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 Bank credits are important for corporate investment, even in countries that are 
supposed to have “stock market-based financial systems” like the UK and the USA. As 
we can see from the table below, in the 1970s and the 1980s, bank credit accounted for 
14.7% and 23.3% of corporate financing in the USA and the UK, as opposed to 18% in 
Germany and 34.5% in Japan. In contrast, new equity provided only 2.3%., 3.9%, 7%, 
and -4.9% of corporate finance in Germany, Japan, UK, and the USA during the same 
period. Indeed, in the USA, the stock market took money out of the corporate sector, 
rather than bringing money into it. 
 

Table. Gross Sources of Finance in Selected Countries (1970-89) (%)                      
 Germany Japan UK US Korea* 

Internal 62.4 40.0 60.4 62.7 29.0 

Bank finance 18.0 34.5 23.3 14.7 18.9 

Bonds  0.9  3.9  2.3 12.8  5.7 

New equity  2.3  3.9  7.0 -4.9 13.4 

Trade credit  1.8 15.6  1.9  8.8  n.a. 

Capital transfer  6.6  n.a.  2.3  n.a.  n.a. 

Other  8.0  2.1  2.9  5.9  n.a. 

    *1972-91 

 
 It may sound strange that the stock market actually played a negative role in 
corporate financing in the USA, but in fact the main function of stock market in a stock-
market-based financial system is not investment financing but providing the market for 
corporate control. This is also confirmed by the recent Korean experience. Contrary to 
conventional wisdom, the stock market in Korea used to be even more important in 
corporate investment financing than that of the USA or the UK until the 1980s (see the 
table above). However, since its financial liberalization and opening-up since the late 
1990s, the Korean stock market has stopped financing corporate investment. Since 2001, 
the Korean stock market has been taking more money out of the corporate sector than it 
has paid into it through high dividends and the purchasing of own shares to prop the 



share prices up.1

 Anyway, given the importance of bank credits in investment, government 
policy towards bank lending is crucial in deciding the future of the economy. 
 The problem, however, is that banks do not like to lend money to productive 
enterprises, if they are given a choice. There is a saying among the British bankers that 
they should never lend money to anyone who needs it. Without government regulation 
to push them into other areas, they prefer to lend to consumers, often using their houses 
as collaterals. For example, in the early 1990s, just before the financial liberalization, 
90% of Korean bank loans went to the corporate sector; now the ratio is below 40%. 
Therefore, regulations to encourage corporate lending and suppress consumer lending 
are necessary if bank credits are to be used for economic development. 
 In addition to controlling the total quantity of bank lending to productive 
enterprises, the government needs a policy to determine what kind of enterprises are 
going to get the loans. This is where the role of bank credit as an instrument of 
industrial policy comes into the picture. 
 The importance of bank credit for industrial policy is nowhere better illustrated 
in the Japanese development experience. In the 1980s, when the debate on Japanese 
industrial policy was at its height, some anti-industrial policy economists argued that 
industrial policy cannot possibly be a cause of Japan’s economic success because Japan 
did not have much industrial policy in the first place. They pointed out that Japan’s 
industrial subsidies as a proportion of GDP were lower than OECD average. The 
problem with this argument was that Japan used more of means other than subsidies to 
conduct its industrial policy. By the 1980s, tariffs had become relatively unimportant 
but before that they were an important means to promote newly-emerging industries. In 
addition, Japan used cartel arrangements to reduce competition when necessary 
(recession cartel, investment cartel, cartel for technology upgrading, etc.), regulation on 
technology imports, regulation on foreign direct investment, and many other means to 
ensure that domestic firms have the space and the incentives to accumulate 
technological capabilities. The resources that are necessary for industrial upgrading 
                                            
1 The interesting thing to note is that both bank credit and stock market play greater role in 

corporate investment financing in the developing countries than in the developed countries. This 
is because firms in the developed countries have much larger internal reserve to draw upon. For 
example, as we can see from the table above, in the 70s and the 80s, internal reserves accounted 
for 60% of corporate financing in the older industrial countries of the UK, the USA, and 
Germany, while it accounted for only 40% in Japan and 30% in Korea. 
 



were supplied not mainly by subsidies but mainly by bank credits, which were 
channeled according to government industrial policy. 
 It was not just Japan and other East Asian countries but also a number of 
European industrial-policy states such as France, Finland, and Norway that regulated 
bank lending for industrial policy purposes. They all used some combination of state-
owned banks, bank lending regulations, and specialized banks (e.g., development bank, 
bank for SMEs) to promote investments in the industries that the government wanted to 
promote. More recently, with financial liberalization and privatization of state-owned 
banks, directed credit programmes have become much less important even in these 
countries, but this issue needs to be brought back into the agenda, as liberalized banking 
sector is not working, as in the case of Korea. 
 Another trouble with the banks is that their credits are usually for the short term. 
In practice, bank often roll their credits over, so in effect it becomes longer term, but 
they can, and do, refuse to do that in times of difficulty. This unfortunately can kill off a 
lot of enterprises that are viable in the long run but may not earn enough to pay back the 
interests because of macroeconomic conditions. 
 One obvious solution is to set up banks that will lend long term, which is the 
development bank. Unfortunately, this option has become very unpopular, and is even 
pushed by the World Bank, which after all is a development bank itself. It may be true 
that some of the development banks have been mired in inefficiency and corruption, but 
there are very successful examples from Japan, Korea, and Brazil, and development 
bank should be brought back to the policy agenda once again. 
 Short-term nature of bank lending has recently become intensified due to the 
introduction of the Basel capital adequacy standard, which is pro-cyclical. With Basel II, 
the problem is going to be even worse for developing countries, whose companies do 
not have good credit ratings. A dose of anti-cyclicality needs to be introduced into the 
Basel standard in order to overcome this problem.  
 


