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1. Introduction

.............................................................................................................................................
Despite the trend of globalization in recent years, the financial structures of diﬀerent economies and the way in which corporate governance is implemented remain
diverse. In this chapter we compare the structure of the euro area with the UK, the
This is based on Allen, Chui, and Maddaloni 2004 but is updated and includes a section on corporate
governance. The views expressed here are the personal views of the authors and do not necessarily reflect
the views of the Bank for International Settlements or the European Central Bank or the Hong Kong
Monetary Authority.
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Financial Markets
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Insurance companies and pension funds (ICPFs)
Other financial intermediaries (OFIs)
Financial Intermediaries

Fig. 1.1. An overview of the financial system
USA, Japan, and, to the extent possible, non-Japan Asia. 1 Figure 1.1 gives an overview
of the functioning of a financial system. Lenders of funds are primarily households
and firms. As we shall see, they are also increasingly central banks, particularly in
Asia. These lenders can supply funds to the ultimate borrowers, who are mainly firms,
government, and households, in two ways. The first is through financial markets,
which consist of money markets, bond markets, and equity markets. In this chapter
we focus mainly on bond and equity markets. The second is through financial intermediaries. These are credit institutions such as banks, and money market funds,
insurance companies, and pension funds, and other financial intermediaries such as
mutual funds.
Why do financial structure and corporate governance matter? They are important
for at least three reasons.
1. eﬃciency;
2. financial stability;
3. monetary policy transmission channels.
The eﬃciency properties of a financial system determine how well it does its job of
allocating resources. In terms of Figure 1.1 the issue is how eﬀectively funds flow from
borrowers to lenders so that everybody’s welfare is maximized. A first aspect of this
is how the financial system allows risk to be shared and who bears it. A second is
the incentives to produce and use information. In particular, is information provided
to indicate where resources can be most profitably invested? A third is how eﬀective
corporate governance is implemented. What objectives do managers pursue and how
does the financial system constrain them? One of the most important determinants
of long-run growth is the extent to which new industries are funded; a fourth aspect is
1
This includes China, Hong Kong, India, Indonesia, Korea, Malaysia, the Philippines, Singapore,
Taiwan, and Thailand.
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how eﬀectively this is done. Finally, there is the issue of how a financial system evolves
over time, and the role of law and politics in determining this.
Financial stability is another reason why financial structure is important. Prior
to the twentieth century, banking crises, currency crises, and stock market crashes
occurred frequently. The Great Crash of 1929 and the Great Depression that followed
convinced almost all governments to heavily regulate their financial system to prevent
instability. This was successful in that from the end of the Second World War until
the collapse of the Bretton Woods System in 1971, there was only one banking crisis in
the world. However, stability was achieved only by severely restricting the eﬃciency
properties of the financial system. The financial liberalization aimed at improving
eﬃciency led to the re-emergence of instability. Banking crises, currency crises, asset
price bubbles and crashes, contagion, and financial fragility have occurred in emerging and developed countries in recent years. This raises the issue of what exactly is the
relationship between financial structure and these phenomena.
Finally, financial structure is important in determining monetary policy transmission channels. The traditional money view is that interest rates aﬀect consumption
and investment as predicted by neoclassical theories based on perfect capital markets.
In this setting institutions do not matter. The credit view, on the other hand, stresses
that with imperfect capital markets the eﬀects of monetary policy depend on access
to finance. How finance is obtained by firms, households, and governments depends
critically on the financial structure.
As we will see, there are numerous ways of categorizing financial structure. The
one that is most useful in any particular instance will depend on the precise question
that is being asked. The first categorization is bank based versus market based. The
conventional wisdom is that the euro area and Japan would be bank based systems,
while the UK and the USA would be market based. It can be seen from Figure 1.2 that
the conventional wisdom is rather simplistic. Figure 1.2 shows a comparison of the
long-term financing structure of these economies in 1996 (before the Asian financial
crisis) and 2004. The figures are given as a percentage of GDP. Bank loans consist of
domestic credit to the private sector. The figures in the stock market column are the
total market capitalization. The bond market figures exclude international securities
and are divided into public and private sector bonds.
It can be seen from Figure 1.2(a) that in 1996 the euro area had small stock markets
but large bank loans and in that sense could be considered as bank based. However,
it also had a significant bond market both in terms of public and private sector debt.
The UK was significantly diﬀerent with a large stock market and bank loans but
a small bond market, particularly in terms of private sector debt. 2 In some sense
it seems to be both market based and bank based. The main features of the US
financial structure are a small amount of bank loans, a significant stock market, and
a much larger bond market than any of the other areas in relative terms. It is the most
market-based economy. Japan has significant amounts of finance in all categories. It
2
The UK used to have a significant corporate bond market but this died during the 1970s when
inflation was high. It has not revived in recent years despite the reduction in inflation.
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Fig. 1.2. Size of the financial markets by country/region (a) (1996) (b) (2004)
Sources: Bank for International Settlements, CEIC Data Ltd, Central Bank of China (Taiwan), International Financial
Statistics, World Economic Outlook, and World Federation of Exchanges

is very much a bank- and market-based economy. Non-Japan Asia is more similar
to the UK: bank loans and the stock market are important but the bond market is
not.
Figure 1.2(b) shows the situation in 2004 several years after the Asian crises. It
can be seen that the structure is basically the same. The main diﬀerence is that
Japanese government debt has increased significantly. One interesting feature is that
the financial structure in non-Japan Asia has not changed significantly despite the
Asian crises.
Figure 1.2 focuses on the claims that are issued by borrowers. Another way of asking
whether economies are bank based or market based is to look at household assets.
These are shown in Figure 1.3(a). This shows that all the economies are distinctly
diﬀerent. Again, no simple categorization into market based or bank based is possible.
Households in the euro area own significantly fewer financial assets than in the other
economies, with a total of 194 per cent of GDP compared with 285 per cent, 326
per cent, and 268 per cent for the UK, the USA, and Japan, respectively. In terms
of the composition of assets there are also large diﬀerences. In the euro area, assets
held in banks are the most important; insurance and pension funds are next, with
direct holdings of shares after that. One striking thing is that household portfolios in
the UK are very similar to those in the euro area with one significant diﬀerence: the
investment in insurance and pension funds is dramatically higher. This is presumably
a result of the diﬀerence in public sector pension schemes. In the UK the basic
pension from the state is minimal, while in the euro area state pensions are usually generous. However, current pension reforms in continental Europe, which were
mainly triggered by population ageing that imposes a large burden on the traditional
social security systems, are likely to increase the importance of institutional investors
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Fig. 1.3. Portfolio allocation (average 1995–2003) (a) House holds (b) Nonfinancial corporations
Sources: ECB, Federal Reserve Board, and Bank of Japan

(pension funds, in particular) in the euro area as well. The USA is an outlier in terms
of the direct holdings of shares and other equity. Also, households have relatively
little in banks. Meanwhile, Japan is an outlier in terms of the amount of assets held
in banks, where households hold much more in this form than households in other
countries. They also have significant amounts in insurance and pension funds. This is
to a large extent in insurance companies that oﬀer debt-like contracts. Given the small
holdings of shares and other equity, the Japanese bear significantly less financial risk
than the households in the USA and UK. 3 The USA has somewhat less intermediation
than the other economies, although the total amount of intermediation is significant
in all economies.
Figure 1.3(b) shows the assets of non-financial corporations. These again underline
significant diﬀerences across the economies. The euro area and the UK are quite
similar except for the amount of shares and other equity held, and the financial
investments held in banks. The USA has much less investment than the other countries except for the ‘other’ category. This includes holdings of other assets, which are
not identified in the flow of funds data. 4 Japan is perhaps the most diﬀerent. It has
significantly more assets in banks and more trade credit than other countries.
Much work has already been done on financial structure of countries (see, for
example, Allen and Gale 2000a; ECB 2002, 2003a; Hartmann, Maddaloni, and
Manganelli 2003; and Baele et al. 2004). Much of this work is concerned with
3
It is an interesting question how Japanese households can bear less risk than US and UK households.
Allen and Gale 1997 have argued that this can occur if banks engage in intertemporal smoothing so that
the real assets in the economy are diﬀerent. Another possibility is that in Japan risk is borne through the
government. During the 1990s when the Japanese government bailed out several banks by injecting public
money, the households’ financial risk had been transferred to the government.
4
In particular, this category also includes the equity holdings of non-financial corporations.
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documenting the diﬀerences in financial structure. A limited amount has been done
on how the significant diﬀerences between financial systems manifest themselves
in terms of eﬃciency, stability, and monetary policy transmission channels. These
are obviously immense subject areas. In this chapter we wish to focus on two aspects that have received relatively little attention in this literature. The first is a
comparison of financial institutions in the diﬀerent economies, which is considered
in Section 2. As Figure 1.2 indicated, intermediaries are important in all of the
economies but institutional structure diﬀers significantly across countries. Section 3
considers the real estate and mortgage markets in the diﬀerent economies. This is a
large part of the financial sector but again has not been considered in great depth in
the financial structure literature. Since institutional investors play such a large role in
the financial sector and real estate is a major part of household wealth, understanding
the operation of these parts of the financial system is crucial for analyses of eﬃciency,
stability, and monetary policy transmission channels. In Section 4 we consider the
diﬀerences in corporate governance in the diﬀerent regions, which are significantly
diﬀerent. Finally, Section 5 contains concluding remarks.

2. The Role of Institutional Investors

.............................................................................................................................................
In the USA, households do hold significant amounts of securities directly. However,
even there, the majority of financial assets are held in intermediaries. In all of the
other economies considered in Figure 1.3(a) the vast majority of assets are held by
financial intermediaries. There have recently been some important contributions to
the literature on institutional investors (see, for example, Davis and Steil 2001; Guiso,
Halliassos, and Jappelli 2002a, 2002b; and Davis 2003), which have highlighted not
only their growing role as financial market participants but also their importance
for the eﬃciency and stability of the financial systems. In this section we divide
the institutional investors into three categories, following the standard statistical
classification. The first is Monetary Financial Institutions (MFIs), which includes
banks, money market funds, and other credit institutions. The second is Insurance
Corporations and Pension Funds (ICPFs). The final category is Other Financial Intermediaries (OFIs). The definition of this last category varies across countries but it
includes securities and derivatives dealers and mutual funds. In Japan it includes also
government intermediaries. 5 In Figure 1.4 we consider the assets of these institutions
and in Figure 1.5 we consider the liabilities.
5
These are public financial institutions owned and controlled by the central government whose principal business is financial intermediation. This sector includes the Fiscal Loan Fund and other government
financial institutions. The Fiscal Loan Fund supplies funds to institutions covered by the Fiscal Investment
and Loans Program. Postal savings and postal life insurance are classified as depository corporations and
life insurance, thus they are included in the MFI and ICPF category, respectively (see Bank of Japan 2002).
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Fig. 1.4. Portfolio allocation (average 1995–2003) (a) Monetary financial institutions (b) Insurance companies and pension funds (c) Other financial intermediaries
Sources: ECB, Federal Reserve Board, and Bank of Japan

Figure 1.4(a) shows the assets of MFIs. Perhaps not surprisingly, given that this
category consists mostly of banks, the allocation is similar in all economies. The
UK MFIs have somewhat higher currency and deposits than the others, presumably
reflecting a larger interbank market. The USA has a much smaller total size of the
sector relative to GDP than the other countries. MFIs in the USA also have much
smaller holdings of equity and other securities than in other countries. For regulatory
reasons, they can only hold equity in special situations such as when a firm goes
bankrupt.
The portfolio allocations of insurance companies and pension funds are shown
in Figure 1.4(b). These are also fairly similar across countries. As has already been
stressed in the discussion of Figure 1.2(a), UK pension funds hold significantly more
equities than those in other countries. UK insurance companies also hold significant
amounts of shares. Thus, UK ICPFs have significantly more equity exposure than in
other countries. The euro area ICPFs have a diverse set of holdings with significant
amounts of a number of assets. The USA is unusual in not having many loans while
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in Japan this is a significant portion of assets. In Japan securities other than shares are
relatively large while equity is fairly small.
Figure 1.4(c) shows the allocation of OFIs. As mentioned above, the definition of
these varies considerably across countries. A first observation is that the total size
of OFIs’ portfolios is relatively smaller in the euro area compared with the UK and
the USA. At first sight, it seems as though the euro area financial system is less
developed with regard to diﬀerent (new) types of financial institutions providing
financial instruments. However, this diﬀerence in fact stems from the composition
of the OFI category in the euro area and in the UK. In the euro area the majority
of OFIs are investment funds, while in the UK securities and derivatives dealers make
up the largest share of the sector. Securities and derivatives dealers typically have large
deposit and loan positions on both the asset and the liability side of the balance sheet.
In the USA, OFIs consist primarily of mutual funds, which invest their funds mainly
in shares and in several kinds of fixed income securities (Treasury, agency, municipal,
and corporate bonds). US finance companies engaged in lending activity (primarily
mortgages and consumer credit) are also included in this category, which explains
the large value of loans. In this category the most surprising outlier is Japan. The
amount of loans that its OFIs grant is many times larger than in other countries. This
reflects the activity of some public financial institutions, which are included in the
OFI category.
Figure 1.5 shows the liabilities of financial institutions. As already observed for
the assets, the structure of the liabilities of MFIs is fairly similar across countries,
as shown in Figure 1.5(a). Again, the size of the currency and deposits in the UK
is larger than in the other economies, reflecting presumably interbank activities.
Another observation is that US MFIs issue very little in securities compared to the
other economies. By contrast, in the euro area, securities issued by MFIs are large and
represent the majority of the amount outstanding of corporate bonds. Figure 1.5(b)
shows the liabilities of the ICPF sector. Not surprisingly, they are almost totally
insurance and pension fund reserves. As previously observed, the weight of the ICPF
sector in the UK is significantly higher than in the other economies. Figure 1.5(c)
shows the liabilities of OFIs across countries. It can be seen that the liabilities structure
also varies considerably. In the euro area and in the USA, the major liability item is
mutual fund shares since mutual funds are the biggest institutions in the OFI sector.
The liability structure in the UK and in Japan is significantly diﬀerent, reflecting also
the already mentioned institutional diﬀerences.
Institutional investors in non-Japan Asia provide an interesting contrast to the euro
area, UK, USA, and Japan. As shown in Table 1.1, they have so far played a rather
minor role in the financial system in the relatively more developed Asian economies,
but have grown strongly over the past few years. This was particularly so in the mutual
fund sector. Total net assets under management by mutual funds in Hong Kong rose
by almost ten times between 1997 and 2004 to US$832 billion, accounting for more
than 54 per cent of total GDP. 6 Strong growth is due to a number of factors. In
6
Figures are reported for Hong Kong, Korea, Malaysia, Singapore, Taiwan, and Thailand due to data
availability.
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Fig. 1.5. Liabilities (average 1995–2003) (a) Monetary financial institutions (b)
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Sources: ECB, Federal Reserve Board, and Bank of Japan

Hong Kong and Singapore, initiatives by the regulators to help promote the status
of financial centres have attracted overseas funds to invest in the two economies.
Between 2000 and 2004, funds sourced from overseas investors have consistently
accounted for 60–70 per cent of the asset management sector. As for the rest of Asia,
the low returns on equity markets and low interest rate environment over the past
few years have induced local retail investors to subscribe to bond funds in search of
higher yields. However, this also raised concerns about overall financial stability in
these economies as the local bond markets are comparatively illiquid and volatile.
For example, the accounting scandal of the SK Group in Korea in 2003 triggered
retail investors to redeem more than US$13 billion from the local investment trust
companies in a few days (out of assets of more than US$140 billion), severely aﬀecting
other asset prices.
Despite the rapid growth in mutual funds, insurance companies, especially life insurers, remain the largest institutional investor in most emerging Asian economies except the two financial centres. This is partly due to the tradition of incorporating some
savings components into life policies. Pension funds in non-Japan Asia are mostly under government-sponsored national provident funds. Notable examples are Malaysia
and Singapore where the governments direct a fully funded, defined contribution
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Table 1.1. Assets under management by investors in selected Asian
economies (2004)(% of GDP)

Financial centres
Hong Kong
Singapore
Others
Korea
Malaysia
Taiwan
Thailand

Mutual
fundsa

Insurance
companies

Pension
fundsb

Banks

Foreign
exchange
reserves

208.8
193.5

n.a.
42.6

9.4
62.9

557.0
220.6

75.1
105.6

26.0
19.5
25.3
10.7

32.4
19.0
56.1
10.1

17.1
53.7
n.a.
4.6

105.4
170.1
235.2
116.2

29.2
56.6
79.2
30.5

a From

the Survey of the Singapore Asset Management Industry, Monetary Authority of Singapore,
Investment Company Institute, and Thai Securities and Exchange Commission.
b Apart from Thailand, figures include only public pension funds. From 1 July 2005, Taiwan’s employers
will have to pay 6% of employees’ monthly salaries as contributions to portable individual pension
accounts. The government estimates that T$150 billion (US$4.8 billion) will be accumulated annually.
Sources: IMF International Financial Statistics, World Economic Outlook, Singaporean Central Provident
Board, the Hong Kong Mandatory Provident Fund Authority, and Employees Provident Fund, Malaysia.

system for domestic workers. Consequently, the assets under management by pension
funds in these two countries are much larger than the rest of the region. However,
as pointed out by Holzmann, MacArthur, and Sin (2000), despite their relatively
large asset size, these national mandatory funds have not contributed to a significant
development of local capital markets as their assets are required to be invested mainly
in government securities. In Hong Kong, the government launched the Mandatory
Provident Fund in 2000, which allows citizens to choose their investment plans
among a group of approved private investment funds. Including some assets transferred from other privately set-up pension schemes before the launch, the size of
total net assets remains relatively small. Also, growth could be slowed by the low incentives for individual employees to voluntarily contribute extra funds to the scheme
since there is no capital gains tax there.
How do the diﬀerences in financial institutions across economies aﬀect eﬃciency,
financial stability, and monetary policy transmission channels? This is an important
question which has received little attention. The relative unimportance of monetary
financial institutions in the USA is striking. Some might argue that this is superior
in terms of eﬃciency, stability, and the transmission of monetary policy. Other institutions and direct investment in securities by households may generate a superior
allocation of resources. Since the major form of instability has traditionally been
banking crises, having fewer funds in banks and other MFIs would appear to be
desirable. Finally, if MFIs are less important, monetary policy may be transmitted to
the real economy more eﬀectively. However, it is not at all clear that these arguments
are correct. For example, it is often suggested that institutions overcome market
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imperfections so economies like those in the euro zone may be more eﬃcient than
the USA. Much more research is needed on these topics.
Au: Please
provide Box
1.1 citation in
Box 1.1. Central Banks as Institutional Investors
text.
Traditionally, institutional investors have been thought of as banks, insurance companies,
pension funds, and mutual funds. One of the dramatic developments over the past few
years is that central banks in Asia (including Japan) have become major institutional
investors. They have built up large foreign exchange reserves, with an intention to buﬀer
unpredictable balance-of-payments shocks and to smooth extreme exchange rate volatility.
Consequently, aggregate foreign exchange reserves in Asia grew sharply from less than US$1
trillion at end 1999 to US$2.5 trillion (some 70% of the world total) at end May 2004 (Figure
1.6). Since a large part of these reserve assets is held in US Treasury securities, these central
banks have become an important player in the US Treasury markets. The holdings of US
Treasury securities by non-US oﬃcial institutions (mostly central banks) reached US$1.2
trillion at end 2004. Assuming 70% of the total was held by Asian central banks, this means
that they could hold up to US$840 billion of US Treasury securities.
Does the growing role of central banks as institutional investors matter? It can be argued
that it is very significant, in terms of both market eﬃciency and financial stability. Central
banks have diﬀerent objective functions from private financial institutions. They may care
considerably more about financial stability. As a result, they may be willing to hold positions
that enhance stability at the cost of eﬃciency. For example, Japan’s enormous holdings of
US securities are largely funded by issuing low-yield government securities (Figure 1.7).
The Bank of Japan in eﬀect has an enormous carry trade (i.e. borrowing at a low rate in
one country to invest at a higher rate in another). When interest rates in Japan rise above
those in the USA, private institutions would quickly unwind their positions. However, the
Bank of Japan, which is also concerned with overall financial stability, may be willing to
unwind this position quite slowly to avoid disruption of the financial markets even though
this could be very costly. On the other hand, for those countries where interest paid on
domestic debt is higher than that earned on holdings of foreign assets (e.g. from 2002 to
2004 in Korea), it can be argued that the reserve accumulation is ineﬃcient as the cost
might outweigh its benefit as a crisis prevention measure (see IMF 2003).
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Box 1.1. continued
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The strong demand of Asian central banks for US Treasury securities might also have
contributed to the unusually low long-term US bond yields over the past few years. Historical evidence shows that nominal GDP growth in the USA has moved broadly in line with
the long-term bond yields (Figure 1.8). However, since the second quarter of 2003, nominal
GDP growth has exceeded long-term Treasury yields by some two percentage points. In
addition, in contrast to the past experience that longer-term rates rose during an interest
rate tightening cycle, they have fallen since the current cycle began in June 2004.
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Fig. 1.8. US long-term Treasury yield nominal GDP
growth
Sources: US Federal Reserve Board and Bureau of Economic Analysis

The low levels of long-term bond yields pose a risk to financial stability in the sense
that a sharp correction, say triggered by the selling of US Treasury notes by the Asian
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central banks, could roil the global financial markets. Given the increasingly globalized
capital markets, a rapid increase in long-term Treasury yields could lead to more widespread increases in other bond yields. Apart from the disruptions to the functioning of the
capital markets, for those countries that need to loosen their monetary policy to stimulate
growth, a substantial increase in bond yields could reduce the eﬀectiveness of such policy.
In addition, in the event of a sharp rise in US Treasury yields, those countries with large
holdings of such securities in their reserve portfolio could incur significant mark-to-market
losses.

3. The Housing and Mortgage Markets

.............................................................................................................................................
So far we have focused on financial wealth and the allocation across institutions.
This is only one component of wealth. Another major component is housing. In
this section we will focus on the housing and mortgage markets. As Maclennan,
Muellbauer, and Stephens (2000) have stressed, these are very important for eﬃciency, stability, and the monetary policy transmission process. For example, in many
European countries housing costs typically involve a fifth to a quarter of disposable
incomes, and housing wealth accounts for over half of household net wealth. In the
UK a housing bubble in the late 1980s had a disastrous eﬀect on the economy when
it burst in the early 1990s. The predominance of variable rate mortgages in the UK
and some other countries means that monetary policy transmission works in a quite
diﬀerent way from in countries such as the USA, where mortgages primarily have
long-term fixed rates.
Housing prices are quite volatile and the resulting changes in housing wealth,
which is a major part of households’ wealth, aﬀect the rest of the economy. Changes
in house prices may be caused by a variety of factors that aﬀect both the supply of and
the demand for housing. Real house prices tend to track the business cycle. Since the
mid-1990s, residential property prices have recorded widely diﬀering rates of increase
in real terms across the industrialized countries.
Real house prices in most EU countries have followed long cycles, 7 of amplitude
of around ten years, around an upward trend in the last twenty years. Since the
mid-1990s, real house prices have risen at an accelerated pace in most EU countries,
particularly so in Ireland, the Netherlands, and Spain (see Figure 1.9). Internationally,
a rising trend is discernible in the USA as well, where house prices continue to grow,
notwithstanding the recession in 2001 and the loss of jobs in 2002–3. Examples of
countries where the trend was diﬀerent are Germany, Japan, and Switzerland. These
stand out as countries where real house prices have shown a decline since the mid1990s, and their current level is not far from where it was in 1970 (see OECD 2004).
7
Throughout the paper, the term EU does not include the ten countries which joined the Union on 1
May 2004.
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Fig. 1.9. Real house prices in the EU, USA, and Japan
Sources: ECB 2003 and BIS

As for non-Japan Asia, the importance of the housing market for the overall economy was clearly evidenced during the 1997/8 financial crisis. The pre-crisis property
market bubbles in many countries have often been cited (e.g. Quigley 2001) as a major
cause of the regional financial crisis in 1997/8. Financial liberalization and the strong
growth in many countries in the early 1990s attracted large capital inflows, which
in turn fuelled a rapid expansion in lending to the private sector for construction
projects and mortgage financing. The speculative attacks on the currencies and the
sudden capital outflows brought about recessions in these economies and the collapse
in their property prices. Pre-1997 data on the real estate sector in non-Japan Asia
are scarce, but Figure 1.10 shows that real house prices in Hong Kong and Korea fell
sharply in the wake of the crisis. Note that, apart from Korea where government policy
helped create a house price boom in 2002 (see below), property prices in most other
non-Japan Asian economies remain weak despite the fact that the economies have
returned to positive economic growth in 1999.
Several factors have been established by the empirical literature as aﬀecting housing markets. In the EU the aﬀordability of owner-occupied housing has generally
remained constant or improved over the long term. In more recent times, however,
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Fig. 1.10. Real house prices in Hong Kong and Korea
Source: CEIC Data Limited

house prices have risen faster than disposable income in a number of countries and
the ratio of house prices to income has been at, or close to, its maximum since 1980.
At the same time, the low level of interest rates and thus of mortgage rates over the last
few years might have partly compensated for the increase in house prices, increasing
aﬀordability (see ECB 2003b, 2006).
Both real and nominal mortgage rates in the EU and in the USA fell considerably
in the 1990s, after having increased in the 1980s (see Figure 1.11). These developments
closely followed developments in other fixed income markets, although some of
the variation may have been due to other factors, like changes in regulations and
increased competition.
In the long run, demand for housing should depend on the number of households,
which is linked to population growth. 8 The growth rate of working age population,
and in particular of the ‘purchasing’ age group—people aged between 30 and 40
years old—is expected to decline in most developed countries. In Europe, however,
this decline seems to be partly counterbalanced by the increase, over most recent
years, of the number of households, reflecting an increasingly larger number of small
households as well as migration flows.
Another microeconomic factor that is of considerable importance is the structure
and institutions of credit markets. The advent of financial liberalization, particularly in mortgage markets, has increased the sensitivity of house prices to interest
rates, as credit constraints were reduced. During the 1990s, the policy of several
8
Mankiw and Weil 1989 find evidence in the USA that a change in the number of births over time
leads to a large change in the demand for housing, which, in turn, could have substantial eﬀects on house
prices.
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Fig. 1.11. Mortgage rates in EU countries and in the USA
Sources: ECB 2003b and US Federal Housing Finance Board Monthly Interest Rate Survey

EU governments was directed toward favouring owner-occupation, through means
of tax exemptions, interest deductibility, and state guarantees for private housing loans which have been restricted to owner-occupied houses (see ECB 2003b).
Korea gives another interesting example of government policy directed to the housing
market. House prices in Korea began to rise sharply in 2001 after the government
announced a series of measures to boost the local housing market that was badly
aﬀected by the economic crisis. These included providing greater financial assistance to qualified non-homeowners to purchase their first property through lowinterest loans; lowering the acquisition, registration, and capital gains taxes, and
liberalizing the trading in contracts for the right to purchase apartments prior to
their completion. Against the background of favourable macroeconomic conditions,
house prices rose by more than 25 per cent between 2001 and 2003. The Korean
government has since introduced counter-measures to stabilize the housing market. Prices slowed initially in late 2002 but have resumed a rising trend again recently, especially in certain areas in Seoul where demand for housing has remained
strong.
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3.1. Mortgage Markets
Most transactions in the housing market involve a corresponding transaction in the
mortgage market. Mortgage markets in the EU largely reflect several deregulation
measures which were carried out from the 1980s on (and for some countries even
earlier). These measures included, for example, the abolition of interest-rate ceilings,
the relaxation both of quantitative credit controls and of contractual restrictions, and
the removal of strict barriers to entry into the mortgage market. Public mortgage
institutions scaled back the size of their activities and measures were taken to facilitate
the securitization of mortgage loans.
Notwithstanding the common eﬀort toward a more integrated mortgage market,
housing credit systems in the EU continue to be characterized by diﬀerent types
of mortgage contracts, partly reflecting regulatory diﬀerences and partly contracts
and conventions established in earlier periods when inflation rates and interest rate
variability were very diﬀerent across EU countries (see, for example, Maclennan,
Muellbauer, and Stephens 2000). The relative importance of variable and fixed
interest rate contracts and the fees applying to the borrower in case of an early
repayment of the mortgage debt are examples of characteristics of the mortgage
contracts where large diﬀerences are evident across countries.
The degree of mortgage market ‘completeness’ can be defined as the ability of the
mortgage market to serve a broad range of borrowers and to apply lower mortgage
interest-rate spreads. A cross-country comparison addressing the issue of mortgage market ‘completeness’ is available only for a group of eight European countries
(see Mercer Oliver Wyman 2003). Among those, Denmark, the Netherlands, and
the UK seem to have the most complete mortgage market in terms of the range
of products oﬀered and a choice between alternative interest rate adjustment and
repayment options.
Two key indicators of mortgage market ability to provide financing are typically
the maximum loan-to-value (LTV) ratios and the mortgage repayment terms. Across
countries these indicators tend to be correlated with the size of mortgage debt. High
LTV ratios allow borrowers to take out more debt, and longer repayment terms are
then needed to keep debt-service-to-income ratios aﬀordable.
The fragmented evidence available (especially at the EU level) suggests also that
loan-to-value ratios have risen in most countries in recent years, possibly reflecting
the greater availability of mortgage products that permit households to better match
their income and their debt servicing. There are also exceptions to this trend. In Korea, the financial regulator lowered the guideline for the ceiling on LTV for apartments
to 6o per cent from 70–80 per cent in 2002 to curb real estate speculation.
Over the past two decades most industrialized countries have also shown significant changes in the ratio of household mortgage debt over GDP (see Figure 1.12).
Among European countries, the Netherlands, Portugal, Germany, and Spain all experienced a rapid accumulation of debt during the 1990s. Significant diﬀerences exist
across countries which most likely depend on structural features of the mortgage
markets.
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Fig. 1.12. Ratio of nominal mortgage debt over GDP
Source: ECB (2003b) and Federal Reserve Board

An important characteristic of the housing market which has an impact on the
mortgage market structure is the extent of owner-occupation. Housing tenancy structures diﬀer considerably across OECD countries (see Table 1.2). Broadly speaking, the
share of ownership housing is very high in southern European countries, relatively
low in Austria, Germany, and the Netherlands, and in some Nordic countries, and
around two-thirds in most other industrialized countries. In part, these diﬀerences
reflect tax incentives, but they are also supposed to reflect diﬀerences in access to
mortgage financing, since access to mortgage markets should allow households to
achieve homeownership earlier. In practice, however, some of the countries with
the highest number of owner-occupied houses—such as Italy and Spain—are also
those with the least developed mortgage markets. This suggests that mechanisms like
intergenerational transfers and bequests are at work in these countries.

3.2. House Equity Withdrawal
A rise in housing prices is going to aﬀect household consumption if households can
eﬀectively spend the extra liquidity on consumption goods (or invest it in financial
assets). This can take place essentially in two ways. First, households can refinance
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Table 1.2. Mortgage and housing market indicators

Austria
Belgium
Denmark
Finland
France
Germany
Greece
Ireland
Italy
Japan
Luxembourgb
The Netherlands
Portugal
Spain
Sweden
United Kingdom
United States
a Approximate

Residential
mortgage debt
(% of GDP)

Loan-to-value
ratios
(%)

Typical
loan
term

Share of owner-occupied
housing
(%)

1992

2002

Typical

Max.

(years)

1980a

1990a

2002a

—
19.9
63.9
37.2
21.0
38.7
4.0
20.5
6.3
25.3
23.9
40.0
12.8
11.9
37.5
55.5
45.3

—
27.9
74.3
31.8
22.8
54.0
13.9
36.5
11.4
36.8
17.5
78.8
49.3
32.3
40.4
64.3
58.0

60
83
80
75
67
67
75
66
55
80
—
90
83
70
77
69
78

80
100
80
80
100
80
80
90
80
—
80
115
90
100
80
110
—

20–30
20
30
15–18
15
25–30
15
20
15
25–30
20–25
30
15
15
<30
25
30

52
59
52
61
47
41
75
76
59
60
60
42
52
73
58
58
65

55
67
52
67
54
39
76
79
68
61
64
45
67
78
56
65
64

56
71
51
58
55
42
83
77
80
60
70
53
64
85
61
69
68

dates.

b 1994.

Source: OECD 2004.

an existing mortgage loan and take out more debt. Second, when house prices
have risen, households can borrow more from the overall credit system when they
transact with each other in the housing market, because the collateral value of their
assets has risen. The literature refers to the overall result in both cases as ‘mortgage equity withdrawal’, although the underlying mechanisms are rather diﬀerent.
In most EU countries mortgage equity withdrawal is not common. Since 1985, for
example, considering the five largest countries in continental Europe (all in the euro
area), households have been net acquirers of mortgage equity every year, though the
amount has declined in recent years (as a percentage of disposable income). The only
exception is the Netherlands, where the household sector withdrew mortgage equity
between 1996 and 2002 coinciding with the boom in the domestic housing market (see
Figure 1.13).
Mortgage equity withdrawal is much more common in the UK and US markets,
and it has been increasing significantly in the last few years (see Figure 1.14). As
outlined above institutional set-ups in housing and mortgage markets are likely to
be the main reason behind these developments. Other factors of importance could be
low transaction costs and a high rate of homeownership.
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Fig. 1.13. Mortgage equity withdrawal in selected European countries
Note: Mortgage equity withdrawal is calculated as the difference between the net increase in loans
for housing and residential investment
Sources: ECB and EU National Central Banks

Survey evidence in the USA and in the UK suggests that the equity value that
households extract from the refinancing of their mortgages is mainly used to fund
home improvements and to pay down consumer debt. 9

3.3. Discussion
The importance of housing for household wealth, the eﬀect of boom–bust cycles
on financial stability, and the role of mortgage features for the transmission of
monetary policy show how crucial it is to consider housing and mortgage markets as a part of financial structure. This is particularly true in Europe where the
creation of a single market for financial services has so far had little impact (see
Maclennan, Muellbauer, and Stephens 2000). Even within the current European
Monetary Union countries there is significant divergence. This seems to be an important diﬀerence from other places where the mortgage market is fairly homogeneous within each currency area. As the euro zone expands it will be important to
understand the eﬀect of this factor, particularly on monetary policy transmission
channels.
Eﬃciency factors are also important in the housing and mortgage markets as
Box 1.2, on the mortgage-backed securities markets in the USA and Europe, illustrates. The size of the market in the USA and scale of the government-sponsored
9

See for example Board of Governors of the Federal Reserve System 2004.

01-Frexias-c01

OUP148-Freixas-et-al

(Typeset by spi publisher services, Delhi) 51 of 67 July 4, 2007

financial structure and corporate governance
percentage of
disposable income
9
UK
7
USA

51

percentage of
disposable income

9
7

5

5

3

3

1

1

−1

−1

−3

−3

−5

−5

−7
1980

10:45

−7
1983

1987

1991

1995

1998

2002

Fig. 1.14. Mortgage equity withdrawal in the UK and
the USA
Note: Mortgage equity withdrawal is calculated as the difference between the net increase in
loans for housing and residential investment
Sources: Bank of England and Federal Reserve Board

agencies are now so large that issues of stability have also come to the fore. A number
of commentators worry that if any of the large agencies were to fail there would be a
significant risk of instability.

Box 1.2. The Mortgage-backed Securities Market and the Role of
Government-sponsored Agencies
The market for mortgages and for mortgage-related products has increased remarkably in
the last few years. It has become the biggest fixed income market in the United States (see
Figure 1.15). While in the USA more than half of the stock of mortgages is securitized, the
European market for mortgage-related products continues to be very small, albeit with very
large rates of growth occurring in the last few years.
This situation reflects the existence of a number of features of the US mortgage market
which have encouraged the growth of securitization and reduced the need for mortgage
lenders to hold capital. The US mortgage market is currently dominated by mortgage
banks, which are typically the originators of the loans. These loans are then sold primarily
to the US government-sponsored enterprises. These housing agencies play a pivotal role in
the US mortgage market. They buy individual packages of mortgage loans from lending
institutions and either hold them on their balance sheet or securitize them, selling them
into the secondary mortgage market. There are currently five mortgage agencies in the
USA, with diﬀerent corporate structures: one is fully private (Sallie Mae), one is fully public
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Box 1.2. continued
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Fig. 1.15. Outstanding home mortgages in the United
States
Note: Federal agencies are government-sponsored enterprises and federally related mortgage
pools
Source: Federal Reserve Board

(Ginnie Mae), three have a hybrid statute (Fannie Mae, Freddie Mac, and FHLB).a These
last three agencies are privately owned, but operate under a charter with an ‘implicit’ state
guarantee and some advantages (taxes, registration fees, disclosure requirements).b Fannie
Mae and Freddie Mac are the largest among the agencies. They were created in the 1930s
and in the 1970s respectively, as part of an eﬀort to increase homeownership and improve
liquidity in the residential mortgage market. They enjoy an implicit US government guarantee: there is a belief that, in case of possible failures, the agencies would be bailed out by
the US government. In other respects, however, they are conventional shareholder-owned
institutions.
a
Government National Mortgage Association (Ginnie Mae) is a US government-owned corporation within the Department of Housing and Urban Development. Its securities are the only mortgagebacked securities that oﬀer the full faith and credit guaranty of the US government. Student Loan
Marketing Association (SLM or Sallie Mae) was created by the US Congress in 1972 as a governmentsponsored enterprise (GSE). But privatization began in 1997 and the organization oﬀers a wider range
of financial loans. The GSE became a subsidiary of SLM corporation and terminated its ties to the
federal government at the end of 2004.
b
Fannie Mae and Freddie Mac are the only for-profit shareholder-owned companies in the USA
that have a special status granted by a specialized federal charter. They are exempt from local and
corporate taxes and their securities are treated as government securities under federal securities laws.
Moreover, they have access to a Treasury line of credit, as the Secretary of Treasury has discretionary
authority to purchase up to $2.25 billion in obligations issued by them.
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Fannie Mae and Freddie Mac have two main lines of business. On the one hand they buy
and hold mortgages and issue unsecured bonds (in both callable and non-callable form and
with various maturities). On the other hand they provide a guarantee on the MBS backed by
the pools they have assembled in exchange for a fee. They have been increasing significantly
the importance of their first line of business, which is more profitable, especially in the last
few years. In addition, they have recently been annually repurchasing about 50 per cent of
their newly issued MBS each year.
Among the financial products related to the mortgage market, the mortgage-backed
securities (MBS) market has grown particularly strong over the last decade, with an average
growth of more than 10 per cent per annum in terms of outstanding amounts. It is currently
the largest fixed income sector in the USA, with an outstanding balance significantly larger
than the balance of the total Treasury securities market.c
As already mentioned, the European market for mortgage-related products is very small.
MBS issuance accounts for around 50 per cent of the overall European securitization
market, but still represents a small portion of all funding supply for mortgages. Despite
significant growth rates in issuance recorded over recent years, the European market for
MBS is liquid only in the UK and the Netherlands.d In the last few years there were a
limited number of cases of securitization of mortgages originated in another country, but
they never involved mortgages originated in more than one country.
The main reason why the European MBS market remains small and fragmented is the
lack of a harmonized legal framework both concerning features and rules applicable to
mortgages and mortgages loans and the securitization of such loans. This is reflected in
the great variety of mortgage products across Europe. In addition, mortgage markets are
essentially local markets and require in-depth knowledge of the local housing markets, and
only a few European banks originate mortgages in more than one EU country.
Some form of common multi-seller platform has emerged at the domestic level, but the
private sector has to overcome serious coordination problems when setting up these kinds
of platforms.e
In non-Japan Asia, the MBS markets were less developed but issuance has taken oﬀ
in Hong Kong, Korea, Malaysia, and Taiwan in recent years. While the MBS markets in
Hong Kong, Malaysia, and to a lesser extent in Korea, are led by government-sponsored
agencies (the Hong Kong Mortgage Corporation, Cagamas, and the Korea Housing Finance
Corporation), MBS in Taiwan are issued by private banks. In particular, in Taiwan and
Malaysia, MBS first appeared in 2004. In Taiwan, four MBS transactions, all originated by
commercial banks, were recorded in 2004, totalling around T$20 billion (US$600 million).
Separately, Cagamas, ‘the Malaysian Fannie Mae’, issued its inaugural issuance of MBS of
ringgit 1.6 billion (US$420 million) in the same year.
One of the main reasons for these government-sponsored agencies to issue MBS is to
enhance banking stability by reducing the risks associated with mortgage lending. For
example, in Hong Kong, property-related lending accounted for 55 per cent of total bank
c
The total MBS outstanding are the sum of MBS issued by federal agencies and by other assetbacked securities issuers.
d
See for example Moody’s Investor Service 2004.
e
Examples of common structures that have emerged at the domestic level are the Promise-Provide
platform sponsored by the KfW and the multi-seller securitization of Spanish saving and cooperative
banks. On 17 November 2003, the European Financial Mortgage Association project team released a
report proposing a new European-based financial institution, the European Mortgage Finance Agency
(EMFA).
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Box 1.2. continued
lending in 2004. In addition, while mortgage loans in Hong Kong have a typical contractual
life of over ten years, the average maturity of funding is mostly less than three months.
Thus, Hong Kong banks are exposed to both significant concentration and liquidity risks
to mortgage lending.
Given the high ownership ratios in these Asian economies—for example Taiwan has one
of the highest ratios in the world at more than 80 per cent—there are abundant suitable
assets for generating MBS. However, market sources suggest that a major impediment to
the MBS market in these economies is that Asian investors, used to investment instruments
with shorter maturities, are often put oﬀ by the long legal maturities of MBS.

4. Corporate Governance

.............................................................................................................................................
In this section we discuss corporate governance in diﬀerent regions around the world.
Broadly speaking, three types of governance system are observed. In the Anglo-Saxon
countries such as the USA and UK, shareholder wealth creation is the objective of
the governance system. The law is clear that the shareholders are owners of the firm
and the managers have a fiduciary (i.e. very strong) duty to the shareholders. In
continental European countries such as Germany and France, and Japan, corporate
governance is concerned with stakeholders such as workers, suppliers, and so forth as
well as shareholders (see e.g. Allen and Gale 2000a; O’Sullivan 2000). In Germany the
system of codetermination ensures that in large corporations workers’ representatives
have half the seats on the supervisory board so the firm is not run exclusively in
shareholders’ interests. In France and Japan and many other countries it is widely
acknowledged that in practice the firm is run in the interests of many stakeholders
and not just shareholders (see e.g. Allen 2005). Finally, in non-Japan Asia, family firms
predominate and corporate governance is to a large extent concerned with family
control (Claessens, Djankov, and Lang 2000).
Despite the wide variety of corporate governance systems, the vast majority of
the academic literature on corporate governance has focused on the creation of
shareholder value (see e.g. Becht, Bolton, and Röell 2003; Tirole 2006). According
to much of this literature what is desirable for shareholder wealth creation is a wellfunctioning board of directors with suﬃcient outside directors that it is independent
of management, good managerial incentives that align their interests with those of
the shareholder, eﬀective protection of minority shareholders, and full transparency,
disclosure, and accountability. In stakeholder societies much of the literature that
exists is concerned with the role of financial intermediaries and in particular banks.
This would be the Hausbank system in Germany and the main bank system in
Japan (see Allen and Gale 2000a and the references therein). In non-Japan Asia the
usual argument is that family firms create the possibility for exploitation of minority
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shareholders. This means that minority protection of shareholders and transparency,
disclosure, and accountability are important.
In recent years, the aftermath of the large corporate bankruptcies that first took
place in Asia in the middle and late 1990s and then in the USA and Europe has
precipitated a debate about corporate governance. In what follows we will analyse,
using recent examples of corporate scandals and financial market instability, the
most recurrent sources of market failures linked to these episodes and we will briefly
describe the most recent policy reforms addressing these issues.
Recent corporate scandals in the USA, and less significantly in Europe, tended to
be characterized by strong conflicts of interest between managers and shareholders
and between managers and external intermediaries, primarily auditors and financial
intermediaries. Conflicts of interest were significant in the USA, where shareholding is much more dispersed and the use of reward systems which have proved to
have perverse incentives (like stock options, for example) is much more significant.
In Europe and also in Asia, where the role of banks—both as financing providers
and also shareholders—tends to be bigger, problems deriving from ownership concentration have been more severe. In all cases the lack of transparency of publicly
disclosed information was pivotal in the building up of unmanageable balance sheet
positions.
When there are several shareholders, the monitoring of managers by a small group
of owners may not be eﬀective because of a free-rider problem. Everybody gets the
benefit from the monitoring but only the small group pays the cost. These ‘collective
action’ problems tend to be more severe when ownership is dispersed, as is especially
the case in the USA and in the UK. High dispersion of ownership creates the need for
reputational intermediaries, i.e. external monitors that have the task of reviewing the
activities of the firm and ensuring that managers act in the interests of shareholders.
Unfortunately the recent scandals which were brought to light in the USA—primarily
the bankruptcy of Enron and WorldCom—have shown that financial intermediaries
can be ineﬀective and at worst even collude with firms’ management, because of the
presence of conflicts of interest.
Conflicts of interest may arise in diﬀerent ways, can involve diﬀerent actors, and
can be the result of certain institutional settings or corporate practices. Perverse
incentives seem to have originated from share-based company executives’ compensation, in particular in the form of stock options. This form of payment encouraged
managers to drive up the stock price of the company (for example, increasing the
expected return but also the riskiness of future projects) and then realize large gains
through the exercise of their options. At the same time, until very recently, companies
in the USA and in Europe were not required to expense employees’ stock options in
financial statements but only to release the information about the amount outstanding in footnotes. This may have contributed to a misleading picture of the financial
situation of companies.
Other sources of conflicts of interest relate to financial intermediaries which can
be involved in multiple activities (like underwriting, research, and brokerage activities) with the same company. Similarly, ‘reputational intermediaries’, like auditing

01-Frexias-c01

56

OUP148-Freixas-et-al

(Typeset by spi publisher services, Delhi) 56 of 67 July 4, 2007

10:45

franklin allen et al.

Table 1.3. Corporate ownership structure in different countries
Country
Austria
Belgium
Germany
Spain
France
Italy
The Netherlands
Sweden
UK
USA
NYSE
NASDAQ

No. of
companies
50
140
372
193
CAC40
214
137
304
207
0
1,309
2,831

Largest voting
block: median
52
56
57
34.5
20
54.5
43.5
34.9
9.9
0
5.4
8.6

Second largest voting
block: median

Third largest voting
block: median

2.5
6.3
0a
8.9
5.9
5
7.7
8.7
6.6
0
0a
0a

0a
4.7
0
1.8
3.4
2.7
0a
4.8
5.2
0
0a
0a

Note: The table reports the size of the largest, second largest and third largest median voting blocks for nonfinancial companies listed on an official market. For France, the main stock price index (CAC4O) is reported.
a No 5% + voting block.
Source: ECGN (European Corporate Governance Network) as detailed in Barca and Becht 2001.

companies and rating agencies, which review and analyse information on the activities of the firm, have proved to be ineﬀective on occasion. For example, in the case of
Enron, the SEC investigation concluded that rating agencies failed to use their powers
to investigate the operations of the company: this could have resulted from conflict
of interests as well as poor monitoring.
A system which is more common in continental Europe is the stakeholder model
where managers’ interests tend to be less aligned with the shareholders. In these
countries concentrated ownership of shares is more prevalent. Large shareholders
have an incentive to monitor the firm and they tend to become closer to managers and
to be informed about the activities of the company. In 50 per cent of non-financial
listed companies in Belgium, Germany, Italy, and Austria a single blockholder controls more than 50 per cent of voting rights (see Table 1.3). In addition, a particular
feature of the European system is the role played by banks which are often also large
shareholders. For example, some reports suggest that German banks hold around
10 per cent of national corporate equity. But even without holding equity directly,
banks can exert a significant pressure for at least two reasons. First, they are often
custodians for customers that are shareholders and as such represent them and vote
their shares. For example, in Germany, large commercial banks through proxy voting
arrangements often control over a quarter of the votes in major companies. Second,
banks are often directly involved in the management of the company.
Ownership concentration, especially when the regulation framework and other
protection systems against expropriation of minority shareholders are weak, can
become a major corporate governance problem (see Shleifer and Vishny 1997 for the
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pros and cons of ownership concentration). Through owning a large proportion of
the shares, the owners have the power to appoint directors and managers and to
make major corporate decisions that normally require the approval of a range of
shareholders.
Problems with this setting can arise when advantages deriving from the prominent
position of large blockholders outweigh the benefits aﬀecting all shareholders. These
advantages could be monetary (for example, exploiting synergies of production) or
non-monetary, like enjoying amenities associated with the control of the firm. In the
case of Parmalat, for example, majority shareholders exercised considerable power
over the management of the firm to the disadvantage of the other shareholders.
At the same time, mechanisms like pyramid structures, cross-shareholdings, voting
agreements, which are common in Europe as well as in Asia, can undermine market
discipline: such corporate structures often imply that the only eﬀective option for minority shareholders is to sell their holdings. Parmalat, for example, was characterized
by a strong pyramid structure, with two companies at the top that were exclusively
controlled by majority shareholders.
A major source of market failure recorded in the USA and in Europe in the
context of the recent corporate scandals was the lack of relevant information being
publicly disclosed. For example, following the collapse of Enron, substantial diﬀerences in alternative profit measures published by listed companies came to light, in
particular between the so-called pro forma earnings and the earnings reported to the
SEC. Bhattacharya, Daouk, and Welker (2003) try to measure ‘earnings opacity’ in
companies’ financial accounts in several countries. In terms of the overall earnings
opacity measure, the USA performs better than most other countries, although some
diﬀerences exist when more detailed measures are taken into account. Nevertheless,
big accounting scandals were brought to light primarily in the USA, which seems to
imply that more information does not always coincide with more disclosure. In this
context, a key issue is represented by the increasing use of financial innovations and
the related disclosure requirements. The Parmalat as well as the Enron scandals were
characterized by a significant presence of oﬀshore entities or special purpose vehicles
(SPV) that served the purpose of processing fraudulent transactions. The presence of
these instruments can make it very diﬃcult for an investor to comprehend the true
financial position of the company.
We now turn to the situation of corporate governance prevailing in emerging Asia before the financial crises. It is often argued that weak corporate governance contributed to the depth of the 1997/8 financial crisis in Asia (Johnson
2000). In the early 1990s when the five crisis-aﬀected economies—Korea, Indonesia, Malaysia, the Philippines, and Thailand—registered strong economic growth,
companies borrowed heavily from banks to finance their investment projects, some
of which were found to be non-viable ex post. Over-leveraging and overinvestment made them particularly vulnerable to economic shocks. When the crisis
started in 1997, many firms could not secure enough liquidity and went bankrupt,
which in turn caused severe distress to the financial sector and the economy as a
whole.
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Fig. 1.16. Ownership of ten largest non-financial firms by large shareholders
Source: La Porta et al. 1998

In general, the weak corporate governance system in these economies in the
early 1990s was characterized by a series of interrelated problems: concentrated
ownership, a high level of diversification of large companies, little or no effective regulation to ensure the controlling shareholders and management treat
small investors fairly and equitably, and lack of transparency, disclosure, and
accountability.
One prominent feature of corporate governance in the crisis-hit Asian economies
was the existence of large controlling shareholders, usually in the form of controlling family owners. Figure 1.16 shows that, apart from Korea and Taiwan, the
average (cash flow) ownership stakes of the ten largest non-financial domestic
firms by the three largest shareholders in emerging Asian economies were substantially higher than those in the UK and the USA. However, cash flow ownership could underestimate the ultimate controlling stake of major shareholders because of the existence of complex ownership structures of large companies. In Korea, the owners of some large conglomerates or chaebol controlled a
large number of aﬃliates through cross-ownerships, eﬀectively exerting much greater
influence on important corporate decisions. Thus, when the ownership definition is
based on control rights, which takes into account the pyramidal ownership structures, the concentration measures for Korea and Taiwan are increased substantially. 10
Table 1.4 shows that for all non-Japan emerging Asian economies, more than 44 per
cent of publicly traded firms in 1996 were controlled by a family (in the sense that it
10
For example, if a family controls 10% of stock of firm A, which in turn holds a 20% stake in firm
B, by control rights ownership, the family will be measured as having 10% of the voting rights of firm B,
rather than 2% as in cash flow rights.
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Table 1.4. Proportion of family-controlled publicly
traded companies in East Asia in 1996
Cut-off control rights

20%

30%

40%

Japan
Philippines
Taiwan
Korea
Singapore
Thailand
Hong Kong
Malaysia
Indonesia

9.7
44.6
48.2
48.4
55.4
61.6
66.7
67.2
71.5

2.8
22.1
18.4
20.1
32.6
54.8
34.4
45.6
58.7

0.9
8.3
5.0
3.5
14.9
38.9
17.6
14.7
35.4

Source: Claessens, Djankov, and Lang 1998.

holds at least 20 per cent of the publicly traded stock of that firm). It is interesting to
note that even at a much higher cut-oﬀ level of 40 per cent, more than one-third of
companies were controlled by a family in Indonesia and Thailand.
Indeed, the 1997/8 financial crisis exposed the tendency that some family owners
could pursue their self-interest at the expense of minority shareholders, resulting
in a high degree of diversification across diﬀerent businesses and excess borrowing. In Korea, for example, the number of aﬃliates of the thirty largest chaebols
expanded from an average of four companies in 1970 to twenty-two companies,
spanning nineteen diﬀerent industries, in 1996. Very often, the family owners relied
on debt, rather than equity, financing to fund the expansion. The limited use of
equity financing was in part attributed to the reluctance of the owners to dilute their
control over the companies. The weak corporate governance of the banks themselves as well as the cross-ownership of other financial companies also facilitated
the easy credit available to the family owners. Consequently, the leverage positions
of the corporate sectors of these countries rose sharply in the run up to the crisis
(Table 1.5).
Even under concentrated ownership, over-borrowing could not happen easily if the
stakeholders and other minority shareholders were kept informed about the financial
health of the firm. The proper disclosure of information, however, was hindered by
the lack of independent boards of directors and auditors. Given the dominance of
bank financing in those countries, banks could fulfil a role in checking on whether
the firms are properly run. But banks’ monitoring function was hindered by some
controlling family shareholders who were reluctant to disclose financial information
of the companies so as to protect their control over the firms and other insider
benefits. In addition, the existence of relationship banking and weak governance of
the banks themselves prior to the crisis meant that banks were not in a position to
properly assess the risks. These factors eventually resulted in large-scale bank closures
in these countries (Table 1.6).
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Table 1.5. Debt-to-equity ratios of the corporate
sectors
Indonesia

Korea

Malaysia

Philippines

Thailand

n.a.
n.a.
253
238
215
223
229
307

297
318
325
313
308
306
336
425

40
45
45
42
46
49
71
88

181
149
121
119
102
107
109
149

145
152
138
140
126
140
146
350

1990
1991
1992
1993
1994
1995
1996
1997

Notes: Debt-to-equity ratio = total liabilities/stockholders’ equity.
Source: Asian Development Bank 2001.

4.1. Recent Corporate Governance Reforms in the USA,
Europe, and Asia
In the wake of the financial crises in Asia and the recent corporate scandals in the
USA and Europe several policy measures were implemented to address the sources of
Table 1.6. Mergers, closures, and state interventions of financial institutions
(June 1997 to June 1999)
Mergers
Indonesia

Korea

Four of the seven state
commercial banks to
be merged into a single
commercial bank.
Nine commercial banks
and two merchant
banks to create four
new commercial banks.

Malaysia

fifteen mergers (finance
companies and
commercial banks).

Philippines

Four commercial bank
mergers.
Three mergers involving
five commercial banks
and twelve finance
companies.

Thailand

Source: Lindgren et al.1999.

Closures

State interventions

Sixty-four commercial
banks.

Twelve commercial
banks.

Five commercial banks,
seventeen merchant
banks, more than 100
other non-bank
financial institutions.
None.

Four commercial banks.

One commercial bank.

One merchant bank and
three finance
companies under
central bank control.
None.

fifty-six finance
companies and one
commercial bank.

Six commercial banks
and twelve finance
companies.
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market failures. In the USA, policy measures addressed conflict of interests and lack of
disclosure/transparency. Most of these reforms were included in the Sarbanes–Oxley
Act and in related changes to the rules required by the SEC for disclosure of information of listed companies. Concerning conflict of interests of financial intermediaries,
these new measures require investment banks to adopt operating procedures aimed
at separating their research functions from their underwriting business. In terms of
disclosure requirements, CEOs and CFOs can be criminally prosecuted when the
accounting statements accompanying company reports turn out to be inaccurate.
Several actions were taken also in Europe. 11 In particular, in May 2003 the European
Commission adopted the ‘Company Law and Corporate Governance Action Plan’.
The two guiding principles of this action plan are improving transparency and empowering shareholders. No proposal was made for a European Governance Code and
it was recognized that ‘in this area soft law instruments such as recommendations,
rather than prescriptive detailed legislation’ are more appropriate. 12 All in all EU
responses—which took the form of several directives to be implemented at the
national level—seem to be more inspired by a principle-based regime, emphasizing
transparency and self-governance, rather than a rule-based regime.
Proposed measures are aimed at increasing transparency in company accounts,
shareholders’ rights, and establishing requirements for higher quality of auditors’
work. The main regulatory change which took place was the introduction of International Financial Reporting Standards (IFRS) for the financial years starting
on or after 1 January 2005. After this date all EU listed companies have to follow
these common standards, which aim to increase transparency and comparability of
financial statements. The disclosure of information on SPVs and the recognition in
income statements of the fair value of stock options and similar forms of employee
compensation are also included in these reporting standards. In the USA, the recognition of stock options in a company’s financial accounts was also required starting
June 2005.
In the aftermath of the Asian crises, the aﬀected countries introduced wide-ranging
reform measures to address problems of weak corporate governance. Most of these
measures focused on how to improve the protection of the rights of both minority
shareholders and creditors.
In terms of the protection of creditors’ rights, Korea, Thailand, and Indonesia
have amended their bankruptcy-related laws since 1997. Thailand and Indonesia
also used informal workouts extensively in corporate restructuring while Korea
introduced the Corporate Restructuring Act recently to provide formal legal ground
for workouts. Meanwhile, much more work has been done to improve the rights of
minority shareholders. For example, in Indonesia, Korea, Malaysia, and Thailand,
the authorities strengthened the transparency and disclosure requirements. Now, all
four countries require listed companies to submit their audited annual reports within
For a review of the policy initiatives in the pipeline see, for example, Maddaloni and Pain 2004.
See ‘Future of the company law action plan’, speech by Charlie McCreevy, European Commissioner
of Internal Market and Services, on the occasion of the Listed Companies and Legislators in Dialogue
Conference, Copenhagen, 17 November 2005.
11
12
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Table 1.7. Corporate governance in Asia
China HK India Indon. Korea Malay. Phil. Sing. Taiwan Thai.
Must companies report
their annual results
within two months?
Are class action
lawsuits permitted?
Is voting by poll
mandatory for
resolutions at AGMs?
Can minority
shareholders easily
nominate
independent
directors?
Can shareholders easily
remove a director
who has been
convicted of fraud or
other serious
corporate crimes?









s

s

s

s

s

s

s



s

s

s

s

s

s

s





Note: s = somewhat.
Source: Asian Corporate Governance Association Corporate Governance Watch 2004.

three months and report information that is sensitive to share prices immediately. In
addition, all these countries tightened the conditions for appointing a director and
an internal auditor.
While it is generally agreed that corporate governance in post-crisis Asia has
improved significantly, there is still room for further changes to move them in the
direction of the USA. Table 1.7 shows that many countries in Asia still lack provisions
in five major areas of corporate governance.
One key impediment to corporate governance in non-Japan Asia, at least for the
less developed economies, is weak enforcement. Nam and Nam (2005) suggest that
regulatory bodies, including the securities exchanges and financial regulators, as well
as the prosecutors’ oﬃces appear to be far less active in enforcing the rules that aim to
improve corporate governance. As a result, the eﬀects of many of the reform measures
introduced were severely limited.
Another important issue is the extent to which these legal rules matter in practice.
Other mechanisms such as competition, reputation, and relationships also have an
important role to play. Allen and Gale (2000b), for example, argue that in many cases
competition can lead to eﬃcient governance. In the UK, Franks, Mayer, and Rossi
(2000) have shown that significant changes in minority shareholder rights had little
eﬀect. They argue that trust and reputation played an important role. Allen, Qian, and
Qian (2004) find that in China an ineﬀective legal system and rampant corruption do
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not prevent very fast growth. They also argue trust and reputation can take the place
of legal protections.
In the same vein, many have argued in recent years that good corporate governance
can be obtained by listing in a country with good governance laws. Our box for this
section casts doubt on the validity of this notion.
The focus on Anglo-Saxon views of corporate governance in the academic literature also leads to a lack of perspective on stakeholder and family systems. Although
when evaluated in terms of the Anglo-Saxon norms of creating wealth for shareholders they may do poorly, they may allow greater eﬃciency overall. For example, Allen
and Gale (2000a) and Allen (2005) show that stakeholder governance taking into
account a broader range of interests can lead to a Pareto improvement compared to
pursuing just shareholders’ interests when markets are incomplete and contracts are
imperfect. Much more research on the diﬀerent ways in which corporate governance
operates around the world is needed.
Au: Please
provide
Box 1.3. Overseas listing and corporate governance: the case of China Aviation citation for
Box 1.3.
Oil (Singapore) Corporation
Over the past few years, more and more Chinese enterprises, especially the state-owned
firms, have applied for public listings in major international financial centres such as
Hong Kong and Singapore to raise funds. In fact, the initial public oﬀerings by Chineserelated companies have dominated the public listing activity in Hong Kong in recent years
(Figure 1.17). Meanwhile, the Chinese authorities hope that the management of Chinese
corporations can be improved by being exposed to oversight by international regulators and
investors. However, the application for court protection from creditors by China Aviation
Oil (Singapore) Corporation Limited (CAO) after losing US$550 million in derivative
trading in December 2004 has renewed concerns about the governance of these overseaslisted Chinese companies.a
CAO was listed in the Singapore Stock Exchange in December 2001. Its parent company
in China—the state-controlled China Aviation Oil Holding Company (CAOHC)—supplies
jet fuel for domestic and foreign airlines, accounting for one-third of total consumption in
China. CAO began using derivatives in 2003 to help airlines hedge their exposures to volatile
oil prices, and the company acted as a back-to-back agent between the airlines and oil
derivative traders. However, soon the chief executive of CAO decided to use the company’s
funds for trading oil derivatives and hoped that would earn the company much higher
profits. At first, CAO recorded strong gains in 2003 and share prices rose sharply from
SGD 0.3 at end 2002 to a peak of SGD 1.9 in March 2004.
Entering 2004, however, CAO started to incur losses in its derivative dealing by speculating that oil prices would fall. By March 2004, the CEO realized that CAO had incurred
a potential loss of US$5.8 million in derivative trading and the potential loss escalated
to US$35.8 million in the following quarter. Instead of cutting back the positions, CAO
increased its exposures in anticipation of oil prices falling. In October 2004, as crude-oil
a

In February 2004, China Life Insurance acknowledged—after its New York Stock Exchangelisted shares fell sharply—that Chinese government auditors had uncovered widespread irregularities
at its parent company.
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Box 1.3. continued

prices rose to a record high of over US$50 a barrel, the company’s debt mounted rapidly. On
29 November 2004, CAO filed for court protection after realizing losses of US$550 million
from trading oil derivatives, and was granted by the High Court until 21 January 2005 to
work out a restructuring plan and to get the creditors’ approval by 17 May.
The event highlights some corporate governance issues. First, corporate governance and
enforcement mechanisms are closely linked as they aﬀect the ability of companies to commit to their external investors and other stakeholders. While well-established legal systems
and capital markets provide a good platform for good corporate governance, an eﬀective
check-and-balance system on the managers should also be in place. Second, an important
policy challenge is how to ensure that managers will disclose accounting information to the
public on a consistent and timely basis. In the case of CAO, if the management could have
stopped taking excessive risks in derivative trading and also if shareholders and regulators
had been aware of the losses earlier in the year, the damage could potentially have been
reduced to a more manageable level. Third, the risk of investing in overseas-listed stateowned enterprises could be much higher than perceived, as it is not necessarily covered by
a state guarantee. It is still unclear to what extent the Chinese government-owned parent
company, CAOHC, will bear the loss of its subsidiary unit in Singapore.
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Fig. 1.17. Initial public offering in Hong Kong
Source: HK Exchange and Clearing Ltd

5. Concluding Remarks

.............................................................................................................................................
We have considered the diﬀerent patterns of institutional ownership in the euro area,
the UK, the USA, Japan, and non-Japan Asia. The role of institutions in each country
is quite diﬀerent. In the euro area and Japan the most important institutions are banks
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and other MFIs. Households put a large amount of their assets in their instruments.
In the UK and USA, households are much more exposed to equity fluctuations. In
the UK this is through equity held in insurance companies and pension funds while
in the USA there is a considerable amount of directly held equity in addition. One
interesting development in recent years is that central banks, particularly those in
Asia, have become major institutional investors. This is likely to have a significant
impact on the US Treasury market and the determination of medium- and longterm interest rates. The diﬀerence in objective functions between central banks and
private financial institutions is also likely to have important beneficial implications
for financial stability.
We also considered diﬀerences in the housing and mortgage markets. Since housing is such a major component of wealth in most countries, these are a key part of the
financial structure of economies. Housing prices have risen in most countries but at
widely diﬀerent rates. This has led to diﬀerences in the rate of equity withdrawal. Possible falls in house prices in countries where large increases have occurred potentially
impose a systemic risk. The large diﬀerences in the structure of mortgage markets
across countries suggest a significant diﬀerence in eﬃciency. The role of MBS in the
USA compared to other countries is particularly striking in this regard.
Corporate governance diﬀers significantly around the world. We have suggested
that the sole focus on creating value for shareholders may be misplaced, particularly
in Europe and Asia. Widespread failures of corporate governance are still not fully
understood.
Institutional investors, the housing and mortgage markets, and corporate governance are important components of a financial system. They play a significant role in
determining the eﬃciency, stability, and monetary policy transmission properties of
a financial system. One important question concerns whether one financial structure
is better than another. To answer this question requires a full understanding of how
diﬀerent financial structures aﬀect eﬃciency, stability, and monetary policy transmission and how these factors should be traded oﬀ. We believe that much more research
remains to be done before these issues are fully understood.
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