








over. Even so, bankers and industrialists (foundry
owners, brewers, textile manufacturers, and so on)
developed close relationships, mainly through
cross partnerships.

The impact of large-scale industrialization

Financial development accelerated with the expan-
sion of the railways and, especially, with the ad-
vent of large-scale industrialization in the second
half of the nineteenth century. Advances in me-
chanical and electrical engineering and the increas-
ing scale of production of electricity and chemicals
meant that industrial enterprises needed more
capital. This required a big change in industrial
finance.

The possibility of incorporating joint-stock com-
panies with limited liability made it easier for en-
terprises to attract the capital they needed to grow.
Stock exchanges evolved to facilitate the issue and
trading of debentures and shares. Banks and in-
surance companies expanded their operations.
Several new types of institution were formed, in-
cluding occupational pension funds and invest-
ment companies, although these were small to be-
gin with. Savings banks, credit cooperatives, and
farmer banks, mortgage banks, building societies,
and savings and loan associations began to meet
the financial needs of farmers, traders, savers, and
homeowners, all of whom had been neglected by
the commercial banks. Most of the financial insti-
tutions that we are familiar with today appeared
before the end of the past century.

Different institutional structures and financial
practices emerged among the industrializing coun-
tries. These have had a pervasive impact on the
functioning of financial systems and have given
rise to a persistent debate about the role of finan-
cial systems in promoting industrialization and
economic development. But except in the United
States, where chartering provisions prohibited in-
terstate banking and prevented the emergence of
nationwide banking, governments’ involvement
in shaping the organization of financial systems
was limited to changing the legal framework to
allow the creation of joint-stock banks and nonfi-
nancial corporations and enacting subsequent reg-
ulatory changes to govern the operations of large
corporations (see Chapter 6).

In Germany, several other continental European
countries, and Japan, the banking sector became
an important source of finance for industry. Banks
operated as ““universal’’ banks, engaging in both
commercial and investment banking: they ac-
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cepted deposits, made long-term loans, issued and
underwrote corporate securities, and took equity
positions in industry. Universal banking first ap-
peared in Belgium and France, but it was more
successful in Germany and Switzerland, where its
introduction coincided with the expansion of tech-
nologically advanced industries. In these coun-
tries, the leading commercial banks developed
close links with industry and played a crucial role
in raising long-term industrial finance and promot-
ing industrial concentration and efficiency.

In Japan, major legal and regulatory reforms
were implemented after the Meiji Restoration in
1868. The aim was to modernize Japan’s economy
and promote industrialization. Traditional trading
houses, such as Mitsui and Sumitomo, were able
to develop into large banks alongside newly estab-
lished banking groups. The emergence of zaibatsu
groups—family-based conglomerates with wide-
ranging interests in industry, commerce, banking,
and finance—speeded economic development. Ini-
tially, leading banks within zaibatsu groups pro-
vided long-term finance to their partner enter-
prises and only short-term credit to others. Later
on, as the zaibatsu firms became more self-
sufficient financially, their banks provided long-
term finance to other enterprises and in effect be-
came universal banks like those in Germany.

In Britain, the preference of the big joint-stock
banks for short-term self-liquidating investments
limited their provision of long-term finance for in-
dustry. A relatively high concentration of private
wealth fueled equity and bond finance, initially
through informal channels but later through orga-
nized securities markets. But weaknesses in the
British securities markets (and especially the use of
misleading prospectuses by undercapitalized and
often unscrupulous company promoters) under-
mined investors’ confidence in new industries
such as electricity and chemicals. This delayed
large-scale industrialization. Traditional industries
that could finance their investment from internal
funds continued to prosper, however.

As noted above, chartering restrictions pre-
vented commercial banks from developing into na-
tionwide institutions in the United States. As a
result, the New York Stock Exchange became a
substantial source of finance for industry. The re-
payment of the federal debt after the American
Civil War and the accumulation of bank balances
and trust funds in New York increased the supply
of investment funds. Private banks, which were
allowed to operate as universal banks, maintained
considerable influence well into the twentieth cen-









continued. The big commercial banks substantially
increased their involvement in industry during the
1920s and 1930s, when widespread company fail-
ures caused many debt claims to be converted into
equity.

The American banking crisis of the 1930s and its
impact on the Great Depression have been much
debated. Some have argued that the crisis and its
economic repercussions were exacerbated by the
failure of the Federal Reserve System to provide
adequate liquidity to stem the collapse of small
banks. Others have stressed the banks’ weak loan
portfolios, which were concentrated in agriculture
and real estate. The pattern of recent bank failures
in the United States, which is quite similar to that
of the 1930s, underlines the threat posed by poor
loan diversification and excessive speculative fi-
nancing of real estate—both of which can be at-
tributed to restrictions on interstate banking and
inadequate supervision of the banks. Recent stud-
ies have also shown that security underwriting
and investment banking had little to do with the
bank failures of the 1930s. The present worldwide
trend toward universal banking argues for the abo-
lition of the legal separation of commercial and in-
vestment banking. At the same time there is a
growing recognition that effective prudential regu-
lation and supervision are essential.

Financial systems in developing countries

The evolution of financial systems in developing
countries reflected their diverse political and eco-
nomic histories. Latin American and Mediterra-
nean countries, politically independent since at
least the first quarter of the nineteenth century,
suffered frequent bouts of financial instability.
These prevented the emergence of mature finan-
cial systems. In contrast, developing countries in
Africa and Asia, under colonial rule until the end
of World War II, enjoyed relative financial
stability—but their financial systems suffered from
colonial neglect and stagnation.

The financial systems of most developing coun-
tries were heavily oriented toward agricultural ex-
ports, other primary production, and foreign
trade. In Africa and Asia, financial systems catered
principally to expatriate communities. Financial
services for the indigenous populations were lim-
ited. Foreign banks confined their operations to
port towns and other centers of commerce where
the expatriate communities were gathered. The
domestic population, especially in Asia, hoarded
precious metals and jewelry. Hoarding was insur-

ance against financial emergencies caused by war,
crop failure, natural disaster, and personal
mishap—but it was saving denied to productive
investment.

Sound banking promoted financial stability in
Africa and Asia. Currency boards regulated the
money supply and maintained reserves that were
invested in London and Paris. The financial sys-
tems of most African countries, however, were un-
derdeveloped until independence. They com-
prised a few foreign colonial banks, post office
savings banks, cooperative societies, and money-
lenders. Nigeria was the only African country with
indigenous commercial banks before the late 1940s
(see Box 3.4).

Financial development was more advanced in
Asia. As in Africa, foreign banks confined their
operations largely to the financing of foreign trade,
but they also helped to finance internal trade. Most
Asian countries also had a fairly well-developed
indigenous banking system, with commercial
banks, cooperative credit societies, and informal
bankers and moneylenders. India, in particular,
had a sophisticated indigenous banking structure.
It had evolved over several centuries, developing
the use of commercial bills known as hundi for fi-
nancing nonlocal trade and relying on an elaborate
system of personal relations to finance local,
mostly small-scale activities (see Box 3.5).

Foreign banks operated in pre-1949 China,
mostly in treaty ports, and some indigenous banks
(shansi) remitted funds across regions and financed
local trade. Foreign banks promoted foreign direct
investment in railroad construction, mining, and
manufacturing. They also made massive loans to
the Chinese government and in the process gained
control of its customs and salt revenues. Modern
Chinese banks came into being in the 1930s. They
had close links with the government and the ruling
families and were able to seize the initiative from
foreign banks and emerge as the dominant group.
After 1949 China built a monobanking system typi-
cal of centrally planned economies.

Indigenous bankers and moneylenders were
able to meet the borrowing needs of local traders
and farmers by maintaining close personal contact
with them and acquiring intimate knowledge of
their operations. Their services were accessible but
expensive. Informal financial institutions, such as
rotating savings and credit associations (ROSCAs),
also emerged in most countries (see Chapter 8).
Indigenous bankers and informal financial institu-
tions, however, could not mobilize the resources
required for industrialization.
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they stood to benefit and had a strong hold on
government policies. Latin American countries oc-
casionally suspended the servicing of their exter-
nal debt. Foreign lenders, however, were usually
lenient, probably because the region had immense
potential for profitable investment. Major interna-
tional houses arranged so-called funding loans,
such as the Brazilian loan of 1898, which had many
features in common with the multiyear reschedul-
ing agreements of recent years. In contrast, foreign
lenders imposed strict controls on the finances of
many other countries, such as China, Egypt,
Greece, and Turkey. Their governments were
forced to cede revenues from stamp and customs
duties and from state monopolies (on salt,
matches, and tobacco) until the debts were fully
repaid.

International banking crises seriously affected
the financial markets of Latin America and the
Mediterranean countries. At the first signs of trou-
ble, foreign banks withdrew capital by calling their
loans, reducing their advances, and pressing for
remittances. The financial systems of Africa and
Asia were better insulated, but their economies
were hit just as hard by the effect of financial tur-
moil on international trade.

World War I and the depression of the 1930s
played havoc with the world economy. Latin
American countries were particularly affected by
the development of man-made raw materials and
the transformation of the British Commonwealth
into a protectionist bloc. Most of them defaulted
on their foreign debts, but the central and other
state banks that had been created in the 1920s
averted the panics of earlier periods.

Before World War II, developing country govern-
ments had a poor record on financial development.
In Latin America and the Mediterranean countries,
they failed to create sound legal and regulatory
systems and to maintain macroeconomic stability.
Borrowers relied excessively on foreign capital,
and financial systems were undermined by impru-
dence. In Africa and Asia the restricted use of bank
credit, the limited spread of the banking habit, and
the persistence of the hoarding habit were all lega-
cies of colonial banking systems that had failed to
reach the indigenous population.

Financial regulation after World War II

After World War 1I, governments began to take a
greater interest in the financing of high priority
sectors such as industrial investment, exports, and
housing. They created, or helped to create, credit

institutions that specialized in long-term finance.
National investment banks or institutions, such
as Crédit National in France and the Industrial
Bank of Japan, promoted industrial development
through medium- and long-term lending and eg-
uity participations. They also encouraged the use
of modern techniques of lending and credit
appraisal.

Direct government intervention in the financial
systems of several industrial countries increased
with the nationalization of large commercial banks
(for example, in France and Italy) in the aftermath
of the crisis of the 1930s and World War II. Public
sector banks—postal savings banks, postal giros,
and savings banks linked with regional and local
government, as in Germany and Switzerland—
also extended their reach. Special export credit in-
stitutions, such as the U.S. Export-Import Bank,
supplied export finance. ‘

Domestic and international financial activities ex-
panded, new institutions such as leasing and fac-
toring companies came into being, and the con-
tractual savings institutions continued to grow.
Noncommercial financial institutions, such as mu-
tual and municipal savings banks, urban and agri-
cultural credit cooperatives, building societies and
savings and loan associations, came to play a
prominent part in financing small and medium-
size enterprises, agriculture, and housing. Despite
mergers, competition intensified because the de-
marcation lines between different types of institu-
tions were eroding and because domestic markets
were opening up to foreigners. In most countries
the trend toward universal banking continued: the
big commercial banks moved into a variety of an-
cillary services, such as insurance brokering, fund
management, and securities transactions (see Box
3.6).

Regulation, taxation, and the organization of so-
cial security played a significant role in shaping the
structure of different financial systems. In the
United States, commercial banks continued to be
prevented from becoming nationwide, universal
banks—although the development of bank holding
companies made the restrictions less binding. At
the same time, the growth of funded occupational
pension schemes increased the supply of long-
term funds to the securities markets. Australia,
Britain, and Canada saw similar developments, al-
though none placed restrictions on nationwide
banking.

In Germany and other continental European
countries, securities markets played a much
smaller role in the financial system. This was be-
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cause savers sought safety and liquidity; generous
social security systems organized on a pay-as-you-
go basis worked to the same end. Universal bank-
ing forged closer relations between banks and in-
dustry. There were differences within Europe (in
attitudes toward universal banking, for example,
and in the extent of government intervention), but
the common features were the secondary impor-
tance of securities markets and institutional inves-
tors and the greater influence of banks in corporate
finance.

In Japan, the zaibatsu conglomerates were dis-
mantled after World War II at the behest of the
American authorities. Investment banking was
separated from commercial banking, and the
growth of securities markets was encouraged.
However, industrial groups, although less signifi-
cant than the earlier zaibatsus, grew up around the
major banks and large general trading companies.
They came to play a central role in the industrial
reconstruction of postwar Japan and promoted
close relations between industry and finance. The
regulatory framework favored the provision of
bank loans for industrial investment. As in Eu-
rope, the securities markets and institutional in-
vestors played relatively minor roles in the finan-
cial system.

Most developed countries used direct controls to
regulate the overall expansion of credit and to in-
fluence the sectoral allocation of financial re-
sources. Several countries put interest rate ceilings
on deposits and loans and restricted the banks’
branch networks. But the mix of controls and regu-
lations varied widely. The authorities in the United
States and Germany did not set credit ceilings, al-
though they conducted selective credit policies
through special institutions. Britain set credit ceil-
ings for purposes of monetary control and used
some selective credit devices, but for the most part
it did not use interest rate controls or branching
restrictions. France, Italy, Sweden, and other Eu-
ropean countries all used detailed and comprehen-
sive controls. France adopted medium-term refi-
nancing schemes, levied special taxes on interest
paid and received, and put caps on lending mar-
gins. Similar controls have been widely applied in
the Francophone countries of North and Sub-
Saharan Africa. Japan used interest rate and
branching controls and influenced the allocation of
credit to high priority sectors through the so-called
"overloan’’ position of large commercial banks.

Many countries provided a fiscal bias in favor of
long-term saving through life insurance policies
and occupational pension schemes. Home owner-
ship and housing finance benefited from generous

fiscal incentives, and specialized housing finance
institutions enjoyed considerable fiscal and regula-
tory advantages. Since bank deposits and credits
often faced ceilings or other controls, housing fi-
nance and contractual savings assumed great im-
portance in most industrial countries.

Financial innovation since the 1970s

In the late 1960s and early 1970s, high inflation and
changes in financial markets undermined many of
the credit and banking controls then in use. Sev-
eral countries, including Britain, Canada, France,
the Netherlands, and Sweden, enacted a series of
wide-ranging banking reforms. These abolished
the distinctions among different types of institu-
tion, relaxed both global and selective credit con-
trols, removed branching restrictions, and liberal-
ized interest rates on lending and wholesale
deposits.

Financial deregulation was interrupted by the
macroeconomic turmoil that followed the rise in oil
prices in 1973. Many countries reimposed credit
controls, hoping to contain monetary expansion
without raising interest rates. But deregulation re-
sumed in the late 1970s. It ranged from the elimi-
nation or relaxation of controls on credit, interest
rates, and foreign exchange to the removal of re-
strictions on the activities of institutions and on
new financial instruments. In most countries the
changes were cautious and gradual. This con-
trasted sharply with the experience of some Latin
American countries.

Deregulation was prompted by the growing real-
ization that direct controls had become less effec-
tive over time. The growth of the Euromarkets, the
development of new financial instruments, and
the advent of electronic technology all made it eas-
ier to bypass the restrictions. Governments also
recognized that the prolonged use of directed and
subsidized credit programs would lead to the inef-
ficient use of resources and hinder the develop-
ment of better systems.

The Eurocurrency markets are markets in which
assets and liabilities denominated in a particular
currency are held outside the country of that cur-
rency (dollar-denominated assets held outside the
United States, for example). These markets first
appeared in the 1960s and have greatly contributed
to the financial innovations of the past twenty
years. They have regulatory and fiscal advan-
tages—transactions are anonymous, exempt from
reserve requirements, and exempt from the inter-
est equalization tax that was imposed on foreign
borrowings in the New York markets in the mid-
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1960s. They speeded the international transfer of
financial technology. However, one result of their
growth was an excessive emphasis on the expan-
sion of bank lending, which led in the end to the
developing country debt crisis of the 1980s.

In the 1960s the main innovations of the Euro-
currency markets were revolving medium-term
floating rate credit facilities and the syndication of
large Eurocredits among several participating
banks. Later innovations included changes in ma-
turity patterns (very short-term Euronotes and
Eurocommercial paper, and perpetual debt instru-
ments), in pricing (floating rate notes and zero-
coupon bonds), and in funding options (complex
convertible bonds and bonds issued with war-
rants). These innovations blurred the traditional
distinctions between equity and debt, short-term
and long-term debt, and bank debt and marketable
securities. The development of swaps brought
about greater integration of markets through the
international diffusion of new instruments and the
opening up of national markets previously closed
to Euromarket activity.

Most industrial countries have encouraged the
development of government bond markets, so that
they can finance their public sector deficits in a
noninflationary way, and have established or re-
vived their money markets, so that monetary and
credit control can be achieved through open mar-
ket operations. All this marks a considerable shift
in the balance of power from governments to fi-
nancial markets. In addition, equity markets have
been reformed to allow commercial banks to play
an active part as market makers and securities
houses, and new markets with less demanding
listing requirements have been created for smaller
companies. Governments have used fiscal incen-
tives to stimulate venture capital and personal in-
vestments in mutual funds and equities. Financial
futures and traded options markets have been es-
tablished to allow hedging against the greater vola-
tility in exchange rates, interest rates, and equity
prices that followed the move to floating exchange
rates and the use of indirect methods to control
money and credit.

Recent years have also witnessed a major expan-
sion in international transactions fueled by the ac-
cumulation of insurance and pension reserves and
the liberalization and modernization of stock ex-
changes. As in the nineteenth century, however,
this expansion of capital flows has exerted a de-
stabilizing influence on markets, because foreign
investors tend to repatriate their funds in troubled
times.

52

Effective competition in banking, especially for
corporate business, has increased with the open-
ing of domestic markets and the creation of spe-
cialized nonbank financial intermediaries. But re-
tail banking has also become more competitive,
because commercial banks are turning toward the
household sector and offering new credit, deposit,
and payment instruments.

Deregulation has eliminated many of the man-
made barriers to global finance, and technology
has lowered the barriers imposed by nature. Ad-
vances in computing, information processing, and
telecommunications have boosted the volume of
business by reducing transaction costs, expanding
the scope of trading, and creating information sys-
tems that enable institutions to control their risk
more efficiently.

Deregulation, technology, and other common
trends have caused a growing convergence of na-
tional financial systems. Universal banks and spe-
cialized institutions as well as institutional inves-
tors and securities markets all now play important
parts in the financial systems of most high-income
countries. Nowhere is this convergence more evi-
dent than in Japan, which has successfully ex-
panded the nonbanking segments of its financial
system to the point that it now has the largest se-
curities houses and stock market in the world, as
well as the largest commercial banks, postal sav-
ings bank, and housing finance institution.

The trend of convergence has been reinforced by
the vast accumulation of financial assets by both
households and corporations in most high-income
countries (Figure 3.1). This underscores the grow-
ing importance of the financial sector as a service
industry and its shift from the mobilization and
allocation of new financial savings to the manage-
ment and reallocation of existing resources.

Current policy concerns in industrial countries

Since the late 1970s the focus of financial regula-
tion has also shifted. There is now less emphasis
on product and price controls and more on pru-
dential regulation and supervision. Another goal
has been to promote competition. Financial sys-
tems are undoubtedly more efficient as a result.
But some of the changes have caused concern in
developed countries. Financial institutions are ex-
posed to greater risks, the potential for conflicts of
interest between institutions and their customers
has increased, and the implications for the long-
term performance of industrial and commercial
corporations are unclear. The widespread distress



of deposit institutions in the United States and
Norway in the 1980s underlines the growing risk
exposure of financial institutions in a deregulated
but inadequately supervised system (see Box 5.4 in
Chapter 5).

International efforts to regulate the risk exposure
of financial institutions yielded the recent agree-
ment, under the aegis of the Bank for International
Settlements, on new capital requirements for com-
mercial banks, based on risk weights for different
types of assets. In the Eurobond and Eurocredit
markets, concern centers on the risks taken by
banks in the pursuit of new business and on poor
profitability due to fierce price competition.

Developments in the equity markets have raised
different issues: insider trading, the growing num-
ber of hostile takeovers, and the methods used by
corporate raiders and incumbent managements to
take or retain control. Hostile takeovers may pro-
mote efficiency, but they also cause an accumula-
tion of corporate debt and may worsen the con-
flicts of interest between managers, shareholders,
and bondholders. There is also concern that insti-
tutional investors and corporate managers stress
short-term performance at the expense of long-
term efficiency. So far, however, the evidence has
been inconclusive.

The next chapter will review the systems of fi-
nance in place in developing countries and assess
the interventionist role played by government in
the pricing and allocation of credit. Perhaps the
most important lesson to be learned from the expe-
rience of the high-income countries is that the fi-

nancial decisions of private agents are also
imperfect—witness the savings and loan debacle in
the United States and the excessive lending of
commercial banks to developing countries in the
1970s. The future is uncertain. Under any system
of finance mistakes will be made. Market-based fi-
nancial systems, like public ones, are subject to
fraud and instability. The goal is not perfection but
a system which mobilizes resources efficiently,
minimizes allocative mistakes, curbs fraud, and
stops instability from turning into crisis.

Governments must certainly play their part. In
most high-income countries, they continue to in-
fluence the pricing and allocation of credit, but
only to a modest extent. Their main concern is to
regulate and supervise financial institutions and
markets while maintaining a stable macroeco-
nomic environment. The need for prudential regu-
lation increases as financial systems become
deeper and more complex. From the development
of the lender-of-last-resort facility during the nine-
teenth century and the introduction of deposit in-
surance after the Great Depression to the recent
emphasis on risk-weighted capital requirements
and the growing adoption of regulation by func-
tion rather than by institution, a main concern of
financial regulation has been the achievement of
stability without undermining efficiency. But fi-
nance remains a dynamic field, changing far too
rapidly to achieve a perfect balance between the
freedom needed to stimulate competition and
growth and the control needed to prevent fraud
and instability.
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