceptual framework selected, which is based on these rates, redtricts the assessment of a changein
the role of banks to a purdy quantitative analyss of financid assets in the three economies. This
subsection discusses the results of other empiricd studies which take a different, more quditatively
oriented, perspective and interprets their results with respect to the issues discussed in subsection 4.3.
It is our god here to find evidence that helps us to better distinguish between mere structura changes
and an actua decline of banking as an indudtry in the three countries for which data is andyzed, and
particularly in France, and to understand the - possibly different - roles which banks have in the three
countries.

Closdy related to investigations which, like the present one, andlyze nationa accounts data are sudies
that are based on actua balance sheets and income statements provided by the banks themselves®
Domanski (1997) and Plihon (1995) examine balance sheets of German banks and French banks,

respectively, and arrive at results which are very smilar to our own: Both the retio of loans to tota

assets and the ratio of non-bank depodts to total assets of German banks have remained nearly stable
while the corresponding ratios for French banks have falen dramaticaly: for France, the ratio of loans
to total assets dropped from 84% in1980 to 55% 1993 and the ratio of nonbank deposits to total

assts fell from 73% in 1980 to 35% in 1993. During the same period, the share of securities in tota

bank ligbilities shot up from 6% to 56% in France. From the OECD Bank Profitability Statistics
(OECD 1994, 1996) we know that the corresponding ratios for British banks are as low as those
cdculated for their German counterparts, and also that they have not increased much.

This data source dso provides information on the compostion of income for larger commercid banks
in the three countries (see Figure 1V.c). Nortinterest income has increased in dl countries relative to
interest income. Since this trend is much more pronounced in the case of France than for the other two
countries, one might conclude that investment banking activities have supplanted traditiona
intermediation activities to a large extent there. However, if one condders the steep decline in
profitability as measured by tota income over tota assets, this change in income composition seems to
have been accompanied by - or even outweighed by - an extreme depression of the interest rate
income of French banks. If the data for German and British banks is interpreted in a similar fashion, the
picture that emerges would seem to suggest that the roles they have traditiondly played in ther

% Of course, bank balance sheets are one of the sources of data used to compile national accounts statistics.
However, the latter are only provided on a consolidated basis and also do not provide information on the income of
banks.
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respective financia system have been eroded to a much smdler extent. Furthermore, a comparison of
the levels of the ratios in Figures IV.c and IV.d for the three countriesin the early 1980s suggests that
the traditiond roles were quite different right from the outst.

In summary, this piece of additiona evidence backs up and extends our own results in so far asthe
proposition that banks are a declining industry seems to be wrong, a least for Germany and the U K.
And even in the case of France, where banks have clearly lost in importance in a quantitative sense,
we cannot rejet the proposition with absolute certainty because we cannot completely rule out that
banks there have generdly been concentrating more on specific functions, or have assumed functions
that are not reflected in our ratios. Not surprisingly, however, the kind of additiona evidence discussed
above cannot help us much further in defining exactly what the specific traditiond roles of banks were
in the three financid systems and how they might have changed.

As noted earlier, according to the new theory of financid intermediation, one reason why banks are
gpecid is ther ability to solve problems that arise from information asymmetries between potentia
receivers and providers of capital better than capital markets. Hence, evidence that could serve as an
indication of the extent to which the repective banking sectors in the three financid systems fulfill thet
task would be very useful in our context.

One can safely assume that such information asymmetries are greater for smal companies than for
larger companies. Therefore the extent to which small companies obtain finance from banks could be
interpreted as evidence of the extent of monitoring provided by banks. A study undertaken under the
auspices of the Banque de France examines detailed balance sheet data for the totdity of French and
German companies, and thus it can make up for one of the weaknesses of nationa accounts atistics,
namey that these tatistics are based on intra-sectord aggregation.?* The study shows that small

German companies have been relying to a much greater extent on bank loans as a means of externd

financing than their French counterparts, and indeed that ther reliance on bank loans has been
increasing. The authors of the study conclude that the typicd relaionship between banks and ther
borrowers is closer in Germany than in France. They suggest that this is one important explanation for
the fact that French smal companies have to subgtitute bank financing with funds obtained from other
externa sources, namely equity finance and trade credit.”®

Ancther study - undertaken by the Bank for International Settlements (Borio 1995) - which examines
the dructure of loan markets in fourteen countries, sheds some light on the qualitative nature of a

# See European Committee of Central Balance Sheet Officers: Working Group on Net Equity (1997).

% Other studies (Breig/Wilson 1996 and Hancké&/Cieply 1996) support this assessment. They find that small
companies rely heavily on trade credit, especialy that provided by large companies. In the United Kingdom, small
companies also face problemsin obtaining adequate finance from banks; see Bank of England (1996).
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typicd British bank-borrower relaionship. If one assumes that the intensty of the relaionship is
sgnded by the length of time it spans (Mayer 1988), and that this length is correlested with the
average maturity of loans (Hellwig 1991), then alonger average maturity can serve as a proxy, dbet a
wesk one, for a greater commitment on the part of both the bank and the borrower to sustain a close
relationship. It is very interesting to note that the average maturity of loans to companiesis dramaticaly
shorter in the United Kingdom than in both France and Germany. Hence, the core business of British
banks seems to be the provison of short-term finance. This might indicate a generd emphass on
transactiona banking activities.

A third piece of evidence can be found in a paper by Bond et d. (1997), who compare the correlation
between cash flows and investment activities of companies across countries®® As the authors suggest,
the higher this corrdation is, the more prevalent financia congtraints will be. This in turn would imply
gregter information asymmetries between lenders and borrowers and hence would raise doubts
concerning the existence of close bank-borrower relaionships in the given financid sysem. The
authors find that the corrdation is significantly greater in the United Kingdom than in Germany and in
France and consequently conclude that British banks might not have built up equaly close relaionships
to their borrowers as the banksin the other two countries.

The conclusons drawn from the additional empiricad evidence quoted so far are admittedly quite
Speculative. However, this is to a large extent due to the very nature of our question concerning the
roles of banks. At the same time, dl of the evidence presented is clearly congstent in one important
respect which is a'so backed up by our own results: Banks have played, and il play, very different
roles in the three financid systems. Whereas German banks (till) seem to be engaged in rdationship
banking, especidly with smdler firms, British banks have never fullfilled this function to an equivalent
extent. Instead, they have been specidigts in short term funding on an arm's length basis?’ Until the
early 1980s, French banks had supposedly maintained relatively close reationships with large
companies. As these large companies have, in the intervening years, increasingly met their financing
needs through the capital markets, the very bass of the banks “specidization” seems to have eroded.
Since their expertise in the close monitoring of smaller firms has traditionaly been limited due to the old
system of government-sponsored financing of French industry (Faugere/Voisin 1994), a dramatic loss
of lending business has been the result. This assessment is in line with our discusson of the four
propositions. Banking does not seem to be a declining industry in Germany and the United Kingdom;
but bank lending seems to be a rather different business, both in quantitative and in quaitative terms, in
Germany and in Greet Britain. There has nevertheless been some change in these systems, too. Buit it
has had more of an impact on the indtitutions' liability-side activities. French banks, on the other hand,

% See Chirinko/Elston (1996) and Bond/Harhoff/van Reenen (1997) for similar approaches.
7 This fact may also be reflected in the surprisingly small size of the British commercial paper market.
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seem to be losing their traditiond role in their assst-sde business as well, and thus they may eventudly
find that the entire basis of their existence is threstened.

5. Summary, Implications and Outlook

In this paper we have attempted to find empirica evidence to support, or refute, the widely held belief
that in the mgor European economies - Germany, France and the U.K. - the financid sysem, and in
particular the financia sector, and above al the banking sector, is undergoing a process of far-reaching
transformation, and that this process is leading to a decline in the role of banks. The research whose
results are summarized in the paper is part of a more comprehensive project of the authors which ams
to invedtigate the transformation of the European financid systems in the course of financia integration,
a process which is generdly expected to make the financia systems in European countries nore
amilar.

The aledged decline of the role of banks should be reflected in, and possibly aso be caused by, an
overdl process of disntermediation, and in particular of disntermediation & the level of banks, and a
concomitant trend towards securitization on a systemwide leved. In terms of substance and qudlity, a
possible decline of banks can be a reflection of a trangtion from a bank-based financid systemto a
capitd market-based system, or of some other kind of structural change, or of the ,.ample* fact that
banks, or banking as an indudtry, are falling on hard times.

The paper seeks to make an empirica contribution to the discussion which centers on the process of
finandd- system transformation and on the ways in which the role of banks may be changing. Based of
the theory of financid intermediation, we develop a generd framework for ng disntermediation,
securitization and shifts in the importance of banks, as wel as specific methods of measuring dl three.
Our data base is derived from nationa accounts statistics for dl three countries, and covers the years
from 1982 to 1995. These datistics have been made as comparable as possible, but certain
inconggtencies could not be eliminated. Together with the generd limitations which are an outgrowth of
the nature of these statigtics - notably, the fact that they cover financia relationships only in the form of
financid flows and damgliabilities and that they do not report intra-sectord financid flows and
damglligbilities - these inconsstencies redtrict the scope of the ingghts which one could expect to gain
from looking at intermediation and securitization ratios and their development over time.

In the paper we formulate and test four propositions concerning genera developments in the financid
sysgems of the three countries. The fird one is that there is a generd tendency towards
disntermediation. This proposition is not true a a generd leve, because in Germany the trend towards
disntermediation is dmost non-exigent and in the United Kingdom it is not persgtent. Only in France
is the trend quite pronounced.
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The second propostion is that there is a generd tendency towards securitization. This proposition is
largely consgtent with the data for al three countries, athough the respective levels of securitization,
and their rates of increase over time, are not Smilar.

The third proposition is that there is a decline in the role or importance of banks. If such a decline has
indeed occurred in a given country, it might reflect a shift towards more financid market activity which
may or may not affect the economic Stuation of the banks and the quantity and quaity of financid

services provided to the non-financid sectors by the entire financid indudtry; dternatively, though, it
may merely indicate a worsening of the economic Stuation of the respective banking sector and a
decline of the entire financia system. By their very condruction, the intermediation and securitization
ratios employed in our study are not suited to deciding the question of which of these two assessments
would be caled for. However, the data shows that the third propostion, like the first one, is not
supported by the facts for the cases of Germany and the U.K., while it seems to hold in the case of

France. Thus, it does not describe a generd pattern of financia system development in Europe.

For reasons which are explained in the paper, we think that the possibility of a smple shift from banks
to capita markets may not be the essence of what has changed in the three systems, and in particular
in Francewhere al kinds of changes are much more pronounced than in the two other countries.

Therefore, we tested a fourth proposition which states that there is a tendency on the part of banks to
reduce their leve of activity as mobilizers of funds from the non-financid sectors more than the extent
of their role as lenders. The data for al three countries support this proposition more than they do the
third one. Thus, ingead of a smple shift from banks to capital markets we find a trend towards
increased specidization by banks in lending operations, with an growing portion of the function of

mobilizing savings being left to NBFIs. As in the case of a possble trangtion from a bank-based to a
market-based financia system discussed under propostion 3, this process of lengthening the
intermediation chains might reflect an economicaly sound development, i.e. an increase in the efficiency
of the entire financid system, and thus not give rise to problems for the banks in terms of profitability
and gability for the banking sectors. Alternatively, however, it could show that the banks are under
dress due to increasing cogts of funding. The set of data which this paper employs does not permit one
to decide which of the two dternatives congtitutes the more appropriate assessmern.

Summarizing the empirical results derived from our data, the only statement which we can make
without any reservation is that France is a specid case in that its financid system shows many more -
and much clearer and a the same time dso much more volatile - sgns of change than the German and
the British systems® And indeed, the overal structurd stability of the German system is quite
surprisng, wherees the British system is undergoing gradual change of the kind indicated by the fourth

% For a more comprehensive comparison of the French and German systems which arrives at the same result, see
Schmidt (1997).
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proposition. One cannot rule out the possibility that the French system isin the process of transforming
itsdf from a Germansyle bank-based system to a capital market-based system of the Anglo-Saxon
type. But one can dso see indications that French banks are losng ground in their function as
mobilizers of capital. However, the possibility that the French banks are smply in bad shape, and that
they are in decline for this straightforward reason, also cannot be ruled ouit.

Additiond information might help to distinguish between these dternative views of what is going on in
France, and to compare the French stuation with that of the United Kingdom. This comparison might
turn out to be more enlightening than the comparison with the German Situation for various reasons.
Oneis that, in the light of our Satistics based on national accounts data, as well as on the bass of
additiona information, the French system is now more smilar to the British one. Another reason is that
these two systems, but not Germany’s, have undergone a wave of deregulation and reform in recent
years. A third one is that French and British banks have fairly recently transformed themsdlves into
universal barking conglomerates®, wheress the large German banks have aready been truly universal
banks for quite some time. Thus, at least superficidly, the French and the British banks seem to have
reected in Smilar waysto asmilar change in their environment.

It is interesting to note that in spite of these evident smilarities, the performance of the French and
British financid systems, and in particular that of the banking sectors of these two countries, is vastly
different. While the profitability, and probably aso the sahility, of British banks is high and there does
not seem to be the concern that important segments of the company sector encounter mgjor problems
in obtaining credit from the financid sector, the French banking sector exhibits a surprisingly low level
of profitability in spite of the fact that it bascaly owns or controls a large part of the increasingly
important NBFI-sector (Bertero 1994), and also sgns of ingtability. There are aso indications that the
credit supply to the private sector leaves much to be desired in France.

This leads one to pose the following question: What might be the reasons for such a grest differencein
the performance of the two systems in generd, and of their banks in particular? We do not have the
gpace in this paper to explain why we think that the reasons have much to do with the role of the state
in the French financia system and its transformation in the 1980s which is, in turn, reflected in the way
in which French banks faled to position themsaves successtully in the market. Evidently, this question
aso has a bearing on the more generd isssue of whether and how the three financid systems have
become more similar over the course of time and whether convergence is to be expected in the near
future. The task of investigating both of these questions must be | eft to future papers.

® Interestingly, the British clearing banks have been reversing this trend to universal banking conglomerates in
recent months; see Schulz (1997). This move seems to reflect their tendency to concentrate more on their core
business which is transactional banking.
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In concluson, we would like to emphasize that the method of measuring the role or the importance of
banks developed in this paper has helped us tremendoudy to understand what hasin fact happened in
the mgjor European financial systems and what additiona information we need in order to answer the
many questions that are still open. That the method and the data have limitations is not surprising; it is
more surprising that these limitations do not weigh more heavily.
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Graphica Representation for the Caculation of Intermediation and Securitization Ratios

Liabs.| Households nf. Companies Public Sector RoW Banks NBFI Sum
Assets sec. nsec. | sec. nsec. | sec. nsec. | sec. n.sec sec. nsec | sec.  n.sec.
Households 11 15 15 0 9 2 24 106 20 67 270
nf. Companies 0 0 3 0 4 40 9 48 11 0 113
Public Sector 0 0 2 0 0 10 1 17 1 0 32
Row 0 0 6 23 18 5 27 44 2 0 126
Banks 0 94 9 98 24 48 9 45 13 0 340
NBFI 0 21 15 6 14 2 6 1 21 34 119
Sum 0 116 44 143 73 55 28 98 81 248 46 68 1000

116 0 186 0 128 0 126 0 329 0 114 0 0

Asset-IR of all Non-Financial Sectors |:| / = 70%
Asset-SR of all Non-Financial Sectors / = 30%
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