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In this literature review, I survey several arguments on financial systems in general and especially treat their relevance in developing countries. First, I examine some topics related to financial systems, in particular focusing on the debate of the bank-based system vs. market-based system. Though most neoclassicals seem to support the market-based system, recent studies present a balanced view. However, those studies are mainly about developed countries and we should consider the role of the state and openness to study the financial system in developing countries. That leads us to the next part about financial liberalization and the change of financial system. In spite of mainstream support for liberalization and deregulation, recent experiences of developing countries show that the proper role of the state is still crucial in the financial sector. Besides, a relational financial system could be better than the market-based system for long-term economic development. However, the financial system itself evolves with the economic growth, change of power relationship and financial globalization. In actuality, the financial crisis was always an important watershed for the system to change. In this regard, we need to shed more light on the political economy of financial system and its change and what effects it will bring out.  

I. Financial Systems and Debates

Taxonomy of Financial systems

A ‘financial system’ can be defined as broad arrangements of financial markets and institutions, and the way that capital is. It serves an important role in an economy by channeling savings to productive uses and providing corporate governances. The more developed the financial system, the better financial resource allocation and monitoring over the companies we can expect to see. Many studies have illustrated the existence of a positive correlation between financial development and the development of the economy as a whole (Levine, 1997). Broadly speaking, the system is divided into the bank-based and the market-based according to the relative role of financial institutions and the market like stocks or bonds. Whether the comparative development of financial markets (equity and bond markets) and banks can influence economic growth is however, a question, which has long been hotly debated. The debate is constantly being fuelled by the differing economic development experiences of countries which first concentrated on financial markets (UK, US) and those which gave priority to the system of universal banks (Germany, Japan). 
In fact, up to the early 1990s, most economists argue the bad performance of the U.S. economy compared to Japan was due to inefficiency of the market-based system especially for long-term economic growth. The arguments seem to support the bank-based and relationship-based system such as Japanese main bank system. But the pendulum swung in the opposite direction according as the Japanese economy faltered and the U.S. economy was in a good shape in the late 90s. In particular, the East Asian crisis gave another momentum to denounce the bank-based system. Now, they point out serious problems of the bank-based system like inefficient capital allocation along with intimate relationship between banks and firms, and most of all, vulnerability of the economy with higher debt-ratio. The moral hazard problem in the bank-based system is much worse, sometimes with the government implicit bailout finance, only to do harm to the economy and the system is more fragile to the financial crisis (Greenspan, 1999)
.

Big debate: bank based vs. market based

About which system is better, there have been lots of arguments and most economists agree that each of systems has own benefits and drawbacks. Most of all, since the financial market is never complete, always suffering from inherent problems related to hidden information and action the difference between the financial systems comes up.
 Moreover, even the interests of managers and owners are never the same and sometimes there is a conflict between them (Crotty, 1990). In the context of a debt market, imperfect and asymmetric information related with adverse selection and moral hazard between borrowers and lenders, leads to a result of equilibrium credit rationing. In addition to well-known asymmetric information, the fundamental Keynesian uncertainty about the future aggravates the limit of the financial market (Keynes, 1936). Also, so-called ‘agency problem’ in the incomplete contract around the separation of management and ownership, the cost of external finance necessarily exceeds the cost of internal finance, whereas these costs must be identical in a perfect market.
 
Pros and cons of the market-based system

Most of neoclassicals still stick to a support for the market-based system with the belief of the ‘efficient financial market’ and this belief went stronger in recent ‘neoliberal’ era. They assert the stock market is better than the banks in that it generates the efficient information about the performance of firms reflecting the fundamentals in the real sector. The stock market can play a role of effective monitoring because firms’ stock price will fall with bad performances and finally will be taken over by others in the stock market. Thus the managers must make all-out efforts to maximize the value of firms in the stock market, naturally leading to the best performance according to the theory (Sharfstein, 1988). Also, shareholder meetings and performance pay like stock options are presented as other control mechanisms. It may be true, in external financing, equity gives a voice to investors in the direct control of the firm, while debt provides less binding control on management, particularly the maturity is long. So firms are argued to prefer internal funds, then long and short-term debt, and lastly equity financing according to the pecking order theory.
 

However, it doesn’t guarantee the better monitoring of the stock market. First of all, takeover mechanism in the stock market doesn’t take place well because the market liquidity is important fore that but shareholders are hardly willing to sell their holdings.
 There is no reason raiders’ assessment of firm performance is superior to that of the current management and in reality the takeover depends on not the performance but the size. Many studies find the M&A is not related to the firms’ performance and doesn’t lead to an increase of economic performance (Crotty and Goldstein, 1993; Morck, Shleifer and Vishny, 1988). Also, shareholder meetings and performance pay can’t be a good mechanism either because of problems of coordination of small shareholders, and political and social constraints. The bottom line is the price in the stock market is usually determined by speculative ‘noise trade’ and so unstable that it could be harmful to investment in the real sector (Shleifer and Summers, 1990). Considering the fundamental uncertainty and speculation in the stock market in Keynesian world, the problem of the stock market goes even more serious (Bernstein, 1998). Incomplete information also causes high transaction costs in the stock market so that financing in the market is less efficient and costly. Sometimes, issuing stocks gives a negative signal itself signals about the quality of firms, thus leading to a high cost. Small and medium companies are liable to have hard time compared to big companies with good reputation when there are serious problems of incomplete information that prevent development of the stock market from reducing the financing cost and inducing investment (Stiglitz, 1992).

Benefit of the bank-based system and limits

Thus, at least in monitoring, most of economists think of the bank-based system better than the market-based system. In theoretical models, debt can solve the problem of managers’ misreporting cash flows for the purpose of their own benefit and it does not need costly verification and can discipline management to exert efforts in order to default, whereas monitoring through the equity market doesn’t operate well owing to information and collective action of shareholders. And it exerts a disciplinary effect on management, to the extent that a default would give the creditor the option to force the firm into liquidation (Takagi, 2000). Moreover, when the banks and business can make a long-term and intimate relationship like in Japan or Germany, banks have more incentives and efforts to monitor the firms that borrowed capital from them. In particular, economic growth could be encouraged more in the bank-based system since it can induce longer-term investment in the real sector, whereas investment in the market-based system are too sensitive to the stock market price with short-termism. Thus the bank-based system can encourage productive investment less affected by the unstable financial market. Even in recession, the intimate relationship between banks and business can let the firms continue investment not pushing them bankrupt (Hoshi, Kashyap and Sharfstein, 1990).
 Moreover, expansive or industrial policies of the government can be carried out more easily as the bank-based system provides governments with more measures to intervene into the financial sector like interest rate regulation and policy credit than the market-based system (Pollin, 1995). Besides, the bank-based system is argued to be relatively better in the ‘stage financing’. When the businesses starts, it is never easy to draw capital from the capital market and usually they depend on the financial institutions. 

Of course, the bank-based system may go into a malfunction and the market-based system could be better in some respects. The bank-based system could induce relatively high debt of firms, making them financially more fragile as Minsky argues. Especially when the government gives banks or firms implicit guarantee for survival, the moral hazard problem of banks and business and agency costs could be very high. Frequently, governments can’t let banks go bankrupt because either they use banks as a policy tool or they are concerned about the financial instability, and can’t let firms go bankrupt if they are too big to fail.
 Without proper monitoring function of banks, the business comes up with bad performance. Recent studies point out the intimate relationship can lead firms less sensitive to cash flow, even ignoring the price signal of the market and decreasing the efficiency of investment when they explain recent stagnation of the Japanese economy compared with the boom of the U.S. economy (Rajan and Zingales, 1998). To them, the most important problem in the relationship-based system without a good process of disclosure is there are poor price signals to guide investment decisions and widespread and costly misallocation of resources (Rajan and Zingales, 1999; Weinstein and Yafeh, 1998).
 Besides, if power of banks is too big compared to that of business without any competition in the banking sector or other capital markets, then banks may capture rents from the industrial sector. Banks may be reluctant to encourage firms to make risky yet profitable investment because they just care about repayment. It is said that the liquid equity market finance could be a good alternative to finance technical innovation like R&D and new economic activities. The debt finance requires the availability of collateral mostly as a form of fixed capital, so that it may repress the innovative activity, not involved in fixed capital and collateral, and venture capitals usually emerge in the market-based system. When information can be generated and shared in the market very well, the resource allocation based on the market may be the better. 

In sum, the recent arguments present a balanced view on the both of the financial system, not merely supporting the Anglo-Saxon system. The bank finance has advantages in minimizing the problems of adverse selection and moral hazard with its better monitoring function, while capital market finance may be better at resource allocation with the price signals it can provides. The relative attractiveness of each financial system depends on broader institutional settings, the stage of economic development and regulation policies.
 The benefit of the bank-based system is more when the economy has severe information problems and monitoring by banks is effective, whereas the development of financial and legal infrastructure to help acquire information less costly and increases the informativeness of securities prices. In this respect, the bank-based system is more relevant for developing and transition countries without well-developed accounting and legal systems and with serious information problems. In addition, appropriate legal and institutional environments, conducive to the working of the market itself, should come first before adopting the market-based system, which was frequently not the case in most countries. 

Financial system and developing countries

Since both of the systems have advantages and disadvantages, we can expect the economic growth is not that much related to the specific financial system. In fact, a recent empirical study indicates it is the financial deepening itself, regardless of the bank-based or market-based system that can lead to higher growth (Levine, Loayza and Beck. 2000; Levine, 2000a). Considering the benefit of long-term investment in the bank-based system, it may be thought to encourage higher growth but the problems of the bank-based system may offset it. But, the problem lies in the fact that there is neither good bank-based nor market-based system in poor countries.
 Actually, most of the arguments focus on the advanced countries like U.S.A. and Japan, while developing countries don’t have any of well-developed financial system. 

In most cases, there was so-called strong financial repression by the government in developing countries that resulted in problems, and financial liberalization and development of the capital market followed, which has changed the shape of the financial system. Financial crises were important to start a whole liberalization program that also leads to more serious crisis, and financial opening was also crucial to change the system with foreign capital inflow. In reality, during the 1980s and 1990s a growing number of developing countries introduced reforms aimed at liberalizing and promoting the development of their financial systems. These financial reforms fit into the context of broader structural adjustment programs and generally have two objectives: to assist the macroeconomic stabilization effort by facilitating the transfer of resources towards the traded-goods sector of the economy; and to eliminate the distortions in interest rates, in order to promote the efficient allocation of resources and thus create the conditions for sustained growth. Until the late 1970s most of the developing countries did not face a serious external debt crisis and these crisis clearly demonstrated the need to be able to rely on a sound financial system capable of mobilizing sufficient national resources to finance economic development.
Meanwhile, several countries like the East Asian ones show the successful economic development based on the state-guided financial system. These cases present that the proper role of the state in the financial sector could help encourage economic growth under some conditions. Thus we need to shed more light on the role of the state and financial openness in understanding the financial system in developing countries, in addition to the bank-based or market-based criteria. Besides, financial liberalization and opening related to crises and the evolution of power-relationship around them should be studied to show the process of the change fully. That is what we will turn to in the next section.

II. Financial Liberalization, Crisis and Change of Financial System

Financial liberalization Debate

By nature, the bank-based system is more subject to government regulation than the market-based system. In reality, most of governments in developing countries had intervened into the bank-based system, regulating the interest rate and operation of financial institutions and directing bank credit to some targeted sectors. Their purpose was mostly to develop the economy channeling financial resources to productive investment overcoming undeveloped financial markets but this financial repression led to low saving and investment rates and serious corruptions. Accordingly, the wave of financial liberalization all over the world has changed the shape of financial system, especially bank-based system in developing countries.

Many of neoclassical arguments stick to the belief that the deregulation and liberalization in the financial sector can lead to more efficient allocation and higher economic growth. Of course, lots of failures of financial liberalization like Southern countries of Latin America make them present more balanced stance like order of financial liberalization and important conditions for successful liberalization. However, since Mckinnon and Shaw emphasized the serious problems of financial repression the main thrust of this idea has not changed.  Their tenets are based on the assumptions that the government regulation like in interest rates and operation of financial institutions inevitably result in inefficiency and lower growth due to low saving and rent-seeking activities (Fry, 1997). Recently, so-called New-Keynesians recognize the problem of incomplete information inherent in the financial market and the essential role of the government regulation (Hellman et al., 1997). Especially, the mild government repression called ‘financial restraint’ on interest rates and entry of financial institutions can produce a rent to help stabilize the financial system. Moreover, the government directed allocation of financial could induce higher economic growth in developing countries (Stiglitz and Uy, 1996). But they don’t go far to go beyond the neoclassical belief so that they broadly support the neoclassical idea in their argument where the role of the government is somewhat limited only to enhance the financial market. Thus, now there is a consensus that financial liberalization with necessary government regulation does well to the economy.

It is heterodox economists who are strongly against the financial liberalization. Structuralists point out the financial liberalization always induces a vicious cycle of stagflation, quite different from neoclassical perspective. They argue the availability of loanable funds will decrease with high interest rates after the liberalization program and thus economic growth will be retarded (Taylor, 1991). Besides, Post-Keynesian argument asserts the consequence of financial liberalization is ‘speculation-led economic development’ since it causes more risky investment practices and shakier financial structure with new opportunities of rent-seeking activities (Grabel, 1995). Credit rationing due to incomplete information problems in the financial market will evolve in the process of liberalization along with a change of interest rates and margins, an expectation of a coming boom and more competition. As a result, speculation and risk will increase in the economy, only to produce a bubble and burst at last, which brings about a more serious credit crunch. Of course, institutional settings around financial liberalization like the relationship between the business and bank, and the government policy are crucial in the process. If there is cozy relationship among them like between the business and banks then the problem goes more serious.
 It means that the liberalization program without addressing structural problems of the bank-based financial system just leads to a failure. Surely, capital account liberalization aggravates the process because foreign investors show more serious ‘herd behaviors’ without less information and the financial crisis comes out as a currency crisis, or ‘twin crisis’. 

Liberalization and Change of Financial System

Financial liberalization indeed limits the role of the government in managing the economy with the intervention of the financial sector significantly. But the vulnerability of the economy tends to increase and financial crises are liable to follow the financial liberalization program in most countries. This process may encourage the bank-based system to turn into the market-based system. Governments in developing countries usually open their financial market after the financial crises, forced by the international organization, the U.S. government and international capital (Haggard and Maxfield, 1996) and their recommendation on the financial system is mostly to adopt the Anglo-Saxon system. In reality, the stock market grew very highly in most of developing countries and companies finance their investment from the stock market more and more (Singh, 1997). Neoclassical argument of the benefit of the stock market is the well-operating capital market can complement the bank-financing since there is less moral hazard and adverse selection problems. Accordingly, what we saw is the change of the financial system mostly toward the market- based system over the world with financial liberalization and crisis. The East Asian crisis shows it very clearly and it calls on us to study the process. 

However, as we already argued, this change could lead to a worse effect on the long-term economic growth considering the problem of the market-based system. In reality, the rapid growth of the stock market along with financial liberalization in developing countries was not helpful and did not encourage financial efficiency. Although the firms finance more from the stock market due to the higher interest rates in the liberalized system, the stock price in developing countries has been more volatile than that in developed countries, not reflecting the economic fundamentals. Also, the rapid inflow of foreign portfolio capital against the backdrop of high interest rates in developed countries and high growth prospects in the emerging market but the shock and the following outflow just led to a serious financial crisis. Thus developing capital market incorporated with opening in the currency market can destabilize the economy only to lower the long-term investment. In order for the stock market to operate well, they need other institutions or well-developed infrastructure to guarantee transparent monitoring like good accounting systems and credibility evaluations most of which the developing countries lacked. In many cases, financial liberalization and opening just led to a financial crisis and retard growth with vulnerability of the financial sector and destabilization of the economy, when there were no complementary institutions and financial reform (Gonzales and Arrieta, 1988; Jomo, 1998). Even if some argue the bank-based system is more prone to a financial crisis, especially like the East Asian crisis, the crisis seems to happen regardless of the financial system. Even the East Asian crisis can be explained by a market failure with a burst of bubble that followed financial liberalization that is so general, not at all related to the East Asian financial system (Allen and Gale, 2000a, Williamson, 2000).

In this regard, it would be very interesting to study concrete experiences of several developing countries in terms of the change of the financial system and its result. For example, the Korean economy was so successful in economic development, based on the financial control of the government coupled with industrial policy. In the 80s, financial liberalization was only limited but the financial system changed only to weaken the role of the government. The careless liberalization in the early 90s led to the financial crisis and the financial system is changing more with the financial market opening.

III. Future Direction of Further Study

- Financial globalization and its effect related to financial liberalization and opening 

* Literature review on global capital flow especially to emerging markets and their debate : what causes the capital flow?

* Globalization and financial opening ( capital inflow and so-called speculation-led boom like lending and asset markets

* As well as this boom, increasing vulnerability of the financial sector and the economy ( financial crisis and painful adjustment

* Effects of capital controls on economic development and crises and financial liberalization : first we should make better measures for capital controls and financial opening

* Empirical tests on those arguments : by countries and region, several cases of crises : 

1) If there was really a breakthrough in the economy, like industrial investment and lending in the financial sector, before and after financial liberalization

2) Cross section or panel study around lots of countries using the variable of capital controls to explain the economic growth and crisis

- Specific case study on the change of financial system

* Politics of financial liberalization ( power relationship among the government-domestic, international capitalists(industrial vs. financial)-workers, some measures to proxy the “power”, considering some agents and good measures for their relationship

* Financial crisis and the change of financial system, the effect of the crisis on power relationship and retreating role of the state

* Problems and effects of liberalization and the change of the financial system toward the market-based system, mostly critique of neoclassical argument

e.g.

- East Asian experience like Korea

: Originally, high-debt, high-investment nexus, mediated and monitored by the government with strong capital controls,

: Change of the system due to the economic growth and change of power relationship and financial globalization

: Crisis and after, toward the market-based system and problems
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� Accordingly, recently mainstream idea is that we need to develop the capital market that can complement the bank-based financial system. Greenspan argues if the capital market had been developed well the East Asian crisis would not have been that serious since the capital market can buffer the credit contraction in the banking sector and t is necessary for the countries to encourage the capital market.


� First, investors or lenders do not see all actions management takes and management has information those investors or lenders do not have. Accordingly, there must be market failures in the financial market and monitoring over management is crucial (Stultz, 2000).


� This failure in the financial market is a good reason for many corporate groups at as an informal financial market, called ‘internal capital market’. Even with external financing, corporate groups can allocate the capital among their affiliate companies.


� But, the more debt is raised, the higher is the risk of bankruptcy, thus the increase of external debt could increase the risk of default and the danger of losing control to the creditors. So we can expect firms to choose some optimal mix of debt finance and equity finance according to the character of industry as well as economic cycles.


� In this sense, concentrated ownership structure could be better due to the collective action problem for dispersed small shareholders. But it may only result in a situation where decisions are made to the benefit to the large shareholder and of management at the expense of small shareholders (Stultz, 2000, pp 21-27)


� Hoshi, Kasyap and Sharfstein argue Japanese firms investment connected to main bank falls less than others without the main bank relationship in response to a decrease of cash flow because they can get credit from their main bank. It means the main bank system is a mechanism to guarantee more stable investment and the bank-based system could be helpful to firms in financial distress. It could be good for the whole economy in a way but it may be bad if the firms’ problem is structural and firms should go bankrupt. Thus now the experience of the Japanese main bank system is interpreted to show both the benefits and drawbacks of the system. For more critical view on the system, see Weinstein and Yafeh (1998) and Peek and Rosengren (1998).


� The government intervention in the financial sector could discipline business by giving them with good performance preferential credit, but the intervention may repress the monitoring role of the banks so much that it may lead to a serious problem of bad management as the disciplining role of the government fades away. Besides, if big business dominates or owns financial institutions then the monitoring function over big business may not operate well.


� It is interesting that many believe while asymmetric information and monitoring problems can be addressed better in the bank-based system, still the capital market is better with information feedback from equilibrium market prices to guide investment decision. These argument a bit seem inconsistent. It might be justified when information is really complex and hard to get so that the market is better suited to generate it than banks like new industries with high technology. This could be a reason why new industries emerged mostly in the market-based system countries (Allen and Gale, 2000b). Of course, it could be true when banks monitoring went really bad as we mentioned.


� Interestingly, several studies show that the specific financial system stems from the difference of legal tradition like common law and civil law. Most studies report the equity market and external finance are more important, and the ownership is less concentrated in countries with the common law tradition where the legal system protects small shareholders better (La Porta, Lopez-Silanes, Shleifer and Vishy, 1998)


� However, the cross-section studies can’t help the limits that they don’t consider the specific financial system and policy regime in each country. Accordingly, time-series study may be needed (Arestis and Demetriades, 1997). Also, to specify the financial system itself is never easy, for example Levine’s huge study recognizes several East Asian countries as a market-based system countries but it is against the common sense that these countries have limited development in the capital market.


� Still, the change of the financial system is not well studied and the power and interest around the change should be analyzed (Rajan and Zingales, 2000). It is very interesting to see Japanese main bank system grew weaker and weaker. The government policies like deregulation and globalization, and domestic interests reportedly played a role in the change (Weinstein and Yafeh, 1998). All in all, there is still much room to develop studies about the financial system, economic growth and its change.


� The argument on the financial market opening like capital account liberalization seems with much less consensus. While many of economists recognize the capital account liberalization will not lead to higher economic efficiency and growth (Rodrik, 1998) still the major argument is almost same to that about financial liberalization, capital market liberalization ultimately pay if with several prudential regulation measures and a proper sequence (Rossi, 1999).


� In Latin American countries, the existence of a ‘Groupo’ in which big business owned banks exacerbates the problem of financial liberalization (Diaz-Alejandro, 1985). This argument can be applied other countries like Korea where big Chaebols dominated financial institutions, mostly non-banks.





