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Chapter 1

Introduction

1.1 Motivation, subject and object of the thesis

The mechanisms through which economic agents coordinate their activities differ dra-
matically across societies, in particular across developed Western nations. Significant
differences exist in the character of relationships of investors and firms' managers.  In
some countries a vast majority of firms has a controlling shareholder while in other coun-
tries ownership of most large firms is dispersed. Firms maintain close relationships with
banks in some societies but not in others. The market for corporate control is very active
in some systems but practically non-existent in others. The relationships among capital
and labour also differ significantly. The main level of collective bargaining may be a na-
tional, an industry or a firm level.  In some countries there is a dense web of exchanges,

binding employers and unions across these levels and extending over a wide range of issues

going beyond industrial relations as such. In other countries there is nothing remotely
resembling this.  In some societies economic and social policy decisions are made jointly
by the government and major organized interests, and implemented jointly as well, while
in other societies organized interest can at most lobby the political process. Significant
differences also exist in interfirm relationships and in vocational education and training.

Why did these differences emerge and why do they persist? Are they the result of
idiosyncratic processes of development in each country or can some generalizations be
obtained? Do these differences influence the performance of national economies?  In
each of the areas mentioned, is one system inherently better than others?  If so, why
do we not observe this system in all countries? These questions are of fundamental
theoretical interest on their own right. The answers, however, are also of considerable

1



2                                                1. Introduction

practical importance. If the differences in organizational mechanisms have implications

for performance of national economies, and organizational mechanisms predominant in
a particular country are obviously less efficient than some other mechanisms used in

other countries, should the government of this country try to promote by more efficient

mechanisms by regulatory measures? How likely it is to succeed in changing the system,

and on what factors this depends? Will the new mechanisms work as well as in the
countries where they originated, and again, on what factors this depends?

The importance of these questions has significantly increased in recent decades.  In-

creasing internationalization of economies has intensified international competition. Since

1980s many observers in the USA and Great Britain began to perceive that mechanisms

of corporate finance and governance and mechanisms of vocational education and train-
ing in these countries hinder their economic performance. This resulted in heated policy

debates, with many authors suggesting the respective governments to change the regula-

tory environment of the financial systems in order to facilitate the development of some

governance mechanisms more typical for Continental European countries. In the latter

countries, on the other hand, some dissatisfaction with characteristics of their governance

systems exists as well, and suggestions are made to change the regulatory provisions in

order to promote governance mechanisms more typical for Anglo-Saxon countries. How
should the governments react to such proposals? The increase in international mobility
of capital has led to some convergence of financial systems. How should the governments

react to these developments? Harmonization of company and financial law within the

European Community requires the choice of the degree to which the legislation should be

harmonized, and the choice of the type of a governance system in each given area (corpo-
rate finance and governance, interfirm relations, industrial relations, vocational education

and training) which serves as a point of reference in drawing the common legislation.

Finally, ex-communist countries face the opportunity, but also the necessity, to choose

the mechanisms which will govern all aspects of relationships among economic agents in

these countries. Policy makers in both developed and transitional countries thus face

important choices. In making them, they clearly will benefit from an understanding of
factors behind the differences of mechanisms of economic organization.

Our research is motivated by these questions. We cannot, of course, investigate the
whole complex of issues introduces here. We do not investigate directly the relative ec#
nomic efficiency of different organizational mechanisms, although, of course, this question
is always present at the background of the analysis. We perceive that this question has
received rnuch more attention in the literature than the question of the reasons behind
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the persisting differences of these mechanisms across countries. We therefore concentrate
on this latter question.

We further focus our analysis by concentrating on some areas of economic organi-
zation and paying less attention to others. We concentrate on macro- and Ineso-level
of economic organization (relationsliips of economic units such as households, firms, em-
ployer's organizations and trade Uniolls) and do not consider the micro-level (relationships
of individuals within these units). Within this broad category we focus primarily on or-
ganization of industrial finance and corporate governance.  We also analyze systems of
industrial relations, and modes of economic policy formation and implementation.  We
pay less attention to organization of vocational education and training and do not consider
interfirm relationships, largely because of insufficient datal.

While we pay attention to characteristics of regulatory environments and political
processes in specific countries, our goal is to establish whether cross-country variations in
organizational mechanisms can be explained by some more basic, less alterable factors,
such as environmental conditions and broad social structures. This focus is suggested by
the basic perspective of comparative research which states that political and regulatory
factors for the most part do not act as independent forces but mediate the influence of
more basic forces, and thus can (and should) be explained in terms of these forces. The
explanation in terms of regulatory and political factors alone is thus incomplete.

For each of the areas we focus on, it emerges that cross-country differences in pre-
dominant organizational mechanisms are very closely related to differences in national
culture, much more closely than with differences in any other basic factor. We thus pay
a special attention to national culture as a factor shaping the patterns of economic orga-
nization, and investigate mechanisms through which cultural characteristics influence the
characteristics of mechanisms of economic organization.

This study concentrates on the developed Western countries, namely Australia, Aus-
tria, Belgium, Canada, Denmark, Finland, France, Germany, Great Britain, Ireland, Italy,
the Netherlands, New Zealand, Norway, Spain, Sweden, Switzerland and the USA. While
taking all these countries into consideration has been customary in a comparative research
on industrial relations, this represents a new step in the analysis of the factors behind
the differences in systems of corporate finance and governance. Virtually all previous
studies concentrated on at most four countries (Germany, Great Britain, Japan and the

i Some evidence of cross-country differences in interfirm relationships exist  but is limited to specific
industries in a very limited number of countries. The precise extent and character of cross-country
differences in interfirm relationships is at present not known
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USA), and more often on only two or three of these countries2. The advantages and

disadvantages of concentrating on a very small number of countries are well known in a

comparative literature. Such analysis permits a more in-depth investigation and reduces

the danger of superficial conclusions. However, two or three countries tend to differ in
very many characteristics, and the choice of one of them rather than the other as an ex-

planatory factor may become rather arbitrary. The validity of generalizations from such
analysis is thus always doubtful since the character of relationships between the indepen-

dent variable and the selected dependent variable may not be the same for most of other

countries  (e.g.    Bean,   1994).   We  find  that this problem  is very relevant for investigation
of factors behind the differences in systems of industrial finance. Explanations suggested

on the basis of two- or three-country comparisons, as a rule, do not hold for a wider range

of countries.
The rest of the Introduction is organized in the following way.  In the next section

we describe a precise meaning we give in this thesis to terms which allow multiple inter-

pretation (such as 'values' or 'culture'). In Section 1.3 we state general methodological

principles which will guide our investigation. In Section  1.4 we provide a broad overview of

potential explanations of cross-country differences in economic governance systems, con-

centrating on cultural factors. Finally, Section 1.5 contains an overview  of the contents

of the thesis.

1.2 Some definitions

Some of the terrns widely used in our study (such as 'culture') may acquire a variety of

meanings none of which is generally accepted in the literature. In this section we define

the meaning which is given to these terms in this study. We also introduce some other

conventions we use.

A governance system is a complex of processes and governance mechanisms through

which the particular types of interactions among economic units are organized. Examples

of a governance system are the financial system, the system of industrial relations, the

system of formation and implementation of economic policy, the system of vocational

education and training, and the system of interfirm relationships. We note that regula-

2The exceptions are the studies of the effect of legislative protection of shareholders and creditors in

49 countries by La Porta e.a.  (1997,  1998) and the study of the effect of state participation in provision of
pensions on the development of stock market in 17 countries, mentioned by Roall (1996) These studies,

however, only perform statistical analysis and do not investigate individual countries.



1.2. Some definitions                                                               5

tory provisions do not form a part of a governance system itself, but are a part of its
environment.

A system of industrial finance is a complex of processes and governance mechanisms
through which the financial resources are transferred from savers to industrial firms. This
system, in particular, includes corporate governance arrangements in which investors are
involved.

A system of industrial relations is a complex of processes and governance mechanisms
through which the employment relationships are organized.

By a mental model we understand an interpretative framework with which an indi-
vidual makes sense of the his or her environment, determines the goals of his actions and
chooses the means of achieving them. The term 'mental model' has been introduced by
Denzau and North (1996). A closely related term is 'mental programming' (Hofstede,
1980).

We use the definitions suggested by Hofstede (1980) for terms related to culture. A
value is defined as a broad tendency to prefer certain states of affairs over others. Values
are attributes of individuals as well as collectivities. A value has an intensity (reflecting
the importance of the issue involved for the individual) and direction (reflecting which
outcomes are identified as 'good' and which - as 'bad'). Some values are mutually related
and form value systems. It is important to note that the term 'value system' refers not
to the set of all values held by an individual, but to a subset of values in this set which
are closely mutually related. The extent to which different values cluster in value systems
can be identified empirically. A societal norm is a value system held by a majority of
population in a particular country. Culture is defined as "the collective programming of
the mind which distinguishes the members of one human group from another" (Hofstede,
1980, p.  21).  We use the term cultural characteristics interchangeably with 'societal
norms'.

When we talk about the top person in the firm and it is not important whether he is
a controlling owner or a salaried top manager, we refer to him as a governor of the firm.
For convenience we use a female gender ('she') referring to investors and a male gender
('he') referring to governors of firm.

In cases when a particular argument is applicable to the financial system as a whole
and not only to the system of industrial finance as its subsystem, we use the two terms
interchangeably. This is a customary practice in the literature.
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1.3 Methodological principles
Comparative studies of orgariizational phenonietia are directed by tlie following general

methodological principles (Poole, 1992):

• Focus upon broad societal structures and processes

The explanations for cross-country differences in governance systems should (at least

originally) be sought in the environmerital context, in broad societal structures and pro-

cesses. aIid Ilot in the regulatory framework of the particular governance system. Analyt-
ically this framework is an intervening and not an independent variable. and thus itself

has to be explained. This principle is implied. in particular. by the non-spuriousness

requirement for establishing causation between two variables (the empirical correlation

between the two variables should not be due to a variation in a third variable that is
itself the cause of the variation in both variable; we discuss this and other requirement in

Section 2.1).

• A multidisciplinary perspective

• Emphasis upon explanatory conditions rather than descriptive categories

• Importance of historical as well as contemporary dimension

The special significance of the temporal dimension is connected with the importance of
understanding the origins of organizational patterils. ancl with a necessity of distinguishing
causation from a simple correlation of contextual and organizational variables.

Our investigation will be guided by these general principles of a comparative analysis.

1.4  Why do governance systems differ?

The character of governance systems is shaped by a variety of ecological, economic, cul-
tural and political factors. Cross-couIitry differences in all these factors contribute to

some extent to cross-country differences in characteristics of governance systems. It is of
course impossible to provide a complete explanation of these differences on the basis of

only one or two factors. The task of the researcher is to single out those factors which

play the most important role, that is, the factors the differences in which can explain the

largest share of differences in characterist ics of governance systems.
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There are several suggestions in the literature on what these nlost important factors
are. Some authors suggest that polit ical and regulatory factors   (of  tlie   past   or  of  the
present) have been crucial. Other authors put all eniphasis on more basic factors, such as
social structure (in case of industrial relations) and the level and character of economic
development (in case of financial systems). These authors suggest, however, that what
is important is not the differences between the countries on these diinensions at present,
but the differences in the past, several decades ago, when the character of the governance
systems was shaped. Once a governance system has acquired its distinctive character, it
rarely changes significantly.

Differences in the characteristics of the governance systems we consider are rarely
analyzed in terrils of basic factors on which developed countries differ at present. This is
perhaps understandable. The range of such factors which can plausibly influence economic
organization is not so large, and is smaller than several decades ago. Thus, the countries
we consider differed much more significantly in the past than at present in such aspects
as the level of economic development, available teclinologies or social structure.  Most
important basic factors in which differences among developed Western countries continue
to exist are their size and cultural characteristics. Size has been tried as an explanatory
factor for all governance systems we consider. It appears to have some effect on the
process of policy formation and implementation and the character of industrial relations,
but proved to be not sufficient as an explanatory factor. At the same time, no apparent
relationship between the size and characteristics of financial systems has been found.

On the other hand, a possibility that cultural factors niay explain differences in char-
acteristics of governance systems in Western has not been investigated in the literature.
Meanwhile, there are both theoretical and empirical reasons to anticipate that such an
influence may be important.  From a theoretical point of view, the influence of culture
may be forthcoming since agents are guided in their actions by their mental programmes,
and these are significantly influenced by culture. We shall dwell on this issue in some
detail.

Individuals choose their actions on the basis of mental models with which they inter-
pret various aspects of their environment, and evaluate likely effects of difTerent courses of
action. The world is far to complex for each individual to build the mental model solely
through a direct experience. Chances of his or her survival until the time such a model will
be reasonably effective are minimal.  Most of the knowledge required to build an effective
mental models is transformed indirectly, through an ongoing communication with other
individuals.  For this reason, significant aspects of mental IHOdels will be similar for people
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communicating  with each other (possibly through written sources). The shared aspects

become codified in culture. The basic components of the mental models are learned from

parents in the early childhood and form individual's values, which permeate less basic

attitudes and interpretative frameworks of the individual. Learning a language alone pro-

vides a person with important inputs for building a mental model since different aspects

of language reflect significantly the mental models of cultural groups using it (Denzau

and  North, 1994). Differences in shared mental models may affect how agents perceive

different governance mechanisms, what characteristics they take into account, and what
criteria they use in choosing among options. This is true not only for economic agents but

also for political agents who determine the regulatory environment, and thus influence the
attractiveness of different alternatives.

Furthermore, a continuing successful functioning and development of society requires

an advancement of some common goals. Societies thus have to ensure the advancement

of these goals; at the very least, they have to ensure that these goals are realized to

a sufficient extent so that society does not disintegrate.  One of the most important
mechanisms which ensures that societal goals are advanced to a sufficient extent is an
incorporation of these goals in cultural norms and their internalization by individuals

in their mental models. These norms may prevent actions of individuals which hinder

the advancement of societal goals, and/or facilitate actions which are conductive to such

advancement. It is impossible to determine rationally which restrictions on individual

actions ensure the greatest well-being of the society and its members (or, indeed, how to
measure this well-being). Different societies arrived at different solutions  of this problem

and incorporated them in their cultural norms. Cultural norms of different societies thus

restrict the actions of individuals (including the choices of governance mechanisms of

economic transactions) to a different degree and in different ways.

An additional reason to expect that national culture significantly influences economic

organization at a macro- and meso-level is that such an influence is observed for other types

of organization, in particular economic organization at a micro-level and organization
of the political system (e.g. Hofstede, 1991). In addition, studies analyzing economic

organization on macro- and meso-levels in East Asian countries suggest that cultural

effects are significant. These studies have been severely criticized in the literature for
using impressionistically obtained cultural characteristics, and cannot claim to establish

the influence of culture with scientific rigour. Nevertheless, they suggest that the analysis

using more objectively derived cultural characteristics may find that their influence is

substantial.
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The range of countries on which potential explanations of the differences in governance
systems has been tested differs for different goveriiance systems. For the system of itidus-
trial finance, almost all researdiers have restricted attentioii to a few major countries -
the USA, Great Britain, Germany, Japan. On the basis of coinparison of these countries.
the researcliers have suggested that the (lifferences in character of economic development
in the past or tlie differences in the regulatory environment are the crucial facti,rs be-
hind the differences iIi the characteristic:s of the system of industrial finance. There are
several problems with these explanations. First, even for the countries mentioned. both
factors fail to explaiii some significant differences in Systeins of indtistrial finance. Great
Britain is an especially probleniatic case. One is liard pressed to explain the differences
in the character of financial systems in Britain and Germany by the differences in their
regulatory environment. The explanation by the differences in the character of economic
development, also remains widespread, is much less convincing now than fifteen years
ago, in the light of the recent research on the historical evolution of the British financial
system. Second, these explanations have not been tested for a wider group of societies.
It is thus unclear how general they are. The fact that they are far from perfect even for a
small group of countries, one suspects that their generality niay be liInited. At the same
time, a testing on a wider group of countries may significantly reinforce their status, if
they provide a convincing explanatioris of differences in this group. Third, even if the
explanation by regulatory differences is correct,   from the theoretical point   of  view  it   is
incomplete. Differences in regulatory provisions are themselves likely to be caused by
differences in more basic factors. Thus, the analysis of the reasons for tlieir differences is
required. For practical purposes. however, both the conclusion that regulatory differences
are the main factor explaining the differences in the character of financial systems, and
the conclusion that regulatory differences do not irifluence the organization of the system
of industrial finance very much, are very important.

Thus, what is called for at this stage is a systematic testing of various potential
explanation of the differences in the characteristics of the system of industrial finance, on
the basis of a sufliciently large sample of countries.  This is the task we undertake in this
thesis.

On the other hand, all explanations which have been suggested for differences in sys-
tems of industrial relations and modes of economic policy formation and implementation
have been tested either on the whole group of developed Western countries or on all
European countries belonging to this group. Several potential explanations have been
put forward: the existence of religious or ethnic cleavages, the specificities of political
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development (the relative strength of the Right and the Left parties) and the size of the
country.  It has been found that none of these factors, or their combination, allows to
explain in full the existing differences in characteristics of these governance systems. The

only theory which provides a good explanation of all existing differences suggests as the

crucial factor the differences in the character of political developments in the countries

in the nineteenth century (Crouch, 1993). Crouch suggests that the character of politi-
cal development influenced the present configuration of industrial relations and modes of

policy formation through a cultural channel, to be precise, through the attitudes agents

have formed towards different organizational Iziechanisins. It is quite likely that these

attitudes are influenced not only by specificities of political history but also by more basic

cultural factors. A possibility that the differences in industrial relationships and the pro-
cess of economic policy formation may be explained by cultural differences has not been

investigated in the previous literature, however.

Since various potential explanations of differences in the character of industrial rela-

tions and the process of economic policy formation and implementation have been ex-
tensively tested in the literature, in this case, unlike the case of financial systems, we

do not have to undertake a Comprehensive investigation of various possible explanations

ourselves. We only have to test for the influence of the potential explanatory factor which

has not been yet investigated - the national culture.

1.5     Overview of the thesis

The rest of the thesis has the following structure.

In Chapter 2 we consider methodological issues which emerge when cultural charac-

teristics are employed as an explanatory factors. A necessary requirement for such an
analysis to have a scientific character is that cultural characteristics employed indeed

characterize national cultures, and this has been established by scientific methods. This

requirement is satisfied by cultural characteristics empirically derived by Geert Hofst-

ede, which we employ in present study. We describe these characteristics and the method

through which they were obtained. A scientifically valid explanation of some phenomenon

by cultural factors requires, in addition, a fulfillment of usual scientific requirements for

establishing a causality.  One of this requirements is that the cause precedes the effect

in time. This induces problems when the explanatory factors are cultural characteristics

and the phenomena to be explained emerged a long time ago. We discuss possible ways of

addressing these problems. We gather and analyze the evidence which allows to assess the
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degree of stability of some of the cultural characteristics stiggestecl by Hofstede.  Some of
this evidence coiicerns related phenomella tlie interconnection of which with cultural char-
acteristics has not been previously iclentified. Establishing this ititerconnectioti represent
the original contribution of tliis cliapter.

In Chapter 3 we lay the background for our iiivi,stigation of factors shaping systems
of industrial finance and corporate goveriiance.  We analyze similarities aIid clifferences
among the developed Western countries in the relative importance of different mechanisms
governing the relationships of investors and governors of firms.  We suggest a typology
based on this criterion and classify c()untries according to tliis typology. We then dis-
ctiss the economic efficiency of different mechanisms of industrial finance and corporate
governance. Both theoretical and empirical literature implies that each niechanism has
strength and weaknesses and at present it is impossible to evaltiate their relative overall
efficiency. Finally, we consider whether the differences among financial systems have de-
creased in recent years and are likely to clecrease in the future.  XIost of the material of this
chapter represents a literature review. Our novel contribittion is tlie typology of systems
of industrial finance and the classification of countries according to it.  The approach used
for cross-country comparison of the degree of importance of owner control also has some
novel features.

In Chapter 4 we investigate what factors may account for tlie observed differences

in systems of industrial finance and corporate governance.  Existing literature suggests
that these differences may be explained by the differences in the tinling and character of
industrialization or by the differences in the regulatory environinent. These propositions,
however, are typically derived from a comparison of only two or tliree major countries.  For
a larger sample, we find that the elements of regulatory eIivironment do not have a decisive.
influence on the character of the financial system in a country, and it is even inipossible to
establish with certainty whether any influence exists at all (there are couritries in which
particular mechanisms have developed in a regulatory eilvit'onment practically all elements
of which should have hindered  such a development).    We also fiiid  that  factors  such  as

size, wealth, and character of industrialization cannot explain the observed clifferences in
financial systems very well.  By far the best explanation of the differences in a character of
the systems of industrial finance is provided by differences in cultural characteristics (as
measured by Hofstede's dimensions), together with differences  in  size  for  coiintries  with
certain cultural characteristics.

In Chapter 5 we investigate the mechanisms through which cultural characteristics of
a society may influence the character of its system of industrial finance and corporate
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governance. We identify these mechanisms theoretically and, when possible. empirically
test for their importance. We also evaluate the applicability of our approach to a wider

range of countries. Finally, we discuss whether there are sufficient grounds for establish-
ing the causality from cultural characteristics to characteristics of systems of industrial           
finance.

In Chapter 6 we turn attention to other governance systems. We analyze the differ-
ences among developed countries in predominant modes of economic policy formation and

implementation and in some basic characteristics of industrial relations. We show that
these differences Call be explained by differences in cultural characteristics, and suggest
mechanisms through which culture may influence these governance systems.

Chapter 7 discusses our findings and their theoretical and practical implications. We
investigate whether influence of culture on governance systems not studied in detail ill
this thesis is traceable, and discuss whether different governance systems in countries with
similar cultural characteristics have Some features in common, and thus whether there are
general tendencies in influence of culture on different governance systems. We thereby
evaluate the applicability of the approach presented in this thesis to the economic system
as a whole. Finally, we derive some policy implications for developed and transitional
countries. and suggest some directions for further research.



Chapter 2

Culture as an explanatory factor

2.1 Introduction

This chapter considers methodological issues which emerge when culture is invoked as an
explanatory factor, and discusses the way in which we address these issues in the present
study.

Culture, in contrast to, for example, the country's size, is not directly observable and
measurable. For this reason, in much of the previous research cultural characteristics of
nations employed to explain the organizational phenomena were derived from a ' common
wisdom' about the character of culture of different countries or even from the researchers'
personal impressions. Such studies obviously cannot be attributed with a scientific status.
Scientifically rigourous studies must use cultural characteristics of societies which are
obtained using scientifically rigorous methods. The only research to date which satisfies
this  requirement  is the study of cultural values by Geert Hofstede  ( 1980), and subsequent
research using his methodology.  On the basis of a large-scale survey of more than a
hundred thousands people in 40 countries, Hofstede identified the dimensions on which
national cultures differ, and estimated relative positions of societies on each of these
dimensions. Later studies extended the analysis on other countries (and identified one
additional dimension in the process). The scores of countries on these dimensions have
been widely used to explain cross-country differences in variety of economic phenomena.
In this study we shall employ Hofstede's operationalization of cultural characteristics.

A scientifically rigorous explanation of a variation in one phenomenon by a varia-
tion in another requires a fulfillment of three further requirements: association (cause
and effect should be correlated), time order (cause should precede the effect in time)

13
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and non-spuriousness (there is no third factor that is itself the cause of the variation
in both variables). These requirements hold for cultural characteristics as for any other
explanatory variable.  The use of culture as an explanatory factor does Ilot Create new

problems in regard of requirements of association and non-spuriousness. There are no spe-
cific problems also in fulfilling time order requirements when we investigate contemporary
phenomena. At the same time, the fact that the rigorous evidence about cultural cliar-
acteristics is available only for the recent past aiid characteristics in tlie past cannot be
established rigorously induces significant problems in fulfilling the time order requirement
when we study phenomena which emerged a long time ago. We argue that this should not

necessarily prevent us from using cultural explanations. The cultural characteristics of
societies in the past can be inferred in a variety of indirect ways. While it may be difAcult
to estimate these characteristics 'from scratch', and such estimations may be too subjec-
tive to use as a for scientific explanation, it is somewhat easier to estimate the extent to
which characteristics of the past were similar or different frOIIl cultural characteristics at

present (established with scientific methods). The results of such analysis would be also
somewhat more credible than the speculations about culture in the past made without

employing present scientifically obtained characteristics.
We present some evidence (based on investigation of correlation of cultural character-

istics with geographic. social, economic and political variables, invoking historical events,
analysis of written sources and practices, in particular law) which strongly suggest that
differences among countries in those basic cultural characteristics which we shall employ

in our analysis remained relatively stable during at least the last century.
The rest of this chapter is organized as follows. In Section 2.2 we discuss the niethod-

ological requirements for scientifically rigorous explanation of economic phenomena by
cultural characteristics. In Section 2.3 we describe the research of G. Hofstede and ex-
amine cultural characteristics of societies identified by this research, which will be used
as explanatory factors in this study. Finally. in Section 2.4 we provide evidence on the

stability of cultural characteristics identified by Hofstede.

2.2 Methodological issues in using culture as an ex-

planatory factor

In this section we consider the methodological issues involved in using cultural character-
istics as explanatory variables in scientific research.
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Scientific research seeks to achieve an accurate understanding of reality by conducting
reaseacrh which leads to valid knowledge about the world. Valid knowledge is obtained

by using valid measures and valid causal assertions. To be valid, measures and causal

assertions should satisfy certain requirements accepted by the scientific conimunity (e.g

Schutt, 1996).

The issue of measurement validity is very important for research suggesting cultural
explanations. Cultural arguments have been used rather extensively (especially before

198Os) to explain different phenomena of economic organization, especially for East Asian

countries, but also for USA, France, Japan, China and Yugoslavia (see references in Hamil-
ton and Biggart (1988)). These explanations have attracted a great deal of a justified
criticism. The cultural characteristics invoked usually reflected the opinion of a researcher

(or perhaps, a 'common wisdom') about the culture of a given society The authors failed
to show that these characteristics are indeed central to the culture of societies in question.

The first methodological requirement for employing cultural characteristics as explana-
tory variables is thus that these characteristics indeed characterize national cultures, and
this has been established using scientific methods. The research of Geert Hofstede (1980)
provides us with such characteristics. We shall discuss Hofstede's work in the next section.
Hofstede pays large attention to the issue of validity of his measures, and most researchers

accept them as valid. Thus, we do not further discuss the issue of measurement validity
of cultural variables in this thesis.

A valid knowledge also should be based on valid causal assertions. The criteria for
such validity generally accepted by scholars as necessary and sufficient (e.g. Babbie, 1986;
Schutt, 1996, Seale,  1998) arel:

• Association: two variables should be empirically correlated

• Time order: the cause should precede the effect in time

• Non-spuriousness: the empirical correlation between the two variables is not due
to a variation in a third variable that is itself the cause of the variation in both
variables

In addition, identifying mechanisms through which the effect operates considerably
strengthens the case for causality.

These requirements are reflected in the conditions for establishing a cultural effect in
cross-national research suggested by DiMaggio (1996). DiMaggio argues that establishing

i These requirements were first suggested by Lazarsfeld  ( 1959).
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such an effect requires affirmative  answers  to the following questions:   " Are measurable

differences in attitudes, norms, or cognitive orientations plausibly linked to the behavioral

differences?    <...>  If one considers  the full array of measured attitudes and values,  are
they internally consistent - that is, are there patterns of attitudes and values correlated

with behavioral differences?  <...> Is the cultural explanation superior to the alternatives,
or do cultural and behavioral differences flow jointly from structure or material interest?

<...>  Do cultural traits exhibit temporal stability?" (DiMaggio,  1996.  p.  34).

The first, third and fourth of these questions reflect the three general requirements.
The second question is also of an obvious importance. Different cultural characteristics

of the same society may exercise opposing influences on a particular phenomenon. The

strength and even a character of the effect of one characteristic may differ depending on the
other characteristic. Thus, it is generally insufficient to pay attention only to one cultural

characteristic; it is necessary to consider the whole complex of cultural characteristics of

the country in question.
Of the three basic requirements listed above the fulfillment of time order requirement

presents the biggest challenge when cultural characteristics are used as explanatory vari-
ables and phenomena we try to explain emerged a long time ago (in our case - before

the Hofstede's survey, first conducted at the end of the 196Os). If we argue that cultural
characteristics were a factor in shaping features of financial systems, for example, we
should use the cultural characteristics of the time these features have emerged, which in

many cases means several decades ago (depending on the country, it would be some date
within an interval from the middle of the nineteenth century to 193Os). In these cases the

time-order requirement cannot be satisfied.

Situations when time order cannot be established emerge quite often in social research.

In such cases the validity of causal assertions is evaluated on the basis of a relative fixity
or alterability of the variables: the suggested cause should be less alterable than the

suggested efTect (e.g. Rosenberg, 1968;   Punch,   1998). Are cultural characteristics  of
societies more stable than characteristics of their governance systems?

Obviously we cannot use large-scale surveys of values to determine whether cultural
characteristics were similar several decades ago than they are now, or at least whether
the differences among countries in these characteristics were similar. We can gain insight
into the cultural features of societies in the past only through the analysis of a wealth
of written sources of the time, as well as of institutions and practices which can be
assumed to embody cultural characteristics. The claim that these sources, institutions or

practices indeed reflect the value systems of a majority of population is, of course, always
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contestable.  In case of institutions and practices, there is an additional problem that it is
not clear to what extent these practices indeed embody culture. Thus, we cannot hope to
establish the values held in the past with scientific rigour. Some element of speculation
cannot be excluded, and the most we can expect is that these speculations are sufficiently
plausible and supported by indirect data, and therefore the probability of rejecting a
true hypothesis by discarding this evidence is higher than a probability of accepting a
false hypothesis by admitting it. There are no established criteria for evaluating when
this is the case, and at present this has to be an informed judgement of a particular
researcher. In Section 2.4 we shall provide some evidence on the degree of stability of
cultural characteristics we use in this study.

Finally, it is worth reiterating here the argument about the number of countries to
include  in a comparative investigation, which  we  made in Section 1.1. While  one  may
suggest possible generalizations from a comparison of a small number of countries, the
validity of these generalizations is always doubtful since a few countries tend to differ
from each other in very many characteristics, and the choice of one of them rather than
the other as an explanatory factor may be rather arbitrary.  Only if the character of
relationships between the independent and the dependent variable is similar for most of
the countries, can such generalizations be considered established. We can consider it as
an additional requirement for establishing causality in cross-country research. In cases

when the analyzed phenomena emerged in the past and thus time order requirement for
cultural factors is impossible to fulfil rigorously, this requirement becomes even more
important. If we can establish the association of the dependent variable shaped in the
past with cultural characteristics which the societies have at present and, plausibly, also
in the past, for (almost) all countries which have these cultural characteristics, rather
than only for one or two, the plausibility and persuasiveness of the suggestion that these
countries indeed had these cultural characteristics in the past will be greatly enhanced.

2.3   Operationalization of cultural characteristics

In this section we describe the research on differences in national cultures conducted by
Geert Hofstede, and examine cultural characteristics of the countries identified in this
research, which will be used as explanatory factors in this study. To date the research
of Hofstede (and subsequent authors using the same methodology) is the only study in
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which cultural characteristics are derived  from the results of large-scale surveys2.

The research of Hofstede  ( 1980) was based on a large-scale survey of work values which

embraced more than a hundred thousands of native employees of IBM's subsidiaries in 40

countries. People were asked to say what importance would they assign to various factors

if they could choose an ideal job, to what extent they agree with certain statements (e.g.

'Company rules should not be broken - even if the employee thinks it is in company's

best interests'), and asked to choose one of the possible answers to certain questions (e.g.

'How long do you think you will continue working for this company?'). The answers for

most of the questions were arranged on a five-point scale (e.g. form 'strongly disagree' to

'strongly agree'). The questions were designed to identify particular value orientations of
people.  On the basis of the responses of people in each country societies were given scores

on each question. Hofstede then factor-analyzed which scores correlate with each other

and to what extent. Three groups of questions (and thus orientations) on which country

scores significantly correlated could be identified. Together these three factors explained
more than 50 percent of variance in answer patterns among countries. For example, the

scores on the two questions mentioned above are highly correlated with each other and
with the scores on the question 'How often do you feel nervous or tense at work?'. The
existence of such a correlation was by no means obvious from apriori considerations.

These correlations indicate that many values and orientations of people in a society
are bundled together into societal norms. Hofstede has suggested that such norms reflect

very general values and orientations of societies towards some very fundamental problems

facing them, and thus reflect very deep-rooted elements of the national culture.  The corn-

plex of orientations described above, for example, reflects a general orientation of members

of society towards uncertainty and ways of dealing with it. Values and attitudes related

to one of the three factors reflected orientations of societies towards two fundamental
programs: therefore, this factor was divided into two dimensions. Thus, four dimensions

on which national cultures differ could be identified. A country could be given a score on

each of the dimensions on the basis of scores on each of the orientations which reflect this

2 There are several studies which assume the existence of particular cultural characteristics   and   in-

vestigate the differences of societies in these characteristics (Trompenaars, 1993; Hampden-Turner and
Trompenaars, 1994: Schwartz, 1999). These studies  do not attempt  to test whether these assumed  char-

acteristics are indeed empirically important (that is, whether answers on different questions designed to

identify differences on a particular characteristic correlate with each other more than with answers on

questions related to other postulated characteristics). Thus, Hofstede (1996a) shows that the existence

of dimensions postulated by Hampden-Turner and Trompenaars is not confirmed by the results of their

survey.
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dimension.
On the basis of the responses to a questionnaire Hofstede could identify many of

values and orient.at. ions correlated with a particular dimeiisioll.  Analysis of the work of
other authors has shown that the results of many surveys on specific issues correlate with
countries' scores on dimensions which apriori could be expected to be relevant. Tlius, a
range of aclditional vahies and orieIitatioiis comprising a particular societal norIII could
be discertied. Below we briefly characterize the four cultural dimensions and list those of
the associated beliefs and attitudes which are relevaIit for ecoriomic organization.

• Power Distance (PD) refers to the extent to which the society accepts that power
within its organizations and tlie society as a whole is distributed unequally People
in societies with a large Power Distance believe that inequality is existential: a
majority of people perceives that there should be an order of inequality in which

everybody has a rightful place, and such an order provides the best protection for
everyone. People perceive that a few are (and should be) independent, but most

people are and should be dependent; superiors consider subordinates as being of
a different kind, subordinates also consider superiors as being of a different kind,
powerful people try (and are expected) to look as powerful as possible; other people
are a potential threat to one's power and rarely can be trusted, cooperation is thus
difficult to sustain. People in societies with a small Power Distance believe that
hierarchy in society is an inequality of roles established for convenience; all people are
and should be interdependent, superiors consider subordinates as people like them;
subordinates also consider superiors as people like them; powerful people try (and
are expected) to look less powerful than they are: people of different power levels
feel less threatened and more prepared to trust others and engage in cooperation
with them.

• Collectivism-Individualism reflects whether people look only after themselves
and their immediate family, or belong to in-groups which look after them in exchange
for loyalty. People in collectivist societies have a 'We' consciousness; they emphasize
belonging, for them collective interests prevail and group decisions are better than
individual ones (not because of negation of individual interests, but because of the
perception that individual interests could best be served through increasing the

group's well-being). Peoples' involvement with organizations in such societies is
more moral than calculative, relationship for them prevail over task; they value
order more than variety; and the ultimate goal is harmony and consensus in society.
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Managers in such societies consider security as more important than autonomy. In
individualist societies people have an 'I' consciousness: for them individual interests

prevail, individual decisions are better than group ones. People in such societies

show universalistic attitudes and emphasize individual achievement (rather than
belonging). Involvement with organizations is more calculative than moral; task
prevail over relationship; variety is valued more than order. Managers in such
societies consider autonomy as more important than security.

• Uncertainty Avoidance (UA) refers to the extent to which people feel threat-
ened by uncertainty and ambiguity and try to avoid it and/or protect themselves
against it.  The ways of such a protection include artifacts (which help to defend

against uncertainty caused by nature); formal and informal norms (helping  to  cope
with uncertainty in the behaviour of others); religion and rituals (helping to accept
the uncertainties which cannot be defended against or reduced). All societies  use
these mechanisms for reducing uncertainty; however, the extent of this use which is

perceived as necessary for the normal functioning differs across societies.

People in societies high on Uncertainty Avoidance perceive uncertainty inherent in
life as a continuous threat than must be fought.  Thus, they are motivated by security
more than by achievement for its own sake; in fact achievement is defined in terrris of
security. People in these societies have a strong need of consensus and of consultative

leadership (and ideologies emphasizing these characteristics tend to receive a strong
support in these countries). Conflict and competition are felt undesirable. People

tend to take less risk and to exhibit stronger nationalism, ideological rather than
pragmatic thinking, and greater dependence of citizens on authorities.

People in societies with a low Uncertainty Avoidance accept uncertainty inherent
in life much more easily They are motivated by achievement which is defined in
terms of recognition by others (rather than security). Conflict and competition  are

perceived as natural patterns of conduct, which can be contained on the level of fair

play and used constructively. Individual and authoritative decision-making raises

more sympathy than consensus-seeking. Members of these societies take more risk
and tend to show weaker nationalism, pragmatic rather than ideological thinking,
and stronger feeling of citizens competence vs. authorities, whose reason of existence
is perceived as service to citizens.

• Femininity-Masculinity deals with a relative emphasize in society on achievement             
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and success, on the one hand, and caring for otliers and quality of life, on the other.
Feminine societies stress on equality and solidarity and feel that needy should be
helped, managers in these societies strive for consensus. Masculine societies stress
competition and feel that strong should be supported, conflicts are resolved by
fighting them out; managers make decisions 011 their own.

Later a fifth dimension - Confucian Dynamisni - was identified from the other
survey. It refers to the extent to which a society exhibits a pragmatic future-orierited or
conventional and short-term perspective. The polar societal norms on this dimension are
long-term orientation and short-term orientation.

Hofstede emphasizes that these values and orientations are presented in dichotomous
way (small/large Power Distance etc.) to clarify the distinction, but the dimensions are
continua and countries may lie at any point on it. Besides, not all connotations apply
with equal strength to each country, and individuals in each society show a wide range of
variations around the societal norm.

Examination of a large amount of studies from different disciplines allows Hofstede to
show that the way the society has solved each of the four fundamental problems, reflected
in the position of society on a corresponding dimension,  has many important consequences
in areas of family life, educational system, religious life, organizations, political system,
dominant traditions in philosophy and dominant ideologies, and other aspects of life.
For instance, societies with higher Uncertainty Avoidance are typically characterized by
greater aggressiveness towards other nations, less tolerance for citizen protest, more elab-
orate legal system, stronger accent on expertise (e.g., fewer nurses per doctor, specialist
rather than generalists as managers), more intolerant state religions, activist religions,
theoretical contributions to knowledge; in organizations - more structuring of activities,
more written rules, more ritual behaviour, more involvement of managers in details, lesser
willingness of managers to take individual and risky decisions, lower labour turnover etc.

The scores of countries we consider in this thesis on each of the five dimensions are
shown in Table 2.1. We observe that all countries are quite individualist (scores 51 or
higher in all countries, and 67 or higher in all countries except Austria and Spain). The
scores on Confucian Dynamism are available only for seven countries in the sample, for
all of them these scores are 44 or lower, and for all except the Netherlands - 33 or lower.
At the same time, the countries differ significantly on the other three dimensions.

To facilitate future discussions we shall note some groups of countries cultural char-
acteristics of which are relatively similar.  Note that on Power Distance most of countries
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Table 2.1: Scores of developed Western countries on Hofstede's cultural dimensions

Power Uncertainty Mascu- Indivi- Confucian

Distance Avoidance linity dualism Dynamism
Australia            36             51            61          90            31
Austria                 11                70              79           55

Belgium              65             94            54         75
Canada                39              48             52          80             23

Denmark              18              23             18          74
Finland           33          59         26       63

France            68          86         43       71

Germany            35            65           67         67           31
Great Britain     35          35         66       89         25

Ireland                  28               35              68           70

Italy                  50             75            70         76
Netherlands          38               53               14           80              44

New Zealand       22           49           58        79          30

Norway               31             50             8          69
Spain                 57             86            42          51
Sweden               31             29             5          71            33
Switzerland          34              58             70          68
USA                  40             46            62         91            29

have scores between 18 and 40 (and most of these - between 28 and 40)3. Four coun-
tries - Belgium, France, Italy and Spain - have significantly higher PD scores (from 50

to  68).   Note  that all countries  of the latter group  also have relatively high Uncertainty

Avoidance (the scores are 75 or higher) and are relatively masculine (the scores are 43 or

higher).  Most of the countries have high masculinity scores (52 or higher), four (Denmark,
the Netherlands, Norway and Sweden) have very low scores (18 or lower) and three coun-

tries (Finland, France and Spain) are in between these groups. The four very feminine

countries all have small Power Distance (the scores are 38 or lower) and relatively low

Uncertainty Avoidance (the scores  are  53 or lower). Finally, countries  are more evenly

3Austria is somewhat of an outlier with a score of 11.
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spread in their Uncertainty Avoidatice scores.

Countries' scores on cultural diniensions identified by Hofstede are very widely used in
various areas of applied research on economic organization and management as indicators
of societies' cultural characteristics.  The examples of recent research usirig the dimensions
include works in maIiagemetit coritrol systems, including centralizatiori, formalization,
vertical differentiation  (height  of  hierarchies).  horizontal differentiation. motivation  etc.
(see the survey by Harrison  and  LicKinnon  (1999)): managerial practices (Newman  and
Nollen, 1996), strategic management (Schneider arid  De  AIeyer, 1991, Shane, 1994b),  en-
trepreneurship (Shane, 1994a), new product development (Nakata and Sivakumar, 1996),
marketing (Armstrong, 1996), leadership (Offermann and Hellmann, 1997). In this inves-
tigation we also shall employ Hofstede's operationalization of cultural characteristics.

2.4    Stability of cultural characteristics

The goal of this section is to estimate the degree of stability of specific societal norms we
shall use as explanatory factors in this study. We provide evidence strongly indicating
that these societal norms are deeply rooted in societies and have not changed significantly
in the last hundred years. This evidence comes from three main sources: (1) the analysis
of the origins of the differences of cultural characteristics amongst societies conducted by
Hofstede, (2) the analysis of predominant attitudes towards the relationship between the
individual and the society (derived from the analysis of written sources and practices) ac-
complished by R. Jepperson and J. Mayer, and our own analysis of the connection of these
attitudes with cultural characteristics, and (3) the analysis by comparative law scholars of
persistent differences in the philosophy and specific provisions of law in different countries,
and our own analysis of connection of these differences with cultural characteristics.

Origins of difference of societies' cultural characteristics

We start with the analysis of the origins of difference of cultural characteristic amongst
societies conducted by Geert Hofstede. Hofstede argues that societal norms have their
origins in a variety of geographic, demographic, economic, technological and historical
factors ('originating factors'). Hofstede explores the origins of differences in values both
through correlating the scores of countries on each of the dimension with a number of
geographic, social, economic and political variables (and suggesting the interpretation of
significant correlations), and through invoking historical events.
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The main explanatory factor for Power Distance scores (explaining 43 percent of their

variance) proved to be the geographic latitude: societies closer to poles have a smaller

Power Distance. Hofstede suggests that the latitude here represents a proxy for the type of
climate.  In a warm climate the development of technology is less imperative for survival,

which results (compared to countries with a colder climate) in slower development of the

economy, lesser need for education of lower strata, less social mobility and more unequal

wealth distribution. Since societies are essentially static, children do not have to learn

things elders did not learn. Thus, they are dependent on parents and perceive teachers as

omniscient, and are raised less questioning authorities in general. In colder climates, on

the other hand, to ensure survival all people have to learn many skills, and the development

of technology becomes imperative. This leads to a faster development of the economy,

more need for education of lower strata, more social mobility and more equal wealth

distribution. Since technology develops faster, children have to learn things the elders did

not learn, and thus do not perceive elders as omniscient and depend less on them. More

questioning of authority in general is a logical result of this kind of socialization. Hofstede

also finds that Power Distance tends to be larger in larger countries (where people have to

accept  a more distant  and less accessible political power). However, causality in this  case

runs both ways: a large size of the country is both a cause and a result of the large Power

Distance. Historical factors also played an important role in shaping the perception of
power in societies. Thus, countries which long ago comprised the Roman Empire exhibit

larger Power Distance scores than other European counries.  One of the reasons for this

is the difference in inheritance practices (the land tended to be equally divided between

children in countries with a Roman law tradition, while in countries with German and

common law traditions the oldest son usually inherited all the land, and other children

typically migrated from their villages).

Masculinity also correlates most with latitude and thus climate (although correlation

coefficient is not very high at 0.31). Hofstede suggests that the imperatives of survival

led to the necessity of mastering various skills by both men and women, and so too large

inequalities between them were unlikely to appear. In addition, countries which are nearer

the feminine pole tend to be small (which may be not surprising since'small is beautiful' in

feminine societies). Hofstede also traces the origins of strong Femininity of Scandinavian

countries to the character of Viking societies where women had to manage the villages

when men were away on sea trips.
Origins of the differences in Uncertainty Avoidance are less clear.  The main explana-

tory factor for democratic countries appears to be the date of establishing a democratic
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regime in the country: countries where it happened after World War I tend to show
higher scores than older democracies. In addition, in Europe all countries with a large
Power Distance also exhibit a high Uncertainty AvoidaIice; some factors influencing the
former may have contributed to the latter. Overall, however, historical events (including
dominant religions) seem to play a large role iii originating inter-country differences in
Uncertainty Avoidance.

Cultural characteristics and attitudes towards the relationship between the
individual and the society

Throughout the history of social science many authors have mentioned the differ-
ences among the major developed countries in the predominant attitudes towards the
relationship between the individual and the society. However, only recently a theoretical
framework for a systematic analysis of these differences has been suggested, and such a
systematic analysis has been undertaken for major Western countries. This task has been
accomplished by American sociologists Ronald Jepperson and John Meyer (Jepperson and
Meyer, 1991; Jepperson, 1999; Meyer and Jepperson, 1999).

Jepperson and Meyer argue that all elements of societies, from organizations to actions
to technical functions and functionaries, derive their meaning and legitimacy, and thus
authority to function, from a wider society. This legitimation will be given to the elements
contributing to the achievement of the public good, on the basis of some concept (the
authors go as far as to call it a 'myth') of the public good. (This concept is, of course,
itself culturally constructed.) Only legitimated elements  are  able to obtain resources  and
cultural, scientific, legal and administrative support from a wider society, which is crucial
for their functioning. To be sure, there are structures formed without such a legitimation;
they, however, do not persist and spread. The authors call the system of rules through
which the society confers authority in pursuit of collective needs a 'polity'. A polity is
thus a "socially binding ideology" (Jepperson and Meyer, 1991, p. 206).

The authors argue that individuals and organizations were not always legitimated
as actors, that is, as sovereign and capable agents for themselves and others. This le-
gitimation is a product of a cultural evolution. The agency initially was located in a
transcendental authority (gods) or in natural forces. Over time it has been relocated as
authority immanent within society itself: first from god(s) to church, then from church
to state, then from church and state to individual souls and later citizens, and to orga-
nizations. While this process is ongoing, the big leap in transition of legitimate agency
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from  society to individual has occurred in Western societies in 18th-19th centuriesi.   In

different countries the devolution of authority from society to individuals and organization

has occurred to a very different extent and in very different ways.

Recognition of individuals as legitimate actors implies recognition and legitimation of
their interests, which are partially formed by the society in the process of socialization but
partially are biologically determined. It is not at all clear that legitimizing the unlimited
pursuance of these interests will be compatible with achievement of the public good and

even with the existence of yje society (this, of course, partially depends on the nature

of the concept of public good). Different societies adopted different approaches  to  this

issue, which has resulted in differences in the character of legitimation of individuals (and
other subelements of societies) as actors. Two major types of solutions can be identified.

Some polities fully legitimize subunits (individuals and collectivities) as actors having

both sovereignty and capacity to act. Society is in this case an assembly of actors. Social

structure arises from actors' instrumental exchanges and is not given a moral significance.
Social solidarity and fulfillment of societal goals are achieved through socialization of ac-

tors via family, religious and educational systems. Other polities " authorize individuals
and subgroups...  in much weaker ways: as members with natural and functional rights,
and less as empowered actors. In this latter case, society and its history - and its current

collective carriers and functionaries - are the analogues of the American theorist's actor"

(Jepperson and Meyer, 1991, p. 215; emphasize added). The mentioning of 'functional

rights' is very important. The polities in question, rather than legitimize and control

individuals, legitimize, institutionalize and control societal functions, which become more

or less sacralized, and legitimize individuals as 'carriers' of these functions, with some

rights and responsibilities attached to them. The society is a system of subentities per-

forming functions defined by the whole system. These subentities play a similar role to
the subentities of their own, till the level of an individual is reached. Collective solidarity

is expressed by, in effect, a functional theory of roles. Social structure is thus conceived in

moral terms. Social organization is rational and planned. The elements of individuality
which are not connected with the fulfillment of collective functions (and thus relatively
irrelevant for the integrity of society) are left outside of social control - to a much greater
extent than in the polities of the first type we mentioned5. Jepperson (1999) calls the

4See Meyer and Jepperson (1999) for a detailed elaboration of this and some related arguments.
5The picture given here is somewhat oversimplified. The degree of legitimation and institutionalization

of subunits as actors and the degree of legitimation and institutionalization of societal functions are closely
related but somewhat independent processes. For example, both actorss and societal functions may be
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first type of polities 'associational', and the second type - 'corporate'
All collectivities, including societies, differ in a locus of ultimate authority for collective

action: it may be located in the members or in a differentiated organizational centre. In
case of society, collective purpose and authority may be located in a society at large
('civil-societal polities') or in a differentiated organizational centre. the state ('statist'
polities).  In the former type of polity the government is an instrument of society and has
little independent legitimation. In 'statist' polities, "the state represents and arrogates
the public realm..., while society represents a private sphere subject to state tutelage

(Jepperson,  1999,  p.  9). The state  is a charismatic centre representing the nation,  and  a
primary locus of social rationality. Politics thus must be grounded in an objective search
for the national interest.

A combination of these two dimensions produces four main forms of modern polities.
Jepperson thoroughly and painstakingly analyzes the dominant political philosophies,

          ideologies and institutional arrangements of selected countries to determine the type of
their polity.

! In German thought and ideologies, the ideas of the common good are not procedural,
as in Anglo-Saxon societies, but substantive, namely integration of society and substantive

justice. In German language the word 'state' (Staat) refers both to the institutions of
1                     the  state  and  to the organized political community  as a whole,   as  a

" shorthand  for  the
rules and norms by which the community attains coherence" (p. 11). There are no

| separate terms for the institutions of the state (or, equivalently, for the 'government' in
| a broad sense, as distinct from the government currently in office) and for civil society;

the latter notion was not grounded not only linguistically but culturally. By the end of
nineteenth century, sovereignty belonged to the state in the sense described above, and
not to people or to a particular organ. Individual rights were not won in opposition to the
state power but were instituted by the state. The philosophical and political discourse of
the time considered the state as elevating individual into the realm of freedom. The state
is considered as existing above and prior to democratic politics, the state formulates a

general will of the nation. This has created a distaste for interest group politics. Politics
should be grounded in an objective search for communal (in particular, national) interest;
partisan activism is threatening and distasteful.

Similar but more broad conclusions have been reached by Dumont (1994), a professor

weakly institutionalized. Jepperson and Meyer (1991) consider the degrees of institutionalization of
individual actors  and of societal functions  as two separate dimension;  in the later work Jepperson  ( 1999)
combines them in a single dimension and makes a strong theoretical case for this.
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of anthropology who has analyzed a multitude of written sources in order to determine
the characteristic features of the worldview predominant in Germany. In Dumont's view,
the predominant ideology in Germany was decisively influenced by Lutheranism. Luther
asserted individualism in the Church alone, but not in the world.  "In the words of Thomas
Mann and others, the Reformation has immunized Germany against the revolution. Or,
we might say, the first wave of individualism - purely religious at the start, and always
confined to the inner man - had enabled the Germans to resist a second, this time
socio-political, individualist wave" (p. 20). "Externally, the undisturbed permanence
of holism... and, internally, the formative influence of Luther (strengthening Christian
individualism but confining it within the person) are two fundamental features" of the
German ideology (p. 21).

We now return to Jepperson's argument. Federal Republic of Germany has largely
sustained this approach.   " The state still remains a moral and tutelary agency, and models

of society as an organic unity persist. (For example, the Constitutional Court continues
to make pronouncements on the proper social functions of the family). The parties remain

Staatorgane, having delegated constitutional and moral functions" (Jepperson, 1999, p.
13). Thus, Germany represents the statist-corporatist approach (although in the Bonn
republic  it is exemplified  in  a  less  pure  form  than  in the Wilhelminian Germany)

In  France, " revolutionary and Napoleonic regimes aggressively reorganized the polity
around the central apparatus   and a plebiscitary public"   (p. 16). Society is viewed   as
lacking in consensus; allegiances to structures such as territory and class are viewed as
very strong and continuously clashing with allegiances to the nation. Society is thus full of
centrifugal forces threatening the nation's integrity. In this situation popular sovereignty

is destructive; the nation should rule but not the people. The state has to adopt the role of
the primary representative of the nation, formulate a general will and preserve the nation's

integrity. President Pompidou, for instance, rernarked: "History has demonstrated that
our people, who by nature are given to division and to most extreme individualism, has
only been moulded into the French nation by means of the state" (cited by Jepperson,
1999, p. 16). Parliamentarians are considered as representing the will of the nation, not
segmented voices of citizens.  For the same reason, interest groups are condemned, and
their development is somewhat restricted by legal provisions, but society is organized
around them anyway. France thus exemplifies statist-associational, or 'Jacobin', polity.

In   the USA society is configured   as   a
" universalist national collectivity,   akin   to   a

spiritual fellowship of common believers rather than a unified corporate order" (p.14).
Community is built by individuals; supreme power resides in the whole mass of citizens.
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Society, its history and individuals making it are sacralized directly via 'civil religion'
rather than indirectly via church or state. In Britain society is conceived in somewhat
more organic terms, but relative to all other systems (except the USA) Britain clearly
possesses an associational system. British governmental traditions stress devolution of
public authority into society. The Crown symbolizes a hierarchy of the society, not of the
state independent of the society; the 'Establishment' of the society runs the state. The
government, both in ideology and in practice, is just one aniong several political agents.
Both countries thus exemplify a societal-associational polity.

In the Nordic countries (Denmark, Norway and Sweden) the nation is viewed as a
communal order. Society is considered as a 'guardian society'. a 'welfare society', 'an
integrated partnership', a 'national social community'. The polity is not a hierarchical
order but a rationalized functional community. Policy-making is guided by the ideology of
consensus. Different opinions are incorporated into the harmonious discussion, and ideo-
logical discussions are rare. While state activity is extensive, the state and the society are
highly interpenetrated, and there is little state-society opposition, both in perception of
people and in practical terms. The state is viewed as an instrument of the social commu-
nity, a 'project' fostering national progress, its functions are to facilitate the formulation
of commitment and understanding, to coordinate and administer rather than to lead.
These views have been dominant at least since the beginning of the century. The Nordic
countries thus typify societal-corporatist polity

The typology of modern polities and a classification of countries by predominant type
of polities is shown at Table 2.2.

This classification undoubtedly constitutes a significant contribution to our under-
standing of some basic differences among societies. However, it contains, in our opinion, a
significant terminological ambiguity. Given a significant difference in the meaning of the
word 'state' in Germany and France, is it appropriate to classify them both as statist?
What exactly the meaning of the term 'state' in this case? Is it the meaning of the Ger-
man or the French language? Jepperson appears to be ambivalent about this issue, or
at least his stance has changed in the course of time:  in an earlier work (Jepperson and
Meyer, 1991) Germany was classified as societal and not statist. We suggest that it may
be more appropriate to abandon the term 'state' in this classification altogether and talk
about a 'differentiated organized centre', which may be state in the sense given to the
term in English and French, or the something broader than that (e.g. state in the German
sense).

Are the polities of the countries related to their cultural characteristics? Is there a
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Table 2.2: Four main types of modern nation-state polities

Sovereignty and authority
low high

('civil societal') ('statist')

high communal- statist and

('corporate') corporatist corporatist

Composition (Nordic) (Germanic)
and structure liberal Jacobin

low (Anglo) (Latin)
('associational')

Source: Jepperson  ( 1999).

relationship among cultural dimensions and dimensions of differences in polities? Looking
at the Table 2.1 we observe that Germany is, in relative terms, a masculine high-UA small-

PD country, France differs from it in that it has large Power Distance, USA and Great

Britain are masculine low-UA small-PD countries, and Nordic countries are feminine low-

UA small-PD countries.  Thus, the differences among countries on one of Jepperson's
dimensions - sovereignty - correspond with differences in Uncertainty Avoidance. This

is not likely to be a coincidence. As we have seen, in 'civil-societal' polities it is main-
tained that neither formulation and implementation of a general will nor tutelage by the

organized centre is necessary for the continuing operation of society. In 'organized centre'

societies ('statist' in Jepperson's terminology) expression and implementation of 'social

rationality' and tutelage by the organized centre are considered necessary. The reasons

for this may differ somewhat: in 'differentiated centre associational' polities this is per-
ceived as being necessary to prevent the destruction of the integrity of society under the

inHuence of centrifugal forces (which will make life unpredictable), while in 'differentiated

centre corporatist' polities social rationality and tutelage relieve individuals from the ne-

cessity of making some choices in uncertain situations, and provides an insurance against
unforeseen situations.  In both cases, social rationality and tutelage take care of many
unpredictabilities in life and thus reduce uncertainty Thus, both motives would play a

more powerful role in societies with higher Uncertainty Avoidance.
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It is somewhat more problematic to connect the differences among countries on the
other of Jepperson's dimensions - composition and structure - with differences in so-
cietal norms. For 'civil societal' societies, this difference appears to be connected with
the difference in the degree of Masculinity. This makes sense, of course:  one of the main
differences between masculine and feminine societies, the difference in relative emphasize

on competition and on solidarity, are correlated with differences between 'associational'
and 'corporate' polities.

In 'differentiated centre' societies, on the other hand, the difference on 'composition
and structure' dimension is related to differences in Power Distance. It is not easy to
explain this association. Perhaps corporate structures and attitudes are easier to maintain
when a majority of people believe that all people are and should be interdependent.

It is easier, on the basis of differences in Power Distance between countries with
'statist-associational' and 'statist-corporatist' (or 'differentiated centre associational' and
'differentiated centre corporatist') polities, in particular France and Germany, to make
sense of the differences in the character of the 'differentiated centre' in these two types
of polities. It makes sense that 'the state', in the sense given to the term in English

language, is the differentiated organizational centre in a large-PD France but not in the
small-PD Germany, where the organizational centre is the whole political system, and
different interests are closely involved in determining the decisions of this differentiated
centre. This difference is closely related to many of the attitudes identified by Hofstede as
'large-PD syndrome' and 'small-PD  syndrome:   Some of these attitudes were mentioned
in the previous section. It is perhaps sullicient to recall one major difference: people in
societies with a large Power Distance believe that a few are (and should be) independent,
but most people are and should be dependent, while people in societies with a small Power
Distance believe that all people are and should be interdependent.

Cultural characteristics and legal systems

A very persuasive evidence on the stability of the differences among countries in Un-

certainty Avoidance dimension is provided by a comparative analysis of law. The scholars
usually divide the legal systems by their origin (and some other characteristics) into two
broad legal traditions: common law and civil law. Anglo-Saxon countries (which have
relatively low Uncertainty Avoidance scores) belong to the former tradition, while Ger-
manie and Roman countries (which have relatively high Uncertainty Avoidance scores)
- to the latter. Scandinavian law is a special case incorporating provisions characteristic
for both legal traditions, and is often distinguished as a third tradition (e.g. Zweigert and



32                                             2. Culture as an explanatory factor

Katz, 1998). Common and civil law differ substantially in their approach.

The philosophy of common law stresses rights rather than duties, emancipation rather

than control, responsibility rather than paternalism. A distinguishing feature of common

law is the emphasis placed upon the right of individual to dispose of himself and his
property to the exclusion of interests of any other party.  Thus, in the field of property the
common law gives to the citizens a tremendous degree of choice. For example, it permits
the testator to dispose of his property in any way he likes; in particular he does not have

to leave anything to any member of his family.  The law of contract does not contain
general clauses that restrict the freedom of agreement between partiesti. Common  law

disfavours joint family property regimes and recognizes the right of the young to leave

home  at  a very early age (sixteen in England). Finally, common law maintains that police
should have no greater power than that of any individual.

Civil law, on the other hand, stresses duty, authority and order. It tends to be pater-
nalistic and often 'protects individuals against themselves' - something that common

law never does.  Thus, the law of property and succession stress the rights of the family
against its individual members. For example, most civil law systems oblige the testator
to leave a part of his property to his children. even though they may be grown-up and

wealthy. The owner of the property is prohibited to resort to what his family and the
court may consider abusive disposal of his property. Parents exercise a greater control
over their children and for longer - until they reach the age of eighteen, twenty or even
twenty-five. Parents may refuse their consent to a young marriage, and their refusal often

(e.g. in French law) may not be overruled by a court. Parents may use their children's
own income. A joint family property regime is encouraged and many complicated rules

ensure that such property is administered in accordance with the principles recognized by

the law. The freedom of the parties to enter any contractual arrangements they wish is

limited by the existence of general clauses. The courts often have wide powers to adjust
contracts to the circumstances. Police is given extensive powers, and individuals are only

allowed to dispute police action after the event (Chloros, 1978).
Thus, civil law stresses individual duties, authority and order, tends to be paternalis-

tic, 'protect individuals against themselves' and protect what are deemed to be legitimate
interests of other parties (e.g. family members), often  at   a  cost of restricting individ-
ual freedom. Common law, on the other hand, is never paternalistic, stresses individual

responsibility for his or her action and individual rights, in particular the right of indi-
vidual to dispose of himself and his property to the exclusion of every other interest.  The

bGeneral clauses permit the Court to interfere u post facto with the provisions of the contract.
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connection of these differences with basic distinguishing characteristics of high-UA and
low-UA societies, and to attitudes exhibited by people in these societies towards a wide
variety of issues, is evident.  The fact that the legal systeins in question have been already

established by the beginning of the nineteenth century (and the traditions on which they
are based are several centuries older), and their philosophy and fundamental legal pro-
visions did not substantially change since then, suggests that the same is very likely to
be true in general for values and attitudes comprising a 'high-UA societal norm' and a
'low-UA societal norm'.

Conclusion

To conclude, Hofstede's analysis strongly suggest that differences among societies in
Power Distance and Masculinity are very long-standing. Jepperson's study provides sub-
stantial evidence that Western societies differ in the predominant attitudes towards the

relationship between the individual and the society, and these differences have been rela-
tively stable over the last century. These differences can be connected with cross-national
differences in Uncertainty Avoidance and Masculinity (and to a lesser extent Power Dis-

tance) and serve as an indirect evidence of a relative temporal stability of the differences
among countries on these dimensions. Additional very persuasive evidence on stability
of the differences in Uncertainty Avoidance is provided by persistent differences in legal

systems of the countries. There is thus a persuasive case for arguing that the differences
in Power Distance, Uncertainty Avoidance and Masculinity have been relatively stable in
Western countries over the last century.



Chapter 3

Systems of industrial finance and
their diversity

3.1     Introduction

In this chapter we analyze similarities and daaifferences among developed countries in
the characteristics of the systems of industrial finance, develop a typology of systems of
industrial finance and classify countries according to this typology. We also consider eco-
nomic effects of different modes of industrial finance, and consider whether the differences

among countries are likely to decrease and perhaps disappear. Thus, in this chapter we
establish the background for our analysis of factors behind the cross-country differences

in systems of industrial finance.

We concentrate on finance and corporate governance of relatively large firms. Financ-

ing and governance of small firms is organized in most countries in ways rather different
from those of large firms, and cross-country differences in organization of financing of
small firms appear to be much smaller than for their large counterparts.

The interactions of firms with investors may be organized through different mecha-

nisms.  In each country some of these mechanisms play a larger role than others.  In
some countries most of large firms have a controlling shareholder who monitor managers,
while this is not the case in a majority of large firms in other countries.  In some coun-
tries shareholders rely on markets for corporate control to discipline managers, but these

markets are virtually non-existent in other countries. Banks in some countries rely on
covenants and collateral to secure the return of their investment, while in other countries
they rely much more on ongoing monitoring of firms.  In this thesis we bring together

35
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for the first time the data on the importance of each of the three mentioned mechanisms

in the eighteen developed Western countries.  On the basis of this data we classify the
countries according to the importance of the three mechanisms.

The review of available literature suggests that it is very difficult to explain these

differences by differences in economic efficiency of different modes of investor-firm rela-
tionships. Moreover, it is difilcult to draw firm conclusions on comparative efficiency of
these mechanisms. Each mechanism has its benefits and costs. Empirical evidence sug-

gests that owners' monitoring may not matter too much, that close bank-firm relationships
tend to improve the firms' performance but have some costs, and that measurable effects
of the market for corporate control on efficiency tend to be negative (but this may be
outweighed by immeasurable positive effects of a sheer possibility of takeover on manage-
rial performance). Available literature  also  does not suggest  how the difference in effects

on economic efficiency could be the reason for different mechanisms of industrial finance

predominating in different countries.

Finally, we consider whether the difference among countries in major characteristics of

systems of industrial finance are decreasing and are likely to (continue to) diminish in the
future. There are both influential forces facilitating such a development and significant
factors impeding it. The evidence suggests that very large and internationally renowned
firms nowadays obtain finance through similar mechanisms regardless of their country of

origin. However, if such a firm had in the past a close relationships with a bank, this
relationship in most cases continues to some extent, at least in Japan. At the same time,
for a vast majority of firms the mechanisms of industrial finance remain essentially the
same as before, although some very limited convergence among countries has occurred.
As for the future developments, it appears impossible to predict them with any degree of

confidence.

The structure of the rest of the chapter is the following. In Section 3.2 we review the
similarities and differences of developed countries in patterns and mechanisms of industrial
finance, and classify countries by the type of their system of industrial finance. We review
the effects of different modes of industrial finance on economic efficiency in Section 3.3,
and consider the issue of convergence of financial systems in Section 3.4.

A
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3.2   Similarities and differences in systems of indus-
trial finance among Western countries

In this section we undertake a systematic analysis of similarities and differences among
developed Western countries in major characteristics of their systems of industrial finance,
aiming at a typology of the SysteIrls of industrial finance and a classification of countries
according to this typology

By now it is well established that significant differences exist among countries in the
second aspect mentioned in the beginning of the section: the character of mechanisms
governing the relationships of firlils with investors.  Thus, it is well known that in the
USA ownership of most large firms is dispersed. Shareholders' role in company affairs
is therefore generally weak, and they in most cases rely on third parties (courts and
competing management teams) for ensuring that managers use their finance in an efficient
way Most large firms have arm's-length relationship with banks. In Germany, on the
other hand, a vast majority of firms has a controlling shareholder, market for corporate
control is practically non-existent, and firms maintain close relationships with banks.

Two typologies reflecting differences of this type have been suggested in the literature.
Berglof (1997) distinguishes between arm's-length jinance, where the investor  does  not
monitor the use of her investment by the firm but ensures return through specific provi-
sions in the contract (e.g. collateral) or through external mechanisms such as bankruptcy
and market for corporate control, and ContrOl-oriented jinance, where the investor ensures
the return through monitoring the actions of the firm's management. Arm's-length fi-
nance is a predominant mode of investor-manager relationships in some countries, and
control-oriented finance - in others. Franks and Mayer (1990) distinguish between in-
sider systems in which firms' shares are held by a narrow group of owners within the
corporate sector who control the actions of management, and outsider systems in which
shares are held by a dispersed group of owners mostly outside the corporate sector who
do not control the actions of managers. Franks and klayer argue that in the USA and
Great Britain the insider system predominates and in Germany and France the outsider
system is dominant. Berglof does not propose the classification of countries, but since he
effectively uses the same criterion as Franks and Mayer the classification will coincide.

A typology like this is a useful starting point for our analysis, and is sufficient for
some purposes. However, for the most part a dichotomic typology is too coarse to serve
our goals. First, it does not distinguish among the types of investors. We can distinguish
financial systems by the degree to which shareholders exercise control (which can be
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proxied by the degree of ownership concentration) and by the degree to which creditors

(in practice, banks) exercise controll. Second, these typologies completely leave  out  the

market for corporate control as a disciplinary mechanism alternative to a direct control of

investors.  Thus, we obtain three dimensions on which we can distinguish financial systems.

These dimensions reflect the importance of three alternative mechanisms of control of the

management: control by owners (shareholders), control by baIlks, and control by the

market for corporate control.

We shall now analyze similarities and differences arnong countries on each of these

three dimensions.

To  estimate the importance  of the owners ' control we use the data on ownership

concentration. To obtain an initial impression we collect iii Table 3.1 the results of several

studies which investigated the largest listed companies in a particular country. Large

shareholder in all of these studies is a shareholder with at least 25 percent stake in a firm.

We see that the degree of ownership concentration in largest firms differs significantly

among countries. For a systematic analysis, however, studies analyzing several countries

using the same methodology are more useful.  Two such studies have been conducted

recently by La Porta e.a. (1996) and Pedersen and Thomsen (1999). The former study
covers 27 countries including all countries we consider, but considers only 30 (sometimes

even less) firms in each country. The latter study corisiders only European countries we

analyze in this study (except Switzerland) but covers a hundred largest companies in each

country.
Before analyzing the data we should note that a comparison of ownership concentration

across different countries is far from straightforward.  A bold comparison of the numbers

of the firms with different values of the stake of the dominant shareholder within a given
number (say, a hundred) of the largest firms in different countries may lead to erroneous

conclusions. It is highly likely that, other things equal, larger companies will tend to have

a more dispersed ownership. Obviously, the largest companies in some countries will be

much larger than those in others. Consider a hypothetical example. Country A has 100

firms with a market capitalization of more than $1 billion, 80 of which are widely owned,

and 200 firms with capitalization between $500 million and $1 billion, 80 of which are

widely owned. Country B has 20 firms,  16 of which are widely owned, in the first category

and 80 firms, of which 32 are widely owned, in the second category. Among the 100 largest

firms we find 80 widely held firms in country A and 48 such firms in country B, which

1 While  bank  may  act as dominant shareholders,  but  this  does not appear  to  be a necessary condition

of their active involvement  in a decision-making process  (as, for instance, the Japanese system indicates).
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Table 3.1: Ownership concentration in largest listed annpaniesin selected cozintries

Percent of colll-
panies with a Total number

large shareholder of companies Year Source
Great Britain         16 170 1990  Franks and Mayer, 1997
Netherlands                 52 137 1996   Kabir e.a., 1997
Switzerland                  72 168 1997  Wymeersch, 1998
France               79 170 1990  Franks and Mayer, 1997

Belgium                   82 157 1994  Renneboog, 1996
Germany                 85 170 1990  Franks and Mayer, 1997

A large shareholder is a shareholder with at least 25 percent stake iIi the firm.

suggest a more important role of the owner coiitrol in country B. The importance of the
owner control in the two countries, however, is identical in the firms of a similar size.
The difference in numbers is simply a proxy for a size of the economy. Modifying figures
slightly, we may construct an example where the importance of the owner control is higher
for the country A but the comparison of the largest firms would suggest otherwise.  Thus,
we should exercise a considerable caution in comparison of the data for economies of an
unequal size. Ideally, we should compare the reasonably large samples of firms whose size
by some measure is within a particular interval, with enough firms in each country near
the upper bound of this interval.

This problem was recognized by La Porta e.a.  (1999) who made a considerable progress
in its resolution by using for the comparison of ownership concentration the data on
the firms of approximately equal size for each country (ten smallest firms with market
capitalization of at least $500 million). The authors refer to these firms as 'medium' firms.
The authors, however, do not go all the way towards the elimination of the problem.  The
largest among these ten firms in some (small) countries may be much larger than in other
countries. Taking the data for the size of market capitalization of firms in 1988 (Price
Waterhouse,    1989),   we  find   that   in   the   UK the largest firms   in   such a sample   of  ten
firms has a market capitalization of around $530 million, while in Norway the figure is
about $3,500 million. Thus, if larger firms tend to have less concentrated ownership, ten
British firms in the sample will be more concentrated than a random sample of ten British
firms from the same interval of value of capitalization from which Norwegian firms come.
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Table 3.2: Market capitalization of the largest firm in a sample of ten smallest firms with

capitalization above $500 million

Belgium 800 Germany 640 Norway 3,500
Denmark 2,000 Great Britain 530 Spain 600

Finland 800 Italy 660 Sweden 800

France 560 Netherlands 900 Switzerland 650

Source of data on capitalization of jirms: Price Waterhouse (1988).

Thus, the role of wide ownership in Britain will be underestimated due to the method of
construction. To evaluate how important is this problem and whether a construction of a
new data set is necessary we estimate the size of the interval from which the firms in La
Porta e.a.'s sample of medium firms come. The size of the smallest firm can be assumed

to be $500 million in terms of market capitalization. Table 3.2 shows the size of the

largest firm in the sample constructed by La Porta e.a.'s methodology for 1988 for each
European country. It is likely that the relative sizes of these firms in different countries

would be the similar in 1995 - the year on which La Porta and colleagues concentrate.

From the table we see that the problem we mentioned is very important in Denmark and

Norway, quite important in Austria and Ireland, but is unlikely to introduce a significant
bias in other countries. It should be noted that in the latter two countries there are not
even ten firms with a sufiicient market capitalization, so the data in the table reflect the

size of the largest firm in the country. A similar situation also exists in New Zealand,
and thus we should exercise a caution in the analysis of this country as well. We have no

data for Australia and Canada, but these economies are significantly larger than any of
the smaller European countries, so the problem should not be of much importance there.

La Porta e.a.  (1999) also report the data on ownership concentration of the 20 largest
listed firms in each country  Both sets of data from this study are shown in Table 3.3 (the
firms with capitalization just above $500 million are called 'medium firms' in the table)2.

Another study (Pedersen and Thomsen, 1997) reports the data on the ownership
concentration within the 100 largest companies in several European countries. Their data
are shown in Table 3.4a.

2To simplify the presentation of the data, we do not show the numbers of state-owned firms and

aggregate under 'Concentrated ownership' several categories reported by La Porta e.a. which reflect the
identity of the private owner.

3Pedersen and Thomsen (1997) report separately the numbers of domestically owned firms with a
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Table 3.3: Ownership of 20 largest listed firms and of 10 'medium' firms

20 largest firms    | 10 'medium' firms

Widely Dominant Widely Dominant
Held Owner Held Owner

Australia                      13              4               6              14
Austrial                       1             3             0             1
Belgium                     1            18            2            5
Canada                              12                 8                  6                 3

Denmark                       8              8               3              5
Finland                         7              6               2              6
France                                                     1 2                            5                              0                             8

Germany                           10                 5                  1                  7
Great Britain          20         0          6         4
Ireland2                     13            7            5            3
Italy                          4            8            0            10
Netherlands                   6              13              1               8
New Zealands           6          9          4          2
Norway                      5            8            2            6
Spain                       7           7            0           8
Sweden                          5              13              1               7
Switzerland                                      1 2                            8                              5                             5

USA                             16              4               9               1

1 Six firms in the sample of medium firms.
2 Eight firms in the sample of medium firms.
3 Seven firms in the sample of medium firms.

The firm is included in 'Dominant owner' category if a private owner has a direct or
indirect control over 20 percent or more of voting equity.
The numbers of state-owned firms are not shown (they can be calculated by subtracting
the number of'Widely held' and 'Dominant owner' firms from the total number of firms).
'Medium' firms are smallest firms with market capitalization of at least $500 million.
Source: La Porta e.a. (1998)
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For the reasons mentioned earlier these data by themselves may not provide a reliable
ground for classifying the countries. However, since the sample of Pedersen and Thomsen

(1997) includes a much larger number of firms than the samples of La Porta e.a., the case
for a particular classification of a country will be much stronger if the analysis of Pedersen

and Thomsen's data points in the same direction than consideration of the data by La
Porta e.a.4

Analyzing the tables, we can see that for large countries and some smaller countries
both the data of La Porta e.a. for medium firms and the data of Pedersen and Thomsen
(1997) point to the same conclusion. Owner control is not very important in Great
Britain and the USA. Concentrated ownership is clearly much more important than wide
ownership in Austria, Belgium, Denmark, Finland, France, Germany, Italy, Norway, Spain

and Sweden. (Note that for Austria and the Norway this is true even though the samples

of La Porta e.a. for these countries are likely to be biased against concentrated ownership
compared to other countries' samples.)    We  can  rely  only La Porta  e.a.'s  data  to  draw
conclusions for Australia, Canada and Switzerland. These data suggests that in these

countries both concentrated and dispersed ownership play a significant role (in the latter
country the bias towards the dispersed ownership is not significant, as we see from Table

3.2)5.

The Netherlands is the only country for which the two sets of data suggest different
conclusions. Pedersen and Tomsen find that out of 46 privately owned firms in top 100
which are not cooperatives and not owned by foreign companies, exactly a half (23) are
widely held and the rest have a dominant owner. La Porta e.a., on the other hand, find
only 6 widely held firms among top 20 and only one firm among ten medium-sized ones.

In Table 3.1 we reported the finding of Kabir e.a.  (1997) that 52 percent of 137 listed

majority shareholder and firms with the largest shareholder owning between 20 and 50 percent of shares.

To simplify the presentation we aggregate these data, and do not report the data on government- and

foreign-controlled companies provided by the authors.
4 pedersen and Thomsen (1997) use somewhat different criteria for the inclusion of firms in the sample

than La Porta e.a. The latter authors include only companies listed at the stock exchange, and exclude
subsidiaries of foreign firms but not those of domestically owned firms; Pedersen and Thomsen include
both listed and non-listed companies and exclude subsidiaries of domestically owned firms but not those

of the foreign firms. In both cases the omissions create a bias towards a larger percentage of firms with
dispersed ownership, the magnitude of which is difficult to estimate.

5To be sure, for medium-size firm concentrated ownership is more important in Australia than in the
other two countries, but it is less important in Australia than in any of the other countries except those

mentioned earler (especially taking  the  bias  in  some  of  them into account),   and  not too important  for

large firms.
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Table 3.4: Ownership of 100 largest firms in European countries

Widely Dominant
Held Cooperatives Ownership

Austria                   0                  10                   32

Belgium              4              3                26
Denmark               10                 17                   39
Finland                  12                 10                   48
France           16          3            43

Germany            9              3                56
Great Britain    61          1            17
Italy                  0              0                42
Netherlands          23                23                    7

Norway              6              19               43
Spain                 6              5                30
Sweden                 4                12                  49

Source: Pedersen and Thomsen (1997).

firms have a shareholder owning more than 25 percent of equity. We shall in this case
rely on the results of Pedersen and Thomsen and of Kabir with colleagues and conclude
that both concentrated and wide ownership play important role in the Netherlands.

In case of Ireland a detailed analysis is required, taking the possibility of sample bias
into account. In this country in 1989 there were four firms with market capitalization
larger than $1 billion, and the fifth largest firm was quite a distance behind with capi-
talization of $516 million. Two firms were in $400-500 million interval and the last three
firms in the top  ten had a capitalization of $245-285 million (Price Waterhouse,  1989).   By
1995 capitalization increased somewhat and three new firms have exceeded a half-billion
mark. However, given that for most countries the ten firms with capitalization above

$500 million lie within the interval between $500 million and $800 million, only 4-5 firms
in Ireland can be large enough to possibly bias the results of comparison with samples
of these countries.  At the same time, as we see from Table 3.3, thirteen of the largest
20 firms were widely held in 1995. Moreover, since there were eight firms in the coun-
try with capitalization above $500 million, twelve firms in the sample of 20 largest have
capitalization under $500 million, and two-third of them were widely held in 1995. This
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two-third figure is in fact larger than the figure for any country (except the USA) for the
ten firms with capitalization above $500 million, and larger than the percentage of widely
held firms among the largest 20 in any country except Great Britain and the USA. It is
quite clear, therefore, that dispersed ownership plays a very important role in Ireland.

The case of New Zealand is more problematic.  Four of the seven firms with capital-
ization larger than half a billion dollars and two of the twelve firms with capitalization
just under this figure are widely held. This certainly implies that wide ownership is not
predominant.  It is more difficult to say whether the country is in the middle of the con-
tinuum, like Australia and Canada, or closer to owner-control end. The low percentage
of widely held firms in the second group mentioned above suggests that the latter may be
the case, although any classification should be considered as provisional.

We arrive therefore at the following classification of the countries according to the
relative importance of the owner control over management, or alternatively according to
the degree of ownership concentration (see Table 3.5).

Table 3.5: Classification of the countries by the importance of the owner control

Owner control Dispersed ownership Great Britain, USA
unimportant predominates

Owner control Both concentrated and Australia, Canada, Ireland,
has medium dispersed ownership the Netherlands, Switzerland

importance are important

Owner control Concentrated ownership Austria, Belgium, Denmark, Finland,
important predominates France, Germany, Italy, New Zealand,

Norway, Spain, Sweden

We turn now to the other two dimensions we consider. The market for colporate
control is active in the USA (364 hostile takeover bids were made in 1976-90, of which
176 were successful (Jensen, 1992)), Great Britain (80 hostile bids were made, of which

35 successful, in 1985-86 (Franks and Mayer, 1992)), Australia (69 hostile takeovers in

the 1989 (Hall, 1994)), Canada (Patry and Potlevin, 1991) and New Zealand (at least 83
hostile takeover bids were made during the 1970-1987, of which 59 were successful (Firth,
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1997)6). While no statistics for every country of continental Europe is generally available,
many observers note that in all Continental European countries hostile takeovers, though
not unknown, are exceptionally rare (e.g. Singh, 1992; Franks and Mayer, 1993; Monks
and Minow, 1995, Moerland, 1996). In Germany, for example, only three successful hostile
takeovers took place in the post-war period (Franks and Mayer, 1993). Hostile bids were
practically unheard of till the 1980s. In the 1980s a not insignificant number of opposed
bids were made (the their precise number is not reported in the literature but it is known
that in the 1980s the total number of acquisitions was generally in the range of 20-30 a
year, and that about one offer in ten made during that period is estimated to be opposed.

Thus, 20-30 unfriendly bids a year would be a minimum estimation, and the figure is
unlikely to be very much larger than this minimum.  In any case, a vast majority of
such bids were successfully resisted: only four hostile takeovers actually took place during
the decade. Ireland is a special case. Fifty-seven Irish firms are listed at London Stock
Exchange and are thus subjects to the market for corporate control (ref.). About the
same number of firms is listed at Irish Stock Exchange where such a market is not active.
We thus conditionally classify Ireland in the market-control category.

We turn now to the importance of bank control. We start from a country which is most
well-known for the close relationships of banks with a majority of large firms - Germany.
In this country, banks provide companies with long-term capital, hold positions on boards
of directors, underwrite equity issues and organize and manage corporate restructuring.
Banks own about 12 percent of equity of non-financial companies. However, effectively
the banks control a much large share of equity in many corporations through the proxy
system, under which shareholders entrust a bank with representing them at shareholders'

meetings. While the banks must follow shareholders' instructions when voting on various
issues if these instructions are given, the vast majority of shareholders do not issue such in-
structions. The major proxy voters are the three largest universal banks (Deutsche Bank,
Dresdner Bank and Commerzbank) (Cox, 1986a; Baums, 1994). These banks on average
collectively represent 83 percent of votes at the shareholders' meetings, although a single
bank practically never commands a majority of votes (Clarke and Bostock, 1997). Banks
organize rescues and restructurings of firms in crisis. When dissatisfied with corporate
policy, banks are prepared to take an active role in corporate management. Banks main-
tain a network of favoured industrial managers who can be drafted in to a corporation in
difficulties (Baums, 1994).

6Firth reports only the number of takeovers for which the necessary stock price information is available
to him, so the total amount of hostile takeovers may be higher.
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A similar role in corporate finance and governance is played by Austrian banks. They
hold substantial and long-term stakes in many companies, exercise proxy votes for smaller

shareholders and are present at companies' supervisory boards (Moerland, 1996; Baums,

1998). Close relationships also exist between Swiss banks and their client firms (Porter,

1990; Moerland, 1996).

Many of the firms in Sweden have a main bank relationship. Berglof and Sjogren (1996)

investigate large exposures of four Swedish banks together accounting for 95 percent of
lending to corporations. They find that banks have such exposures to 50 firms. More
than 90 percent of these firms borrow from some bank the amount at least twice as large

as the second largest borrowing by the firm; many of these firms borrow from one bank

only. The main bank asks for a much lower collateral, has much larger (direct or indirect)

shareholdings in the firm, and a much larger share of the firm's deposits, than other banks.

Changes of the main bank by firms is not infrequent, however, and the number of these

changes significantly increased in recent years.

In contrast, in Italy relationships between large banks and large firms throughout the
post-war period have been arm's-length. Firms typically borrow from a large number of

banks (Barca e.a. (1998) report than each firm borrowed on average from 21 bank in
1987  and 14 banks in 1994fs). Collateralization of loans is almost  full at specialized credit

institutions and high at commercial banks. Bank shareholdings in industrial firms, as

mentioned, were prohibited till 1993 and are negligible at present. Banks are not involved
in ownership or management changes in the firms (except in the case of financial crisis)
and offer very limited consulting services (Barca e.a., 1998). The impact of financial

liberalization upon these relationships  in the 1990s remains fairly limited (Cobham  e.a.,

1997).

French banks traditionally have been reluctant to engage in long-term financing of

industry. Even banks nationalized after the war behaved in this way. The banks almost

never acquired shares of the industrial firms. French firms are very concerned about

preventing any dependency on a bank. They typically maintain multiple links with banks

and switch banks often (Qack and Hildebrandt, 1995; HanckO and Soskice, 1996).

Close bank-firm relationships do not play an important role in Australia (Castles,

1988), Canada (Marr and Paterson, 1980), Denmark (Lindgren, 1997), Ireland (O'Hagan,

1995), the Netherlands   (Bolt and Peeters,   1997), New Zealand (Crocombe  e.a.,   1991)

Norway (Lindgren, 1997) and Spain (Garcia and Ocafia, 1997). We have not found infor-

mation about the degree of such relationship in Finland.

Thus close bank-firm relationships exist in Austria, Germany, Sweden and Switzerland
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but are rare in other countries.

Note that in none of the countries the market for corporate control coexists with close
bank-firm relationships.  We can thus classify the countries by the importance of a control
mechanism other than owner control, into the countries where market for corporate control
is important, countries where bank control is important, and countries where none of these
two mechanisms plays an important role (see Table 3.6).

Table 3.6: Classification of the countries by the the importance of market and bank control

Market control Australia, Canada. New Zealand, the USA, (Ireland)

Bank control Austria, Germany, Sweden, Switzerland

No market Belgium, Denmark, France, Italy,
or bank control the Netherlands, Norway, Spain, (Ireland)

Superimposing these two classifications, we can distinguish between the following

group of countries (Table   3.7). We shall   use this classification   in our analysis   of   fac-
tors behind the differences in systems of industrial finance.

Table 3.7: Classification of countries by the type of system of industrial finance

Owner control

Unimportant Medium importance Important
Market control Great Britain Australia, Canada,

USA Ireland, New Zealand

Bank control Switzerland Austria, Germany, Sweden

No Inarket Netherlands, (Ireland) Belgium, Denmark, France,
or bank control Italy, Norway, Spain
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3.3 Economic analysis of mechanisms of industrial fi-
nance

In this section we review the literature that analyses the economic properties of different

organizational mechanisms of corporate finance and governance.
It is extremely difficult to distinguish directly the influence of a financial system on

economic efficiency from the influence of other factors. The research strategy employed in
the literature is therefore to suggest theoretically the effects of characteristics of financial

systems on economic efficiency, and to test for the presence of these effects.  As we shall

see, in many cases the judgement about the efficiency of different mechanisms crucially

depends on the theoretical assumptions about the relative importance of different effects.

Mechanisms of industrial finance (in particular, mechanisms of corporate governance)

may significantly influence economic efficiency. Different mechanisms are characterized by
different allocation of decision-making power about major issues of the firm's operation

among different stakeholders of the firm, by different possibilities for them to utilize this

power, and by different incentives in making decisions. Who makes various decisions in

a firm, what information these agents possess and what incentives they have determines

what (and how efficient) these decisions are. Three kinds of decisions are particularly
important.

•  Decisions  on  the  use  of jinance. Who makes decisions on the  use of finance  and

what incentives this agent has determines how (and how efficiently) the capital
provided by investors is used. This influences efficiency directly. In addition, this
influences what return investors are likely to obtain and thus whether they provide
capital to the firms and on what terms. If investors expect the decision-makers in

a firm to make suboptimal decisions, they may refuse to provide capital or agree to

provide it only at a very high price. Furthermore, even if decision-makers undertake

efficient actions, these may be not the actions desired by investors of a particular
type. (Creditors, for example, may prefer a less efficient but less risky project to a
more efficient but more risky one.) If this is the case, investors of this type again
may refuse to provide capital or agree to provide it at a very high price.  Thus,
some projects in the economy that have a positive net present value may not be
undertaken.

•  Decisions on liquidation or restructuring of troubled jirms. Typically, though not
always, this decision is a prerogative of the creditors. The information available to
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creditors and incentives they have determines how efficient this decision is. These
information and incentives may differ under different mechanisms of finance.

• Decisions on replacing managers. Who makes these decisions, and what informa-
tion and incentives these agents have, determines the speed with which inefficient

managers are replaced, and the efficiency of matching of managerial position and
managerial talent in the economy

We shall now consider these issues in more detail. We shall start with the problem of
allocation of decision-making rights among stakeholders.

In modern corporations, there are a number of different groups of agents with some
stake in the firm, such as shareholders, creditors, suppliers, customers, managers, and
employees. These groups may have different interests (and may themselves not be ho-
mogenous groups). This raises the issue  of how to allocate decision-making rights among
stakeholders in order to achieve efficient outcomes.

The mainstream approach to this problem can be traced to the seminal paper by

Coase (1937) and was gradually developed by several economists, most fully by Fama and
Jensen (1983). According to this theory, a firm is a 'nexus of contracts' among owners of
the factors of production and customers.  Most of these have a very limited capacity and
willingness to bear risks associated with the results of the firm's operation. For example,

workers receive the main part of their income from the firm.  If they are to bear a part of
the risk of the firm,  this  will  lead  to an unacceptable degree of risk in their overall income.

Therefore, the contracts limit the risks borne by most agents by providing them with fixed

payoffs. The residual risk - the risk of the difference between the stochastic returns and
promised payments of agents - is borne by those who contracted for the rights to net cash
flows (the residual claimants), in the case of corporation - by shareholders. Bearing of
most uncertainty by one group of agents is efiicient since it reduces the costs of monitoring
contracts with other groups of agents and adjusting them for the changing risks borne by
these agents.

The fact that shareholders are the only residual claimants implies that they are the
only agents who are interested in the size of the firm's return. Thus, in the interests of
economic efficiency the decision-making power in the firm should be vested in shareholders.

Few authors would disagree with this analysis. A growing number of economists,
however, suggest that it alone is not sufilcient for the evaluation of economic efficiency of
corporate governance mechanisms.
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Several authors (e.g. Shleifer and Summers, 1988; Blair, 1995) have suggested that

agents involved in the productive process make firm-specific investments which cannot be
protected by explicit contracts (because of the difficulty and costs of writing complete

contracts),  but are undertaken  on the basis of tacit understandings, or implicit contracts.
The terms of these contracts will determine agents' decisions on whether and on what
scale to make firm-specific investments. This leads to several important implications for
corporate governance. The fact that the contracts are implicit and thus not enforceable

by the legal system leaves a scope for opportunism on both sides. A lot will depend on
the objectives of shareholders.  If the latter are interested in returns of the company over

a long period, it will be in their interests to honour implicit contracts. If shareholders
are interested only in short-term returns on their shares, they may well choose not to
honour the implicit contracts, redistribute wealth in this way to themselves, and exit the
firm. In this case, if agents are to make firm-specific investments, shareholders should be
prevented form expropriating them. Thus, governance mechanisms which induce share-

holders to take a short-term perspective and/or give them opportunities to expropriate
other agents will be detrimental to economic efficiency. Suppose that opportunism can in

principle be prevented by some mechanisms such as reputation. Provided that a firm has
a good reputation, the decision on making firm-specific investments will be based on two
main considerations: how long the firm is likely to continue to exist in a present form and

whether, while it exists, it is likely to have suflicient resources to honour the implicit con-
tracts. This implies that industrial finance mechanisms that decrease either the expected
life-span of a firm or the continuous availability of resources to honour implicit contracts
are likely to decrease the level of firm-specific investments and thereby be detrimental to
economic efficiency. This is reinforced by the fact that reputation for honouring implicit
contacts is unlikely to be important for a firm that does not expect to survive for a long
time as a separate entity. Thus, if the governance mechanisms prevailing in the economy
Significantly reduce the average time span of a firm as a separate entity, the reputation
mechanism may prove to be inadequate. Firm-specific investments may be also enhanced

by giving corresponding agents a say in major corporate decisions.

Other authors (e.g. Nelson and Winter, 1982; Foss, 1993; Teece and Pisano, 1994;

Hodgson, 1998) go even further and suggest that the conceptualization of a firm as a
'nexus of contracts', and more generally the analysis of the problem from the perspective
of methodological individualism, is too restrictive and leaves out important aspects of
value creation within the firm. Important assets of the firm are distinctive routines and
interactions among agents, and corporate culture. These assets are embedded in the firm's
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functioning and are conditioned by its history: they cannot be bought, they can only be
build. If financing and control mechanisms do not value these assets properly, these
mechanisms may well decrease overall efficiency. Furthermore, Lazonick and O'Sullivan
( 1996)  suggest that innovations iIi modern firms mostly occur  as a result  of a cumulative
and collective learning process. Some financial and governance mechanisms may facilitate
this process, while others may hinder it. Giving the right to make investment decisions to

agents involved in the process of organizational learning (including committed investors)
facilitates this process. On the other hand, distorting interventions from arm's-length
investors hinder it. Efficiency losses in this case, in authors' opinion, are much larger
than any possible efficiency gains from reducing agency problems.

As we shall see below, these perspectives differ significantly in their evaluation of
efficiency of specific governance mechanisms.

Suppose, however, that, as the 'mainstream' theory suggests and as is observed in
practically all countries, decision-making power is vested in shareholders. Some problems,
in addition to those mentioned above, arise when shareholders obtain additional finance
in the form of debt and when there is more than one shareholder. Different industrial
finance mechanisms (in particular, different corporate governance arrangements) represent
more or less efiicient ways of dealing with these problems. Sometimes, however, these

arrangements produce problems of their own.  We now consider some of these issues.

(i) Relationships of firms and creditors

Suppose shareholders try to obtain additional finance in the form of debt. Their
interests would then diverge in several ways from interests of creditors. First, if two
projects have an identical expected return but differ in their riskiness, shareholders will
prefer the riskier project, since in the case of success they will obtain all the benefits but in
the case of failure part of the losses will be borne by creditors. This choice is undesirable
for creditors because it increases the probability of their losses on the project. Second,
entrepreneurs will not apply efforts to improve the returns in bankrupt states because the
increased returns will accrue to the creditors. Third, when a risk of bankruptcy is present,
entrepreneurs may pay excessive dividends and thus reduce potential assets available
for creditors' compensation, thereby redistributing wealth from creditors to themselves.

Fourth, entrepreneurs will have an incentive to issue a new debt senior to the existing
one, thus increasing  the  risk for existing creditors (Jensen and Meckling,  1976).

The theory suggests that in determining the price of capital investors will take into
account all these possibilities. Without some arrangements to reduce these problems the
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price of capital is likely  to be prohibitively  high.    Any such arrangement, however,   will

have costs of its own, so only arrangements whose benefits exceed their costs will survivez.

The agency problems between creditors and governors can be reduced in three ways.

First, the entrepreneur  can  make an obligation to transfer the rights  on some assets  to

the investors in case he does not repay the debt, that is, provide a collateral. Second, the

entrepreneur can adopt obligations to use the borrowed funds in a particular way, and
agree on establishing mechanisms which will allow creditors to monitor his decisions, and

perhaps give them some rights in making decisions. Third, the entrepreneur can convince

creditors that she will further their interests, because she has always done so in the past,
or because she and investors belong to the same social group which possesses sufficient

mechanisms of social sanction to make investors honour their obligations. In general, a

combination of all three ways will be used in most real transactions.

While the third mechanism had been very important historically and may be important
in many countries at present, it can play only a supplementary role in modern developed

countries, where agents rely mostly on the first two mechanisms.  In each particular
transaction one of these two mechanisms will play a more important role.  When the first
mechanism predominates, creditors distance themselves from the firm as long as the results

are satisfactory, and appropriate collateral if they are not.  Thus, the relationships between

creditors and borrowers are arm's-length. When the second, mechanism predominates,

creditors and borrowers are engaged in close relationships. Since close relationships are
dif[icult with small creditors because of their high opportunity costs of engaging in them

and of other factors, and only practical with banks, we shall speak of close firm-bank

relationships.
What is are the effects of these mechanisms on economic efficiency? Can we identify

a more eflicient of the two?
Several potential advantages of the second mechanism - close creditor-firm relation-

ships - compared to arm's-length relationships have been suggested in the literature.
Ttansaction costs of search, screening and negotiation are reduced (Sako, 1992). Banks

can learn more about firms they have a relationship with and thus make more efficient de-

cisions about terms of lending to these firms and about their restructuring or liquidation.
Relationship banks may intervene in firms' affairs when their performance only

begins to          I
deteriorate, long before bankruptcy is declared, improving the efficiency of management

TA stronger thesis would be that only most efficient arrangements will survive in competition. While
this tendency would exist, there are major countervailing factors which in general would allow a survival
of arrangements which are less than optimal. We shall discuss these issues in the next section.
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and avoiding the costs of bankruptcy. A possibility of such intervention may be a neces-
sary condition for the establishment of Sonle types of efficient intra-firm arrangement (in
particular, those prevailing in Japan). By Inaking long-term loans and smoothing interest
rates banks may reduce firms' uncertainty about the availability and costs of financing
long-term projects and thus induce firnis to undertake long-term projects they would not
adopt otherwise.

Close relationship can reduce risk-taking by nianagers which is excessive fronl bank's
point of view and thus reduce agericy costs and increase efficiency if risk-taking is also
excessive compared to optimal. However, it is also possible that the optimal level of risk
exceeds  the Oile preferred by the bank.  Thus, the net effect of this factor on economic
efficiency is ambiguous.

From the point of view of theories emphasizing the firm-specific investment in human
capital, close bank-firm relationship increase stability of the firm's operation and decrease
the likelihood of unwarranted control change or liquidation, and thus enhance investment
in human capital. Theories emphasizing the value of organizational routines and culture
also will suggest a positive effects since prevention of unwarranted control change or liq-
uidation implies that these organizational assets are not unduly destroyed. Lazonick and
O'Sullivan's theory suggests that ongoing and stable access of the enterprise to capital
necessary to accomplish long-term innovative projects is a necessary condition for innova-
tion through organizational learning, and thus the effect of long-term bank relationships
is positive as long as they improve such an access.

Close bank-firm ties also may have detrimental effects on economic efficiency. Banks
which have acquired an exclusive knowledge about the firm may use this knowledge to
extract rents, which may hamper economic efficiency. Banks also may be too reluctant
to liquidate firms they have close relationships with.

Not all of these potential effects have received close attention in the theoretical litera-
ture.  Most of the authors concentrate on one aspect of close bank-firm relationship - an
acquisition by a bank of an exclusive information about a firm.  Thus, in models of Sharpe
(1990) and Rajan (1992) the entrepreneurs differ in their quality The investors know the
distribution of the quality of entrepreneurs in the economy, but only banks which lend to a
particular entrepreneur learn his quality. The authors show that this allows such banks to
capture information rents when lending in subsequent periods. These informational rents,
however, will be competed away in the first period, so that banks on the whole do not
profit from their exclusive position. First-period interest rates thus will be lower, and in
subsequent periods - higher, than they would be in the world of symmetric information.
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Sharpe (1990) points out that this would lead to excessive investments in the first period
and insufficient investments in the second. Since banks know the entrepreneurs' qual-

ity by the second period, only good-quality entrepreneurs will obtain the finance in the

second period, but all firms obtain it in the first. Together this implies that low-quality
firms will in total obtain more finance than in the case of symmetric information. Rajan

finds that when the entrepreneur borrows from banks (which learn his quality) he applies
a lower level of effort than when he borrows from small investors (who do not learn his

quality).    On the positive  side, the bank's knowledge  of the entrepreneur's quality leads

to more efficient liquidation decisions. Another positive effect of close bank-firm relation-

ships is identified by von Thadden (1995) who shows that in some cases, under arm's
length contracts (when the bank does not get to know the entrepreneur's quality) the

entrepreneurs will prefer projects which bring higher return in the short run to projects
which are more profitable overall but have a lower short-run return.  When the bank
knows that  it will learn the quality of the entrepreneur,  it is possible to devise a contract

which alleviates this short-term bias (despite the fact the bank does not know the quality
of the entrepreneur when such contract is signed). Thus, close bank-firm relationships

may have both positive and negative effects on economic efficiency, and the sign of the
overall effect is impossible to determine from theoretical considerations.

Aoki (1994a) considers a problem of controlling the free-riding problem iIi teains when

the exact contribution of each member is unmeasurable. Aoki devises a governance struc-

ture which can control this problem, and shows that it has a close resemblance to the

corporate governance structure observed in a majority of Japanese firms, a structure
in which banks play a very active role.  Thus, Aoki suggests that this corporate gov-
ernance structure emerged as the effective mechanism of enhancing the productivity of
team-organized production.

What is the empirical evidence on the role of close bank-firm relationships?

Hayashi (1997) finds that in Japanese firms which have a main bank relationship the
investment differ in sensitivity to firm's liquidity from the firms which do not have a main

bank. This result, however, may be sensitive to the criterion the author uses in identifying
the firms with a main bank relationship (such relationship is presumed to exist when one

of the 19 major city, trust or long-term banks is the main lender of the firm).
Kawai a.0. (1996) analyze the firms which have experienced a period of financial

distress (negative profits  for two consecutive years).   A  firm is considered  to  have  a  main

bank if it did not change the largest lender five years before the distress and during the
period of distress; this condition was satisfied for about half of the firms. The authors find
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that the firms with a main bank paid during the years of distress statistically significantly
lower interest premiums than the firnis without a main bank. It can thus be concluded
that having a main bank relationship reduces the cost of financial distress.

Lichtenberg and Pushner (1993) find that Japanese firms in which financial institutions
hold high equity stakes have higher levels of productivity and profitability than other firms.
They also find that in the former group of firms lapses in profitability occur less frequently
and have a lesser magnitude. This suggests that financial institutions not only intervene
in firm's affairs in times of financial difficulties, but exercise continuous monitoring of
firms.

Hoshi e.a.  (1993) find that after deregulation of financial system in Japan, which
has led to increased opportunities of obtaining non-bank finance, many Japanese firms,
especially the more profitable ones, have significantly reduced their reliance on bank debt.
The authors suggest that these firms did not perceive they received enough benefits from
the main bank relationship to justify its costs.

Empirical studies of bank-firm relationships in Germany and the Netherlands do not
distinguish between the roles of the bank as a creditor and as a shareholder, and in fact
measure the degree of closeness of firm-bank relationship by bank equity stakes in firms.
We shall consider these studies in the following subsection where we investigate the role
of a bank as a shareholder. It suffices here to say that these studies find a positive effects
of bank equity ownership on firms' performance and availability of external finance, but
negative effects on interest rates charged on the client firms.

On the whole, while there is some evidence that close relationships with a bank have
a positive effect on the firm's financing opportunities and performance, although not all
studies find this effect.

(ii) Relationships among shareholders and between shareholders and man-
agers

It may not be possible or efficient for shareholders to perform all decision-making
functions. First, those agents who have suflicient wealth and/or risk-bearing capacity to
become residual claimants may not be the ones most able to manage the firm.  In this case
it may be efficient for shareholders to delegate most decision-making functions to agents
most able to fulfil them, though retaining the right to make major decisions. Second,
efficient functioning of corporations usually requires a very large amount of resources and
is connected with substantial risks. Typically there would be too few wealthy enough
individuals in the economy so that such an individual can be the sole owner of a large
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firm and such investment would not involve a major part of their wealth. Less wealthy
individuals typically are too risk averse so as not to invest a major part of their wealth

in one firm. Thus having many residual claimants may emerge as an efficient solution.

Shareholders may then diversify their portfolio of shares to suit their risk preferences.

The fact that a corporate form offers possibilities for such diversification is probably a

major reason for its success. However, with many shareholders in the company is likely
to be too costly for any of the agents to be involved in the decision-making on a regular

basis, and too costly to reach agreements among all residual claimants over each single
decision. All these factors make delegation of decision making an efficient solution.

However, efficient risk allocation and the matching of able agents (independently of
their wealth and risk preferences) to decision-making positions come at a cost. The agent

who now makes day-to-day decisions in the company (let us call him a governor) no longer
bear (all) residual risk and thus have less incentive to work towards maximization of the
net cash flow than. In particular, the governor can undertake actions which reduce the

return on capital but bring him some private benefits (these may range from excessive

expenditures on foreign trips and decoratioIi of company headquarters to not working hard

enough to the expansion of the firm beyond the optimal size in order to increase status

and power of the entrepreneur). The governor in these cases receives all the benefits, but

only  a part  of the costs (determined  by his stake  in the firm), while other part  of the costs

is born by the shareholders other than the governor (outside shareholders). This problem

is, of course, most severe when the governor is a salaried manager who does not have
any equity stake in the firm. A solution for this problem could be to make the manager's

compensation dependent on shareholder value of the firm, but to close connection between

the two this would lead to excessive risk for the manager.

Second, when there are many shareholders, even if they retain the right to make major
decisions, it would be difficult for them in most cases to arrive at decisions other than those

suggested by the governor. It would be very dificult to evaluate whether the governor
undertook all necessary actions to further their objectives, and thus whether he should

retain his position or be fired. The costs of time and efforts in obtaining information or

expertise necessary for effective monitoring are born fully by any shareholder but she will

obtain only a fraction of the gains which the improved effectiveness of monitoring brings.

Thus, there is a free-rider problem in monitoring when a company has many shareholders.

Therefore shareholders typically they would not have enough information and expertise
to monitor governors. In making other major decisions,for the same reason, it would be

difficult for shareholders to evaluate governors' proposals or to devise solutions different
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from those proposed by the governor. Thus the governor effectively determines the major
decisions which formally are made by all shareholders.

As in the case of creditors, small shareholders would take all this possibilities into
account in determining the price of the capital.  In case of small shareholders the range
of possible arrangements to reduce these problems is smaller than in case of creditors.

Reputation mechanism may help somewhat.  In case the governor is a majority shareholder
this mechanism is the only feasible means of reducing agency problems. Of course, the
problems themselves are likely to be less important since the governor bears a substantial
degree of residual risk.  When the governor is a minority shareholder or a salaried manager,
two solutions are available. The first is to have a large shareholder who is not a governor
(that is, not an shareholder-manager or a salaried manager). This partially overcomes a
free-rider problem because these shareholders obtain a higher fraction of the firm's returns,
and because it is difficult for them to use the exit option and sell shares without causing
share prices to decrease. Second, small shareholders may expect that if the governor
acts in a non-value-maximizing way, this would be reflected in a share price. Potential
value of the company will thus be larger than its market value, and there may come
an agent who is wealthy and non-risk-averse enough to want to buy shares from small
shareholders, eventually acquiring a controlling stake in the firm in order to improve the
frm's performance and thus increase its value. The perspective of such development may
in itself discipline the governor.

As we have seen, systems of industrial finance differ significantly in the extent to which
this kind of agency problems is important, and the extent of the use of two mechanisms
mentioned above to reduce these problemsa. We note that it is not accidental that, as
a rule, in countries where dispersed ownership and plays a significant role so does the
market for corporate control.

In addition to reducing agency problems the two mechanisms may have some other
effects on economic efficiency, some of which may be positive and some - negative.  What
are these effects and what is the comparative overall efficiency of the two mechanisms?
We start with the role of a large shareholder.

(iia) Large shareholders

8Since the data on ownership concentration do not distinguish among managerial and non-managerial
large shareholders these data partially reflect the severity of agency problems of this kind and partially
- the extent of the use of the first mechanisms. In general we would expect, however that most large
firms are managed by salaried managers.
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As noted above, a presence of a large shareholder who is also a manager reduces

the severity of agency problems but also reduces the range of mechanisms available to

curtail them.  On the one hand, a presence of large non-managerial shareholders can

mitigate a free-rider problem in monitoring the governors of the firms.  On the other hand,

large shareholders may use their influence to redistribute wealth from minor shareholders

(Shleifer and Vishny, 1997). Furthermore, large shareholders may have interests which

may contradict the interests of other shareholders; in this case large shareholders will

make decisions which do not lead to the maximization of shareholder value.

Empirical studies of American, British and Dutch firms do not find any relationship
between the degree of ownership concentration in a firm and its economic performance

(see the review of studies for American and British firms by Goergen (1998), and a study

for Dutch firms by Chirinko e.a. (1998)). At the same time, Gorton and Schrnid (1996)
find a positive effect of the level in ownership concentration on economic performance in
a sample of German firms.

How do these effects change, and what other effects appear, when a larger non-
managerial shareholder is an institution, in particular, a bank (or a few banks together,
as is usual in Germany)?

An important issue in this case is 'who monitors the monitor?' The institutions which
are supposed to exercise monitoring are often themselves widely held (banks in Germany

and holding companies in France and Belgium  are the examples),  and  it is unclear  what

incentives do the managers of these institutions have to invest in monitoring. In Japan

most of shares of main banks are oft.en owned by their client firms. For banks, as Diamond

(1984) suggests, the fact that most of their liabilities are in a deposit form may provide
an incentive to monitor. However, deposit insurance and a general reluctance of govern-
ments to allow large banks to fail significantly reduce the effectiveness of this incentive.

In addition, the agents who are supposed to monitor managers of firms are themselves

managers (managers of banks), and have the same understanding about how corporate

governance should function - understanding different from that of small shareholders

(Baums, 1994; Prowse, 1995).
When the same institution acts both as a lender and a shareholder, a conflict of

interests may arise. First, a lender prefers safer projects (even if with a somewhat smaller

expected return) while a shareholder prefers mpore risky but more profitable projects.
The bank can Ilse its voting rights to ensure the choice of safer projects which do not
maximize shareholder value. Second, the bank may use its votiung rights to ensure the

choice of projects with a higher need for financing (which it will provide as a lender), even



3.3. Economic analysis of mechanisms of industrial finance 59

if more profitable projects requiring less finance are available. How relevant are these
issues empirically is not known. A bank may use its position as a dominant shareholder
to obtain the firm's banking business. In Germany, while this could be true in the past,
when each firm had its Hausbank, this does not appear to be a relevant issue at present,
when major banks hold roughly the same shares of proxy votes in each firm.  On a positive
side, the bank's role as both a creditor and a controlling shareholder may mitigate agency
problems between these stakeholders. Banks also may contribute to the board a better
knowledge of a pool of potential managers (Baums, 1994) .

Empirical evidence shows a significant amount of involuntary fluctuation in top man-
agement of German firms controlled by banks, not only in cases of financial distress but
also when the board is not content with the performance of particular managers (Baums,
1994).  Kaplan (1997), on the other hand, finds no systematic difference in relationship be-
tween performance and managerial board turnover in firms controlled by banks and those
controlled by other types of large shareholders. Cable (1985) and Gordon and Schmid

(1996) show that profitability of German firms is positively related to the proportion of
equity stakes controlled by the three big universal banks, and to these banks' represen-
tation of firms' boards of directors. Chirinko e.a.  (1998) find that profitability of Dutch
firms is positively related to the size of equity stakes held by banks. German and Dutch
firms in which banks hold larger equity stakes are less liquidity constrained (van Ees and
Garretsen, 1994; Elston and Albach, 1995). Thus, overall role of banks as controlling
shareholders (or proxyholders) of German firms appears to be positive.

(iib) Market for corporate control

Many financial economists consider the market for corporate control (MCC) a very
important corporate governance mechanism.  If the management of a company is under-
performing (through, in particular, engaging in non-present-value-maximizing behaviour),
this will be reflected in share prices. Another managerial team can then buy the company,
introduce present-value-maximizing behaviour, raise the prices and 'pocket' the increase.
Since the old management will lose heavily in this process. it has every incentive to avoid
it by not engaging in non-value-maximizing behaviour.

We shall initially assume that this statement is correct and consider how effective the
MCC is in fulfilling its function, that is, whether (almost) all firms the performance of
which can be improved by changing the management are taken over by other management
teams.  If this is the case, the threat of takeover will indeed prevent incumbent managers

in engaging in non-value-maximizing activities.
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There are several reasons why the MCC may not be very effective. The information

available to potential raiders may be inadequate. The effectiveness of the MCC greatly

depends on the availability of financing for takeovers, which is very sensitive to the business

cycle. This implies that in certain periods takeover threats are not credible and thus do
not discipline managers. Transaction costs involved in takeovers are very large, implying
that takeovers will be effective only when an expected improvement in the firm's value is

very large as well (Peacock and Bannock, 1991).

Finally, Grossman and Hart (1980) show that small shareholders of the targeted firm
have no incentive to sell their shares unless the value of the bid fully reflects the expected
increase in the firms's value under the new management; the potential bidder thus is
unable to extract any gains from the takeover and will not submit a bid. The authors

suggest. however, that the bidders may have some power to divert some of the gains

from takeover to themselves, in this case shareholders will agree to sell their shares for

a price below that which reflects all gains from takeover. Another possible way around

this problem is for the bidder to acquire a stake in the firm prior to the announcement

of a bid. While in most countries there are legal limits on a size of such a stake, this

may generate a sizeable reward. Still, in cases where this power is not strong enough,
effectiveness of takeovers as a control device will be reduced.

We shall now discuss the effects of the MCC on economic efficiency. Many authors

have suggested that the positive effects mentioned in the beginning of this subsection

may be outweighed by negative effects. These negative effects may appear for two main
reasons.

First, stock markets may not be informationally efficient, especially in short- and
medium-run.  It is thus plausible that the firms are taken over not because their value may
be improved through more efficient management, but simply because they are undervalued

in a given period.
The informational efficiency of stock markets has been a subject of volumnous litera-

ture. A commonly accepted basis for this discussion is Fama's (1970) three-fold classifi-
cation. In this classification, stock markets are informationally efficient in a weak sense if

current stock prices aggregate and convey all knowledge which has been transmitted by
historical stock prices; efficient in a semi-strong sense if stock prices aggregate and convey
all publicly available information, and efficient in a strong sense if prices convey all public
and private knowledge.

A theoretical argument supporting the hypothesis that markets are efficient is based on

arbitrage. If prices do not accurately reflect available information, investors who possess
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this information will buy undervalued stock, causing its price to rise, and sell overvalued
stock, causing its price to fall. Provided there are enough such investors, the prices will
converge to the true value of the stock.

This argument will hold only if a bulk of trades on the market are made by such
sophisticated investors. However, alongside them there may be traders who use wrong
models, or interpret information incorrectly, or do not use any models at all but follow the
advise of the media, or 'follow the herd' of other investors.  If such 'noise' traders make a
significant share of trades, the price will not reflect accurately the available information
and will deviate from the true valu (Milgrom and Roberts, 1992). Trading by 'noise'
agents is in fact a necessary condition for the trade on capital Inarkets: if there are no
noise traders, it does not pay for informed traders to trade (Black, 1986).

The conclusion of the empirical research is that stock markets are not efficient in
a strong sense: corporate insiders consistently outperform the market (Seyhun, 1986;
Malkiel,   1992). This suggests that maximizing market value  may  not  be a proper  goal
for managers. When the markets are not efficient in the strong form, managers have an
information than investors about the value of various alternative choices open to the firm
which is not taken into account by the market. The market may not appreciate the real
meaning and implication of managerial decisions for the firm's perspectives (Milgrom and
Roberts, 1992). Managers oriented on maximizing market value may thus be forced to
make suboptimal decisions.

Results on the efficiency in a semi-strong form are less conclusive. Many studies have
found that markets adjust to new information very quickly and arbitrage opportunities
do not exist for more than a few minutes (Maikel, 1992), thus supporting the semi-
strong hypothesis.  At the same time many authors have identified patterns of stock
prices' behaviour which are inconsistent  with the hypothesis ('stock market anomalies').
Abnormal returns, compared to those predicted by CAPM, are associated with size, high
dividend yield, small capitalization and turn of the year. Stocks that have low prices
relative to earnings, dividends, historical prices or book assets subsequently outperform
the market. Stock prices are excessively volatile; in particular, stock markets tend to
overreact on news announcements. The shares of closed-end funds have been underpriced
for years. Finally, the market crash of October 19, 1987 is impossible to explain on the
basis of efficiency hypothesis (Shefrin and Statman, 1995; De Bondt and Thaler, 1995).

A prominent financial economist, Nobel Prize laureate Fisher Black in his presidential
address to the American Finance Association in 1986 suggested that, because of the noise

trade, realistically an efficient market should be conceptualized  as the one in which " price
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is  more  than  one  half of value  and  less than twice of value" (Black,   1986,  p.   533).    By

this definition, in Black's opinion, "almost all markets are efficient almost all the time"

(ibid.), almost all meaning at least 90 per cent. Scherer (1988) notes that if stock markets

are 90 per cent efficient in Black's sense, 16 per cent of companies at any point will be
undervalued by a third or more.

These results suggest that the stock price may not accurately reflect the value of the
firm for shareholders, especially during relatively short-term intervals (up to a year). If
this is the case, the orientation of managers on maximization of market value may not
lead to efficient economic outcomes.

The second reason why the MCC may have negative effects on economic efficiency is
that for a variety of reasons managers may decide to make acquisitions which are value-

decreasing, especially for the shareholders of the bidding firm. Managers may want to
diversify the firm's activities to a greater extent than is optimal, in order to reduce a

volatility of earnings in the company, and thus reduce the risk of bankruptcy and increase
the security of their own position. Managers gain in status and power (as well as in

salaries) by managing larger firms. Finally, managers of successful firms may become
overconfident about the scale of the units they are able to manage successfully.

The non-value-maximizing acquisition strategies would imply the loss of efficiency
because of the waste of resources on 'bad' acquisitions, and less efficient performance of
the acquired firms after the takeover.

Both of the factors mentioned- inefficiency of stock markets and non-value-maximizing
actions of bidders - imply that successfully performing firms may well be taken over for
the reasons which have nothing to do with their performance. This will have a detrimental
effect on economic efficiency, for several reasons.

It would be it harder for managers to count on a long-term employment with the firm.

Thus, they will undertake less investments in the firm-specific human capital and under-
take fewer long-term projects. Managers will fear that the market will misunderstand the
firm's strategy and this will result in a low stock price and in a takeover. This can lead
to suboptimal investment decisions. Finally, in the face of an imminent takeover threat,
managers may respond with actions very different form those that are a part of a long-
term optimal strategy The very short planning horizon imposed by a takeover threat can
cause panic, disruption, and waste (Shleifer and Vishny, 1988). It is frequently argued
that the potential threat of a takeover bid encourages managers to increase short-term
profits and dividends at the expense of long-term investment, in the hope of boosting the
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share priceg.
The three 'non-mainstream' theories of corporate governance introduced at the be-

ginning of this section predict some additional negative effects of the MCC. The theories

emphasizing the firm-specific investments of employees and managers argue that a new
management after the takeover will tend to breach the implicit contracts with employees

and redistribute value from them to shareholder (Shleifer and Summers, 1988). This will
discourage employees' firm-specific investments. In addition, the expected life span of a
firm will shorter than without the MCC, which also will decrease the amount of firm-
specific investments. With a shortened life span the reputation for honouring implicit
contacts will be less important for a firm, and thus firm-specific investments may not be

forthcoming at all.
The theories emphasizing the value of distinctive routines and interactions between

agents and of corporate culture point out that if true long-term value of routines and
corporate culture is undervalued by the stock market, new management may 'cash out'
relational and reputational assets; this actually may be the whole rationale of the takeover.
Winter (1990) suggests that in 1980s high interest rates have made such a strategy at-
tractive and it is likely to be a rationale of a significant part of hostile takeovers in that
period.

The theory of organizational learning suggested by Lazonik and O'Sullivan emphasizes
a different problem: when a takeover leads to a formation of a larger firm, the decisions
about investment are transferred from managers involved in organizational learning to
managers of a merged firm who are not involved in this learning. Decisions thus will be
made purely on the basis of financial data. This will reduce economic efficiency.

Empirical analysis of the efficiency of the MCC has proceeded along several lines.
Some authors analyze whether managers behave in non-value-maximizing way in mak-
ing acquisitions. It has been found that managers whose compensation depends less on
the market value adopt poorer acquisition strategies (Lewellen  e.a.,   1985;   You,   1986).
Managers of firms with more diffuse ownership are more likely to engage in unrelated ac-

quisitions (Hill and Snell, 1988) and in volatility-reducing acquisitions (Amihud and Lev,
1981). Morck e.a. (1990) find that acquiring fast-growing firms reduces bidders' returns

(and thus managers probably overpay for fast-growing firms, possibly because they value

growth per se, for power and status reasons). The overconfidence hypothesis is not con-
firmed by evidence: managers of successful firms tend to make better acquisitions (Lang,

9Stein (1990) considers a formal model in which this effect exists even when stock markets are efficient

in a semi-strong form and managers act in shareholders' interest.
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1989; Morck e.a., 1990). Overall, there is an evidence that managers are able to make
acquisitions which are not in best interests of shareholders.

The effectiveness of the takeover mechanism more generally has been tested in two

ways. A relatively direct way is the analysis of the pre- and post-takeover performance
of the takeover targets. The research has found that the targets of hostile takeovers

performed prior to takeovers worse than similar firms in their industries in the USA
(Martin and McConnell, 1991; Lichtenberg, 1992), but in all of 21 other countries analyzed
targets did not perform worse than average (Lichtenberg, 1992; Ftanks and Mayer, 1996).
It has also been found that the victims of hostile takeovers underperform in post-takeover
period compared to average in their industries by various accounting and market indicators

(Ravencraft and Scherer, 1987; Scherer, 1988).
Another strand of empirical research investigates whether takeovers result in value

creation because of improvements in management.  It is well established that takeovers
create substantial (30-40 percent) short-term gains for the shareholders of the acquired
firms, while shareholders of the acquiring firm on average benefit only slightly in the
UK (Franks e.a., 1988; Hughes, 1991; Peacock and Bannock, 1991) and lose in the USA
(Bradley e.a., 1988; Caves, 1989; Asquith and Witzman, 1990).

The fact that shareholders gain from takeovers by itself does not imply that the lat-
ter are value increasing. Instead, the gains may occur because the market corrects its
evaluation of previously undervalued firms after takeover bids; or because the bidder's
managers overpay for the targets since they receive benefits which shareholders do not

care  about  (such  as an increase  in  the  size  of the  firm  or an opportunity to diversify);  or
because value is redistributed to shareholders from other stakeholders in the firm, such
as creditors and employees.

It is very difficult to determine empirically the source of shareholder gains. The least
difficult hypothesis to evaluate is probably that the gains emerge from transfers from other
stakeholders. While clearly there are cases when it is important, such cases represent only
a small fraction of the total.  On the whole, wage cuts explain only a very small percentage
of takeover premiums (Rossett, 1990).  Only in a fraction of cases of hostile takeovers

do layoffs take place, and then they are concentrated on the white-collar employees (this
move may well be efficiency improving). There are  also some cases where takeovers clearly
hurt bondholders (Acquith and Witzman, 1990; Warga and Welch, 1993). The empirical
literature to date has not been able to distinguish between the other possible sources of
shareholder gains - increase of the firm's value, overpaying by bidding managers and
correction of undervaluation by the market.
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The studies mentioned above focus on share price movements during only a few weeks
around the announcement. Several authors show that over a longer period the merged

companies experience negative abnormal returns (Jensen and Ruback (1983) cite several

one-year studies reporting such an effect, with the average (across the studies) abnormal
return of -5.5 per cent, while a three-year study by Magenheim and Mueller (1987) reports

a  -16  per cent return  as  the most conservative estimate).
It is difficult to estimate empirically whether MCC leads to short-termism of managers,

since this estimation would require the information on long-term projects rejected by firms.
There is an evidence that firms under the threat of a takeover substantially reduce their
investment to sales and R.&D to sales ratios (Nickell, 1995). On the other hand, Jarrell
e.a. (1988) observe that companies with higher long-term investments relative to their
assets are not more likely to be takeover targets.

It is thus difficult to draw conclusions about the overall effect of the MCC on efficiency.
The opinions among researchers range from the MCC being an important source of gains
in efiiciency (e.g. Jensen, 1992) to its being exceedingly damaging for it (Peter Drucker,
cited by Franks and Mayer (1996)).

(iii) Conclusion

The review of the literature suggests that it is very difficult to draw firm conclusions
on comparative efficiency of different modes of investor-firm relationships.  Each mech-
anism has its benefits and costs. Empirical evidence suggests that owners' monitoring
may not matter too much, that close bank-firm relationships tend to improve the firms'
performance but have some costs, and that measurable effects of the market for corporate
control on efficiency tend to be negative (but this may be outweighed by unmeasurable

positive effects  that a sheer possibility of takeover  may  have on managerial performance).
The available literature also does not suggest how the difference in effects on economic ef-

ficiency could be the reason for different mechanisms of industrial finance to predorninate
in different countries.

3.4 Will systems of industrial finance converge?

In this section we consider whether the differences among the systems of industrial fi-
nance have decreased in recent years and whether they are likely to (further) decrease in
the future, perhaps resulting in convergence to one system. This issue is hotly debated

by specialists in recent years. While all authors acknowledge that financial systems of



66                                    3. Systems of industrial finance and their diversity

different countries have become more similar in recent years, they differ in interpretation
of the extent to which the basic characteristics of systems have changed. The researchers

also differ significantly in evaluation of the strength of various forces facilitating and hin-
dering convergence of financial systems, and thus in evaluation of the extent to which
such convergence is likely to occur. The discussion in this section is not intended to be
a comprehensive survey of the different opinions expressed in the literature, or a defence

of a particular point of view. Rather, we aim at a brief and basic discussion of the forces

facilitating and hindering convergence and of available empirical evidence on the issue 10.

Convergence of the system of industrial finance may result from two interrelated de-

velopments which have been taking place in recent years, one of which is economic and
the other - political.

The economic development is a growing internationalization of product and financial
markets. Many authors suggest that internationalization of product markets puts increas-

ing competitive pressures on firms to obtain finance from the least expensive sources.

Thus, only most efficient mechanisms of industrial finance will survive.  At the same
time, internationalization of financial markets allows firms to obtain capital from differ-
ent sources both within their countries and abroad. Thus, for the first time financiers from
different financial systems engage in direct competition which will eliminate financiers who

provide capital on less attractive terms.

Underlying the convergence thesis is the assumption that there is, indeed, a single most
efficient mechanism of industrial finance. However, it is far from clear that this assumption

is correct.  We have seen in the previous section that any arrangement has both advantages

and disadvantages. Thus, different arrangements may, in principle, be (approximately)
equally efficient overall (e.g. Boyer, 1996). Moreover, a mechanism which  is less efficient

than some other mechanism in one institutional environment may be more efflcient in
another institutional environment. Many aspects of institutional environments are very
stable. Thus, different arrangements, receiving support from the particular institutional
orders, may perform equally well on the international markets. Finally, more efficient
financial arrangements may differ for different industriesil. While  it is still possible  that

10The review of theoretical arguments draws significantly on the excellent and well-balanced paper

by  Berger   ( 1996), although this paper  is not specifically devoted to systems of industrial finance.    This

paper is an introduction to a collection of essays by prominent authors (Berger and Dore, 1996), which
represent the whole spectre of opinions on the issue of convergence.

11 There are reasons to suggest that close relationships of investors and firms  are more conductive  for
established industries with incremental innovations, while arm's-length relationships are more efficient
for mature industries without technological change and for industries where frequent radical innovations
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convergence will occur in this case in a sense that firms in particular industries will use the
same mechanisms of industrial finance, the end result may very well be not a convergence
of financial systems in different countries but specialization of countries with particular
financial systems in industries in which these systems are more efficient. We already
observe this tendency at present.

Even if the best practice exists, there are significant grounds to doubt that the forces of
internationalization are strong enough to induce convergence to it. There is no doubt that
international trade has vastly increased in recent decades. The average ratio of exports
to GDP among OECD countries more than doubled in 1960-90s (9.5 per cent in 1960 and

20.5 per cent in 1990. International trade consistently grows faster than GDP. At the same
time, the share of exports in GDP is still quite small in all countries except some small
open economies. Thus, this share is sinaller than 12 per cent in the USA, Japan, and the
EU countries taken as a whole. This share has not increased significantly in the past two
decades in most countries (between 1974,1979 and 1990-1994 it has fallen in Great Britain,
Italy, Japan and Norway, and increased by less than 5 percentage points in practically all
other industrialized countries). The level of international trade is still lower now in most
countries than in 1913. In fact iIi 1945-60 the level of world trade was exceptionally low
compared with the previous period, and the growth in it is not surprising. It is unclear,
however, whether it will reach the level it had in 1913. Furthermore, although tariff
barriers to international trade have been significantly reduced, they have been replaced

by various non-tariff barriers such as quotas, 'voluntary' trade restraints and managed
trade. Almost all OECD countries on the balance increased obstacles to trade over the
1980s (Wade, 1996).

Financial markets, especially markets for currencies and government bonds, have
clearly become more internalized in recent decades. Thus, net international bond and
bank lending more than doubled between 1985 and 1990; outstanding stocks of interna-
tional lending grew in industrialized countries from 5 percent of aggregate GNP in 1973 to
25 percent of GNP in 1989 (Frieden, 1991). The degree of internationalization of markets
for industrial finance is much lower, however. Stock markets, in particular, are far from
being integrated. Few companies have a sufficient reputation to trade their stock on the
markets outside their home countries. Investment continues to be strongly constrained by
domestic savings and cannot be very easily financed from other countries' savings (thus,
domestic saving rates explained around 75 percent of variation in domestic investment
in 1970s and around 60 percent in 198Os; for comparison, intra-state savings rates in

occur (e.g. Porter, 1990: Allen, 1993, Soskice, 1995, Mayer, 1997).
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the USA states explain only 2 per cent of the variation in intra-state investment rates

(Wade, 1996)). The difference in the price of borrowed funds remain substantial, and
not very different from that several decades ago. Some studies find that this difference
decreases (Frankel, 1992), while others find no such evidence (Kasman and Pigott, 1988).
Finally, Zevin (1992) finds that by all available indicators the financial markets were more
integrated in the late nineteenth and the early twentieth century than ever since.

It is thus far from clear that integration of the product and the financial markets
will indeed reach the stage at which it would have a bearing on financing patterns and
mechanisms, except possibly for the largest firms. There is a significant evidence that at

present the internationalization of the world economy, and of capital markets in particular,
is not in fact very advanced, compared to the beginning of this century. There is also
some evidence that the degree of internalization may not become significantly higher in
the near future than it is now.

An important caveat is that the degree of integration of markets is much higher within
the European Union than in the world in general or even in the group of developed

countries in general, and is likely to significantly increase further. Thus, convergence of

financial systems within the EU driven by economic forces may be more likely. However,
it is difficult to estimate this likelihood with any degree of precision.

The second force which may induce convergence of financial system is political.  In-
creasing internal pressures in more economically powerful countries (at this moment the

USA) lead them to press other countries to establish internationally the type of financial

system under which they will derive special advantages. Powerful countries may ensure

the adoption of the rules rewarding the strengths and the weaknesses of their own systems.
They can even try to force other countries to reorganize their institutions and practices

according to the powerful countries' standards, thus eliminating former countries' com-

petitive disadvantage.
There have been several cases when the USA tried to force other countries to reorganize

their institutions and practices. Immediately after the war the USA have attempted (in
many respects successfully) to impose the economic systems of its own type on the post-

war Germany and Japan.  They also made provision of aid under the Marshall plan for
European countries conditional on some reforms in their financial systems. Loriaux (1991)
suggests that the governments of these countries could only persuade the USA to waive
these requirements by arguing that such changes are likely to lead to short-term difiiculties
for a majority of population, which may result in strengthening of communists and even
in their electoral victory. Now, however, such a perspective does not exist. More recently
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the USA attempted to condition the access to its markets for Japanese firms on several
changes in Japan's domestic economy, in particular the dismantling of industrial groups

(keiretsu) Although the USA did not achieve this particular goal, they were successful

in achieving some other changes in Japanese practices.
At the same time, there are significant forces impeding convergence. First, in the

opinion of many researchers national production systems are rather tightly bundled pack-
ages of specific national resources, institutions and legacies. This 'tightness of fit' makes
it extremely unlikely that any one practice or institution can be readily changed with-
out necessiating changes in other aspects of the system (e.g. Streeck, 1991; Woolcock,
1996; Schmidt and Tyrell, 1997; Hollingsworth, 1997). Second, in all industrial countries
processes of economic integration and globalization are generating an upsurge of reaction
and resistance in national politics. New political battles have broken out over whether
domestic institutions and practices in one's own society ought to be restructured to con-
form to institutions and patterns elsewhere.  Thus, the future of convergence is likely to be
shaped by growing political opposition to changes that are perceived to be the response to
external pressures (Berger, 1996). Third, and more generally, any change in governance
mechanisms is connected with costs of transition of various kinds, which economic and
political agents may be unwilling to accept.

It is impossible to say much about the relative strength of these forces from purely
theoretical arguments. Any judgement should be based on the evaluation of empirical
evidence. What is the evidence on this issue to date?

There is rather little systematic evidence on the extent of changes in the main charac-
teristics of the financial systems of developed countries in recent years.  The only country
for which such evidence is available is Japan. In 1970-9Os the share of bank loans in net
finance of the Japanese firms listed on the stock exchange decreased significantly in 1970-
90s (from 43 percent in 1970-74 to 19 percent in 1990-94). At the same time Japanese
companies increased the share of borrowing from the main bank (from 12 to 20 percent in
the first section of the stock exchange and from 15 to 24 percent in the second section),
so that the contribution of the main bank into firm finance remained approximately at
the same level. The proportion of firms which changed the main bank increased signif-
icantly in the latter half of the 1980s for the largest firms (from 9 percent of firms in
1984 to 19 percent  in  1989) but decreased for medium-size firms  (from  23  to 20 percent).
This can be interpreted as indicating that the main bank framework has not changed,
although the bargaining power of the largest firms against their main banks increased.  It
should be noted that in the heyday of the main bank system changes of main banks were
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not infrequent, particularly in the periods of rapid growth. Thus, there is little evidence

that the increase in turnover of main banks in the second half of the 1980s is a sign of

a permanent shift; the majority of firms did not change the main bank. The number

of directors dispatched from city banks to other listed companies increased from 1,167

in  1980  to  1,559  in  1993. The results  of a survey  by OECD shows that corporations  do
not expect the demise of main bank relationships. Despite some anecdotal evidence of

significant reduction of intra-group shareholdings within keiretsu, interpreted by many
authors as a sign of their collapse, overall these holdings decreased only slightly and re-
main significant. Hostile takeovers remain virtually unknown. Thus, while there is some

evidence that largest firms have become more independent from their main banks and the

banking system in general, there is little evidence of a general decline in the importance
of the main bank system, keiretsu system, and a pattern of stable shareholdings, or of

increase in importance of the market for corporate control (Corbett, 1998).
For other countries the evidence is much less systematic.  In the USA, there are

many examples of institutional investors taking an active stance in corporate governance.
Observers seem to agree that the role of institutional investors in corporate governance
has been growing in recent years but most investors continue to remain passive.

In France, there is an evidence that government measures in the late 198Os, which
stimulated savings and their investment in less liquid assets, have led to a significant
expansion of equity markets and, perhaps relatedly, to a significant reduction of a portion
of shares held as stable shareholdings. However, the level of ownership concentration

remains high, and an active market for corporate control has not emerged and is not
very  likely to emerge (Hanck6 and Soskice,   1996). In Italy deregulation  has  not  had  a

significant effect on organization of industrial finance and corporate governance (Cobham

e.a., 1996).
In Germany, there is some evidence that large companies after liberalization reduced

their reliance on bank finance and increasingly use capital markets. In particular, largest

companies resort to international capital markets. There is anecdotal evidence that in
some companies this has led to significant changes in managerial ideologies and practices.

These firms appoint CEOs from finance rather than production divisions (something that
almost never happened before), declare the important   role of increase in shareholder

value as their objective, increase information disclosure, establish short-term financial

targets and so on (e.g. Berndt, 1998). Some authors (e.g. Moerland, 1996) also mention

ongoing debates about a high concentration of power over many firms in banks' hands

as an evidence of a change in attitudes. These debates, however, have been taking place
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virtually through the whole post-war period, and their persistense perhaps should be
interpreted as an evidence of a continuing significance of the banks' role rather than of
its decline.

A very characteristic example illustrating both some shifts in the features of the system
of industrial finance in Germany and a continuing strength of traditional practices is the
story of the merger of two large German firms - Thyssen and Krupp-Hoesch (the example
is discussed by Berndt (1998)).

In spring of 1997 Krupp-Hoesch declared a hostile bid for its larger and healthier
competitor Thyssen. The Deutsche Bank and the Dresdner Bank provided to the former
firm the capital necessary to buy a controlling block of shares and worked out (together
with Goldman Sachs) a detailed plan of the campaign. The bid was seen by observers as
an ultimate test of the possibility of the market for corporate control to be established in
Germany.  Some of them even argued that if the takeover took place, this would be the
'last nail in the coffin' of a traditional model based on consensus, managed restructurings
and negotiated changes in companies' ownership.

Thyssen's top management began to assemble a coalition of financial institutions (in-
cluding the Commerbank and Morgan Stanley Trust) with a strength matching that of
the Krupp coalition. The battle among these coalitions would, of course, mean that the
game is played according to the rules of the market-control system. The developments
have not reached this stage, however. Thyssen has assembled another coalition in a more
traditional way for the German system. It was a predominantly regional coalition build
around the networks of traditional affiliation. Own workforce was mobilized. Thyssen's
management also successfully mobilized the workforce of Krupp to fight the bid of its
top management, warning them about inevitable job losses and unemployment which
will result from '

aggressive globalization and Americanization'. General public expressed
protests at the provincial and national level. Under the influence of these protests the
chairman of the Krupp foundation (the largest shareholder of Krupp-Hoesch) withdrew
his support for the plan. A crucial influence was exerted by the regional and national
governments.  As the result, the CEOs of the two companies were forced to negotiate
a friendly merger, thus following the German practice of consensual conflict resolution.
While the merger has resulted in job cuts, the labour secured the assurance of the head of
the merged company that there would be no real redundancies. The forces acting against
a change in German corporate governance system towards its 'Americanization' are thus
very powerful. While the specific interests of actors that have joined the coalition differed,
they all shared a common worldview as to the need to protect the status quo.
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To summarize, there is a limited and mostly anecdotal evidence of some changes in
some characteristics of the financial systems in several developed countries. There is, how-

ever, little evidence of changes in major characteristics of the systems which we consider

- the degree of ownership concentration and the predominant modes of interaction be-
tween investors and firms. One exception here is a growing role of institutional investors

in corporate governance in the USA; it is yet unclear, however, whether these investors

would indeed play a significant monitoring role for a large number of firms. There is also

significant evidence that in Germany and Japan very large firms, which after the deregula-
tion in the 1980s gained access to international capital markets, have significantly reduced

their reliance on bank. However, these firms do not completely severe their ties with banks

(at least in Japan).  At the same time, for a great majority of firms internationalization
does not seem to change the character of their relationships with banks, probably because

they do not have a real possibility of borrowing on international markets.

Overall it is extremely difficult to predict whether and to what extent systems of

industrial finance will become more similar in the future, how likely they are to converge
to one system and what characteristics would this system have. However, it seems here

are some grounds to conjecture that convergence purely under the influence of economic

forces may be not very likely, at least outside European Union.



Chapter 4

Differences in systems of industrial
finance: examining potential
explanations

4.1     Introduction

In this chapter we investigate what factors can explain the cross-country differences in
characteristics of systems of industrial finance.

The diversity of financial systems among the industrialized countries has been ec-
plained in a variety of ways. However, it seems to be a common opinion among scholars
that anything close  to a comprehensive theory is lacking (e.g., Thakor,  1996).

The existing literature explains the differences in the systems of industrial finance in

developed countries by differences in their regulatory environment or by differences in the
character of economic development (in particular, in timing and character of industrial-
ization). In addition, the differences in the degree of stock market development have been
explained by a different role of the state in provision of pensions.  Most of this literature,
however, bases its conclusion on a comparison of a limited number of countries. In this
chapter we explore whether these conclusions remain valid for the larger group of coun-
tries we consider in this thesis. We also invoke some other possible explanatory factors
the role of which have not been investigated in the previous literature. These factors are
the differences in size and wealth of countries and in their cultural characteristics.

The chapter has the following structure. We analyze to what extent the differences in
the main characteristics of the systems of industrial finance and corporate governance can

73
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be explained by the differences in regulatory environment in Section 4.2, by differences

in the character of economic development - in Section 4.3, and by other factors - in
Section 4.4. We draw some conclusions in Section 4.5.

4.2 Regulatory environment

4.2.1 Existing literature

The role of legal and regulatory provisions as factors shaping systems of industrial finance

has been emphasized by several authors.  Some of them also investigate the political
processes which lead to adoption of these provisions.

Roe (1991, 1994) argues that regulatory frameworks had a significant effect on corpo-
rate finance and governance in the USA, Germany and Japan. In the USA, the ability of
financial institutions to hold large equity stakes in industrial firms and use them for cor-

porate governance is severely limited. The National Bank Act of 1863 did not grant banks

the power to own stocks; a few years later, when the controversy arose, the Supreme Court
resolved that banks are not allowed to own stock. In subsequent years banks avoided this

prohibition by dealing in securities through affiliates. This practice was prohibited in
1933 in Glass-Seagal Act, after it was suggested that failures of some of these affiliates
have damaged banks and have caused the depression. At present banks perform oper-
ations with equity only through their trust departments.  The laws, however, foster an
extreme fragmentation of trust portfolios, well beyond what is necessary for diversifica-

tion. Fuethermore, many states allow only banks incorporated in that state to operate on

their territory, and prohibit banks from branching. In the 1950s many banks responded

by creating holding companies (each owning several banks). The government reacted by
prohibition to holding companies to own more than 5 percent of the voting stock of any
non-financial company.

Mutual funds face tax penalties if they own more than 10 percent of a single firm's
stock. Insurance companies are regulated by the state law. New York state law, governing
58 percent of life insurance industry's assets and 82 percent of property and casualty'
insurance assets, from 1906 till 1951 prohibited life insurance companies from buying
stock, and from 1951 till 1985 allowed to invest at most 3 percent of their assets into

equity.  Now the corresponding figure is 20 percent. Still, even now no more than 2
percent of assets can be invested into stock of a single company. Property and casualty
insurance companies are prohibited from owning stock.
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The USA laws discourage active involvement in corporate governance by any share-

holder, not just by a financial institution. Any shareholder exercising control over the
firm (even through minority sharelioldings) 1Ilay be made liable for the firm's actions.
Any party acquiring more than 5 percent of shares of a conipany must disclose its own-
ership, sources of finance and plans it holds for the use of the acquired shares. Insider
trading rules prevent large shareholders from short-term trading. Communication among
shareholders is significantly restricted. Thus, until 1992 it was illegal for more than ten
shareholders of a firm to discuss its management. Finally, the claims of creditor who are
also shareholders, and are found to exercise influence on the firm, become junior to claims
of other creditors.

Roe further argues that this stance of law has not developed accidentally but is a
result of an interplay of political forces and the prevailing public opinion. Roe emphasizes
the role of ideology (which he defines as an 'the opinions of average people without a
direct economic stake in the political outcome') in this process. When the broad mass
of people have the same preference, it does matter for political process. Roe argues
that this was the case in the area we consider. According to Roes, the main element of
American ideology whcih has induced the passage of laws on financial fragmentation is
what he calls populism: "Americans prefer tliat no institution acquire significant power.

Polling data show that Americans have an abiding distrust of concentration of power,
inside or outside the government"    (Roe,    1991,   p.      32).      This   has   been an important
element of American ideology from the time of Thomas Jefferson and his followers to the
present. Researchers have long agreed that this factor was a decisive force in adoption
and persistent implementation of anti-trust policy in the form it exists in the USA; Roe
argues  " that populism was also the basis for rules governing the range  and size of financial
institutions" (p.  33). This ideology was adopted at the end of the nineteenth century
by two influential movements: the Populist (representing farmers) and the Progressive

(representing small business). While different in most other respects, both movements
shared a deep mistrust to the organized financial-industrial nexus which, in their view,
exploited helpless farmers and small businessmen. This attitude has been persisting. Roe
cites several statements made in the debates in Congress on the financial legislation in the
193Os, was well as statements from the 195Os, the 1960s and the 198Os, which explicitly
state this populist position.

But even if 'ideology' fully explains the adoption of legislative provisions in question,
it alone would not ensure their persistence for decades. Roe notes that small-town Ameri-
can bankers had a considerable political influence and, exploiting the ideological sentiment
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against concentrated financial power, were consistently able to lobby the federal govern-

ment successfully. In addition, Congress members had strong ties to their district and
thus had an interest in keeping banks small and local. Finally, industrial firms, which did
not want to relinquish their autonomy to financial intermediaries, contributed to lobby-

ing against the relaxation of existing restrictions on intermediaries and, sometimes, for
introduction of further restrictions.

On the other hand. regulations in Japan and Germany facilitated the establishment
of bank-based systems and hampered the development of capital markets.

In Japan, until 1987 banks were allowed to hold up to 10 percent of equity in a single

firm (5 percent aft.er this date). Insurance companies are allowed to hold up to 10 percent

of equity in a single firm. Although formally anti-trust and insider trading provisions are
similar to those in the USA, they are not enforced by the authorities. Until the early

1980s the bond market was opened only to a few government-owned firms; until 1987
firms were prohibited from issuing commercial paper; and until 1988 equity transactions
were heavily taxed. In addition, the central bank's interest rate control allowed banks to
lend at below market rates and still make profits, which made capital market sources of

finance uncompetitive.
In Germany banks' equityholdings are restricted by not very demanding prudential

rules. There are no other restrictions for banks. There are no restrictions at all for
other investors. Issues of commercial papers and long-term bonds until recently required
the approval of The Ministry of Economics and were subject to a substantial securities

transfer tax. Equity issues and equity trading on the secondary markets also were taxed.
In the opinion of some researchers this made securities financing uncompetitive with bank
loans.

Roe notes that it is impossible to find out how the system in the USA would develop

without restrictions on financial intermediaries. Thus, it is not quite clear what is, exactly,
the status of the explanation he suggests:  have the regulatory provisions being a decisive,

a facilitating or a largely irrelevant factor.  On the one hand, some indirect evidence

suggests that it is likely that powerful monitoring financial intermediaries would emerge

in the USA in the absence of the hampering regulation.  On the other hand, in Great
Britain a financial system similar to that in the USA has developed without regulatory
restrictions on the involvement of financial institutions; it is not clear that the same would

not happen in the USA.
Other authors also note an important role the regulatory environment has played in

shaping the patterns of industrial finance. Thus, Aoki e.a. (1994) suggest that in Japan,
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the existing bank-firm relationships would not be able to develop without a regulatory
framework which punish the actions deviating from the principles of main bank rela-
tionships and guarantees rents for banks that comply with these principles. Two most
important regulatory mechanisms were used. First, the state exercised a rigid control
over new entry to city bank status - a necessary prerequisite for acting as a main bank
for major firms. The number of city banks has been kept small (no more than 15), only
two new entries have been allowed in the post-war period. The second mechanism was
the licencing of opening of new branches of banks.  It is a common belief that the Min-
istry of Finance awarded extra new branches to city banks which invested in industries
demarcated by the industrial policies, and which agreed to rescue major firms whose fail-
ure could cause serious social problems. Thus, banks that shirked on their main bank
function were implicitly threatened by rejection of new branch licenses. This regulatory
framework, in the authors' opinion, assured city banks of profitability and growth as long
as they followed the conventions implied by main bank relationship and reciprocal dele-
gated monitoring arrangements. In that sense, this sanction mechanism may have been
an indispensable element of the main bank system.

Vitols (1997) stresses the role of regulations in Germany in facilitating stability in the
process of credit creation, which is a necessary condition for establishing long-term firm-
bank relationships. Two aspects of regulations have been important in this respect. First,
Germany has strict, quantitative and universally applicable prudential rules; such rules
were adopted there sveral decades earlier than in other major industrialized countries.
These standards significantly constrain imprudent lending practices and destabilizing price
competition (which, in particular, caused a credit crunch in the beginning of the 1990s in
most other advanced economies). This system alone would not work, however, because

capital will simply flow from banking sector to less regulated financial sectors.  This
tendency has been curtailed by another significant aspect of German financial regulation
- a privileged position of banks within a financial system. Potentially competing financial
institutions have been more strictly regulated than banks (in case of insurance companies
and building societies) or prohibited (as was commercial paper till recently).

While the explanations of this type appear plausible, the precise role of regulatory
environments has to be evaluated on the basis of experience of other countries with similar
financial systems.

La Porta e.a.  (1997, 1998) also rely on legal factors in explaining the difference in
financial systems and ownership patterns. In particular, the authors suggest that this
difference can be explained by the differences in legal protection of investors. Generally
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speaking, if the protection of a particular group of investors (equityholders or creditors) is
weak, this group will require a higher return on their investment, and the firms will obtain
less finance financing from this group of investors than in countries with a good protection.
In particular, a lower level of stock market development and a higher level of ownership

concentration may be expected in countries with a weaker shareholder protection. The
authors examine how laws protecting investors and the quality of enforcement of these laws

varies across 49 countries, and whether these variations have a bearing on the patterns of
firms' financingl.

Establishing the correlation between the legal rules and financing patterns by itself
will not establish the direction of causality; it would be possible to argue that legal rules

are shaped by characteristics the economy and thus the differences in both legal rules

and financial systems should be explained by some other (perhaps political) factors. To
make the case for legal rules as an explanatory factor stronger, authors concentrate not

only on legal rules in individual countries but on the origin of these rules. They argue
that countries typically adopted their legal systems involuntary, through colonization, and
even when they had a free choice, language and the broad political stance of the law were
likely to be much more important considerations than investor protection. Thus, the legal

origin can be treated as exogenous to the country's financial system. If both legal rules

and financing patterns differ systematically across legal origins, there is a strong case that

legal origins, as expressed in legal rules, actually affect financing patterns.
As we have seen in Section 2.4, the legal systems can by their origin and some other

characteristics be divided into two broad legal traditions: common law and civil law.
Within the latter tradition three legal families are usually identified: French, German, and
Scandinavian. The authors classify countries into legal families on the basis of the origin
of their civil law.  Of the (newly) industrialized countries, the USA, Great Britain, Ireland,
Canada, Australia, New Zealand, Hong Kong and Singapore belong to the common law

family; France, Italy, Belgium, the Netherlands, Spain and Portugal - to the French

family; Germany, Austria, Switzerland, Japan, South Korea and Taiwan - to the German

family; and Sweden, Norway, Finland and Denmark - to the Scandinavian family. The
latter two families consist only of the countries named here, with the rest of the countries
divided between the common law and the French families.

The authors use six features of legal systems to characterize the degree of minority

1 We  describe the  work  of La Porta  and his colleagues  in some detail since we shall  not  only  test  the
applicability of their conclusions to our smaller sample in this section, but also test the validity of some
of their conclusions for the whole sample of 49 countries in Section 5.5.
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shareholder protection. These features are operationalized through six boolean variables.
A corresponding variable is equal to one if: (1) the country has Inandatory one-share-one
vote rule, (2) shareholders are allowed cast a vote by Illail (rather than attend general
meetings personally); (3) shareholders do not have to deposit their shares for several days
before and after the general meeting, (4) the minimum percentage of share capital that
entitles a shareholder to call an extraordinary shareholders' meeting is less or equal to 10
percent (the median  of the Saniple, which ranges  from  1  to 33 percent);   (5)  cumulative

voting for directors allowed, (6) there are legal mechanisms which can be used by minority
shareholders against a perceived oppression by directors (e.g., suing directors  or the right
to force the company to purchase back the shares of shareholders who object to certain
fundamental changes). The authors  also  use the arithmetic  sum  of the values  of the last
five variables as an index of anti-director rights'.

In a similar way, creditor rights are reflected in four boolean variables. A correspond-
ing variable is equal to 1 if: (1) secured creditors can pull collateral from firms being

reorganized without waiting for completion of reorganization; (2) secured creditors have
an absolute right to collateral in reorganization (and thus collateral cannot be used to
pay to the government and employees); (3) creditor consent is needed for managers to file

for reorganization; (4) during reorganization, a new management is appointed by court
or creditors. The arithmetic sum of the values of these variables for a country represents
an  index of creditor right.

In the first paper (La Porta e.a., 1998) the authors show that for most regulatory
provisions mentioned above the origin of laws does matter. The exceptions are one-share-
one-vote rule and cumulative voting, both of which are uncommon in alllegal families.  For
all other provisions the means of corresponding boolean variables statistically significantly
higher for the common law countries than for the French law countries. In many cases

the means for the common law countries are statistically significant than the means for
the civil law countries in general. The differences between the families within the civil
law tradition are rarely significant. Thus, common law countries afford the best legal

protection to investors, and French law countries afford the worst protection.
The authors also examine the quality of enforcement of investor rights. They use the

estimates of'law and order' compiled by credit risk agencies to assist businesses interested
in investing in foreign countries. These estimates take into account the efficiency of the
judicial system, rule of law, corruption, a risk of expropriation by the government, and
a likelihood of contract repudiation by the government. In addition, an index of the
quality of accounting standards is used.  It was found that law enforcement is best in
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countries of the German and Scandinavian legal families (although this reflects to some

degree their higher average per capita income levels), somewhat weaker but still strong
in the common law countries, and weakest in the French law countries. For accounting

standards the picture is similar (except German law countries have lower standards than
Scandinavian and common law countries).

The authors examine the hypothesis that a highly concentrated ownership is an adap-
tive response to poor investor protection.  For this end, they use the data on the combined
ownership stakes of the three largest shareholders in ten largest non-financial publicly
traded firms in each country, and use the average of these stakes for the country as an

indicator of the degree of ownership concentration. The authors find that concentration
increases from the German law to the Scandinavian to the common law to the French law

countries (differences among the first three families are not statistically significant, while
differences between each of them and the French law family are significant). The authors
then run regressions on investor rights variables, rule of law and accounting standards in-

dexes, legal dummies and control variables (GNP, GNP per capita and Gini coefficient).
Good accounting standards, rule of law, and 'anti-director rights' index are significantly
negatively related to the level of ownership concentration, while 'creditor rights' index
and legal dummies are not significant. It should be noted that the quality of accounting
standards could be an effect rather than a cause of the degree of ownership concentration.
The authors explain the fact that creditor rights measure is not significant by the opera-
tion of two opposing effects: on the one hand, in countries where these rights are good,
small shareholders can free-ride on the monitoring by banks, making dispersed ownership

possible; on the other hand, firms in these countries will tend to use debt rather than

equity, leading to higher ownership concentration.

In the second paper (La Porta e.a.,  1997) the authors analyze the influence of the legal

protection of investors on the ability of companies in different countries to raise external
funds in the form of either equity or debt.

The authors use three measures of ability of firms to obtain equity finance. The first
is a measure of the value of equity held by outside investors, as a percentage of GDP (this
measure is constructed by multiplication of the ratio of stock market capitalization to GDP
by a rough measure of the fraction of stock markets held by outside investors, namely an
average, for 10 largest firms in the country, of fractions of equity held by shareholders
other  than the three largest shareholders). The othors  ell this measure 'external stock
market capitalization'. Ther other two measures are the number of listed domestic firms
in each country relative to its population and the number of initial public offerings (IPOs)
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between mid 1995 and mid 1996, also relative to the population. The ability to obtain
debt financing is measured as a sum of the total value of bank debt in each country and
the total face value of corporate bonds in each country, divided by GNP.

The authors perform a variety of regressions of these measures on the relevant investor
rights variables, the index of law enforcement, dummies for legal origins, and two control
variables: historical GDP growth and real GNP.

In the regressions of all three equity variables a similar pattern was obtained.  The
'anti-director rights' index, the 'one share-one vote' dummy and the rule of law score
have a significant positive effect (the exception  is  the 'one share-one vote' dummy  in
regressions  of IPOs). When legal origin dummies are included,  they are significant  in  all

specifications (the exception is the dummy for Scandinavian origin in regressions of IPOs).
The common law countries have larger and broader equity markets than the Scandinavian
and the German law countries, which, in turn, make equity finance more easily available
to firms than the French law countries. Introduction of legal dummies does not affect
the The coefficients of the 'anti-director rights' index and the rule of law score are lower
and less significant in regressions with dummies than in regressions without them (the
magnitude and the level significance of the coefficient of the 'one share-one vote' variable
remains virtually unaffected by the introduction of legal dummies). Thus, the estimates
suggest that shareholder rights variables account for some of the difference in the ability of
firms to obtain equity finance, but some other effects of legal families are also important.

For the aggregate indebtedness measure, in the specification without origin dummies,
the   coeflicient   on   the 'creditor rights' index   is also statistically significant,   but it loses

significance (and falls sharply) once legal origin is controlled for. Availability of credit
decreases from the German law to the common law to the Scandinavian law to the French

law countries; all the differences between legal families are significant, except the difference
between the German law and the common law countries. Thus, legal system influence the
width of credit markets, but it is not adequately captured by the 'creditor rights' index.

These results indicate that the level of minority shareholder protection and the de-
gree of law enforcement exercise influence on the degree of ownership concentration and
stock market development. The question remains why the differences in these provisions

emerged and persist. The authors note the puzzle of French law countries which do not
change their laws on investor protection despite their evident inefficiency. Furthermore,
it is significant that difference in legal families explain the difference in the scale of eq-

uity markets beyond that explained by the authors' indices of shareholder rights, and
that while systematic differences among countries of different legal families exist in the
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availability of debt finance, the 'creditor rights' index does not explain these differences.

This suggests that a closer investigayion of the characteristics of legal families or countries
comprising them (or perhaps country groups similar to those identified by the authors

as legal families) may be a promising avenue to pursue. Overall, the authors present

important and stimulating findings which suggest that further research in this direction
is likely to be fruitful.

4.2.2 Empirical analysis

As we have seen, most of the authors conclude that regulatory environment significantly
influence the character of the financial system on the basis either of analysis of one country
or of a comparison of only a few countries  (at most four).  Now we shall investigate whether
these conclusions hold when a larger group of countries is taken into account. We also
shall analyze whether the results of La Porta e.a. for a large sample of countries hold if

only developed Western countries are considered.

Several features of the regulatory framework of the system of industrial finance may
facilitate or hinder the development of the stock market.  We do not use the level of

development of the stock market as a criterion by which we classify systems of industrial
finance2. Nevertheless, we would expect  that the level of stock market development  in-

fluence the extent different governance mechanisms are used in correspoding economies.

Thus, we would expect that the market for corporate control would be more likely to
develop in countries with a developed stock market, and that there would be a correla-

tion between the level of development of the stock market and the degree of ownership

concentration. (In the latter case it is not straightforward to determine the direction of

causation. On the one hand, the more concentrated is the ownership, the less shares are

available for trade.  On the other hand, less developed markets are more volatile, and
thus a probability of mispricing is higher. This may induce large equityholders to retain

controlling blocks of shares to prevent takeovers because of mispricing.)
Before going further we shall  test the validity of these conjectures. Table  A.1  in  the

2There are two reasons for this decisions. First, a stock market in itself is not a governance mecha-

nism of relationships of investors and managers, rather it mediates (and eases) the functioning of other
mechanisms. Relationships of shareholders and managers of firms may have avery different character,
and this character is not directly related to the degree of stock market development. Second, there is very
little relationship between the level of stock market development and the extent firms use it to finance

new investments (that is, the share of equity finance in tatal net investment of firms (e.g Mayer, 1988)),
to the extent the relationship exists, it is negative.
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Appendix shows the size of market capitalization relative to GDP and the number of
listed firms per nzillion of populatioIi iii countries under considerati011. Looking at the
data we see that in general both conjectures are valid. There are several exceptions:
New Zealand has a relatively small relative volume of market capitalization but an active
market for corporate control; in Sweden high relative capitalization coexists with a low
role of dispersed ownership, and in Denmark a high number of listed firms and a small
role of dispersed ownership are simultaneously present. The relations we consider are of
the kind where exceptions are no less important than general tendencies. The example
of New Zealand suggests that if there is a minimum size of the stock market below which
the market for corporate control can not emerge, this size is relatively small. When the
stock market is larger than this size, the example of New Zealand makes it difficult to
argue that the size of stock market in a given country significantly influences the degree

of development of the market for corporate control.  Thus, it is difficult to argue that
the regulations which hinder the development of stock market prevent the emergence of
market for corporate control. The evidence for Sweden imply that a large (relative to
the size of the economy) stock market (and thus measures stimulating its development)
is not necessarily connected with a significant role of the dispersed ownership. This kind
of ownership may be limited to a few very large companies which have a sufficiently large
amount of equity capital to make the stock market relatively large.  On the other hand, the
overall evidence supports the conjecture that where the stock market is weakly developed,
dispersed ownership does not play an important role.

Keeping these qualifications in mind, we turn to the analysis of concrete regulatory
provisions which are suggested to have an influence on the development of the stock

market.  Roe (1991), as we have seen in the prevoious subsection, has suggested that
legal and regulatory environment in Germany and Japan had, till the early 199Os, a bias
against market finance. In Germany the issue of long-term bonds required authorization
by the Ministry of Economics and was subject to the securities transfer tax. Issue and
transfer of shares also were taxed. Were regulatory hindrances of this kind indeed a major
reason for a low degeree of development of capital markets in many countries?

Pecchioli (1987) reports that in 1985 all countries he considers (Belgium, Denmark,
France, Great Britain, Ireland, Greece, Italy, Switzerland) taxed the new issues of equity
at the same rate of 1 percent. This tax thus apparently did not present an obstacle for
the development of stock markets in Britain or Switzerland.  On the other hand, the
requirement of prior authorization of bond issues existed in Austria, Germany and Italy
and did not exist in Belgium, Denmark, France or Sweden. Still, firms in the latter group
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of countries did not resort to bond financing more frequently than firms in the countries

of the former group. Thus, while authorization requirement no doubt contributed to
the costs of bond financing in countries where it existed, it is by no means clear that

capital markets would have been much more active if this procedure did not exist. This
evidence cast doubts on the suggestion that the level of taxation of security operations and
authorization requirement were significant factors influencing the degree of development
of capital markets.

Several authors (e.g. Roell, 1996; La Porta e.a., 1997) have suggested that the legal
treatment of insider trading will have an influence on the level of development of stock

markets. They connect difference in the development of stock markets in the USA and

Germany to the fact that in the USA insider trading has been a criminal offence since the

1930s while in Germany it was criminalized only in the end of the 1980s. However, the

analysis of a larger set of countries shows that the case of the USA is an exception. No
other country punished insider trading till the beginning of the 198Os, when corresponding

provisions were introduced in Great Britain and France.  At the end of the 1980s provisions
against insider trading were introduced in the legislation of practically all other countries

we consider (Hopt and Wymeersch, 1991). Thus, system of industrial finance in all
countries except the USA took their distinctive forms decades before the introduction
of regulation against insider trading; the absence of such regulation did not prevent the
development of active stock markets and markets for corporate control in some of these

countries.

La Porta e.a.  (1997), as we have seen in the previous subsection, find on the basis of
analysis of 49 countries that the degree of protection of minority shareholders influences

the degree of stock market development. The authors' 'anti-director rights' index for
countries we consider can be found in Table A.1 in the Appendix. Recall that this index
can take a value from 0 to 5.

Table 4.1 reports the results of regressions of the indicators of stock market develop-

ment used by La Porta e.a. on the 'anti-director rights' index for our more restricted

sample of 18 developed countries. It can be seen that, as in the larger sample, the level of
'anti-director rights' is a significant predictor of the degree of stock market development.

However, a correlation is far from perfect. As can be seen from Table A.1, the five coun-
tries with the highest level of market capitalization relative to GDP have the following

anti-director rights scores:  1, 4, 5, 2, 2.  Only one of five measures taken into account
La Porta and colleagues is present in Switzerland (it does not require shareholders to

deposit shares  at a period around the shareholder meeting),  but  it  has not prevented  the
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Table 4.1: Legislative protection of minority shareholders and stock market development

Outside market Number of Initial public
capitalization listed firms offerings

Intercept 0.147 3.852 -0.320

(1.42) (0.55) (-0.50)
'Antidirector' 0.080-* 9.320***

0.692***

rights index (2.18) (3.71) (3.01)
Adjusted R2 .18 .43 .35

t-statistics in parentheses

emergence in the country of the largest (relative to the size of the economy) stock market
among the developed countries.  On the opposite end of the scale, Ireland has a very good
shareholder protection but a relatively small stock market. Thus, while there is no doubt
that the measures La Porta e.a. take into account have some influence on the level of
development of stock market, this influence is far from being decisive.

Prowse (1995) and other authors have suggested that the differences in mandatory
disclosure requirements may have affected the extent of the development of equity markets.
Sylla and Smith (1993), for example, argue that stock markets have developed in Great
Britain faster than in the USA till the 1930s largely because of more stringent disclosure
requirements. In the 1930s the USA have adopted a stricter requirements than those in
Britain, which resulted in a faster development of the stock market in the former county
than in the latter in the post-war period. Unfortunately, no systematic comparison of
disclosure requirements has been undertaken, to our knowledge. Moreover, we have been
unable to find even descriptions in English of these requirements in non-English speaking
countries. Researchers who touch on the issue usually just remark that these requirements
tend to be stricter in the USA and Great Britain than in Germany or France (of course,
the mandatory requirements  are now becoming uniform within a European community)
Thus we have to leave this regulatory instrument outside the scope of our analysis.

We turn now to regulatory provisions which are suggested to influence the character
of bank-firm relationships.

Roe (1993), Prowse (1995) and other authors have suggested that legal provision on
the ownership of non-financial firms' equity by banks influence the character of bank-firm
relationships. Indeed, in three of the four countries where close bank-firm relationships
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exist - Austria, Germany and Switzerland - banks own a relatively sizable proportion of
firms' equity (and in Austria and Germany they vote an even greater proportion through

proxy voting).  At the same time, in Sweden bank ownership of non-financial firms' equity

was prohibited till the 198Os, but this did not prevent the emergence of bank-control sys-
tem in this country. On the other hand, in Britain and Spain such ownership was never

prohibited, and Spanish banks own a sizable share of industrial firms' equity. However,

close bank-firm relationship in these countries did not emergea. Thus, bank ownership of

firms' shares is neither a necessary nor a sufficient condition for close bank-firm relation-

ships. Correspondingly, whether legal restrictions on equity ownership by banks exist is

not a crucial factor shaping the character of bank-firm relationships.

Overall, we conclude that none of the elements of regulatory environment (with a
possible exception of disclosure requirements) has been a crucial factor in shaping sys-
tems of industrial finance.  A very large stock market in Switzerland and a significant role
of bank-control system in Sweden developed in rather unfavourable regulatory environ-

ments; bank-control system has not developed in Britain or Spain despite the absence of

impediments to such a development.  In fact, the existence of such significant exceptions

cast doubts on whether regulatory provisions have any influence on the shape of the fnan-

cial system. We would expect that though regulatory provisions do not have a decisive

influence on the decisions of economic agents about the choice of governance structures

for their financial transactions, they have some influence. The real issue, however, is why

the regulatory provisions take the form they do. We shall return to this issue in the next

chapter.

3 Prowse  ( 1995) notes  that in Britain a bank holding  more  than 20 percent stake in a non-financial  firm

must exclude this stake from its capital base for the purposes of capital adequacy ratio calculation. Prowse

suggests that this requirement has negatively influenced the readiness of banks to acquire the equity of

non-financial firms. This provision has no analogues in banking regulation practices of other countries.

We have no information on when this provision was introduced, but it is likely that this happenned much

later than the end of the previous century - the time when long-term bank-firm relationships ceased in

Britain. Thus, this was not a factor in shaping the choice of banks. It certainly may have been a factor in

banks' decisions not to acquire the firms' equity in recent years. However, we just saw that the banks do

not have to own the firms' equity to maintain close relationships with them. Thus we would expect that

were British banks inclined to have long-term relationships with firms this provision would not prove to
be a decisive obstacle.
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4.3   Character of industrial development
Characteristics of systems of industrial finance niay be crucially shaped by the character
of the country's economic development. Two approaches which suggest this as the main
explanatory factor have been put forward in the literature. The first of these approaches
explains cross-country differences in characteristics of the system of industrial finance by

different timing and character of industrialization, and the second - by differences in the
industrial structure among countries.

4.3.1   Timing and character of industrialization

Perhaps the most common explanation for the differences in system of industrial finance
is that these differences were caused by a different character of industrialization and
persisted because of the path-dependency in economic system. This explanation has been
developed by Scott (1986, 1997). It is often encountered in papers that do not address
the causes of the differences as such and simply mention them in one sentence, treating
this explanation as a 'common wisdom'. It should be noted that this approach aims
at explaining differences in only one of the main characteristics of system of industrial
finance - the character of firm-bank relationships. The other major characteristics have
typically formed much later than the onset of industrialization.

The proposition that different conditions of industrialization induce different systems
of industry finance has been suggested by A. Gerschenkron (1962). He argues that the
countries which industrialized early concentrated on consumer goods. Capital require-
ments for the first industrial firms were thus not large and could essentially be satisfied
using personal finances of the owners and, later, firms' profits and finance obtained at
capital markets. Late industrializers, on the other hand, focused on capital-intensive
industries requiring large lump-sum investments for which owners' personal funds were
insuflicient. Besides, industrialization was undertaken at a much quicker pace and thus
the required amount of finance was very large and could not be provided by capital mar-
kets. In addition, in countries industrializing early entrepreneurs accumulated experience
in undertaking smaller projects before the technological developments made large-scale

enterprises efficient. In late industrializers, on the other hand, there were few such ex-
perienced entrepreneurs, which forced banks and/or the state to take on entrepreneurial
functions. It should be noted that it was not the 'extent of backwardness' as such that
affected the organizational development in industrial finance, but a perception by eco-
nomic agents of backwardness of their countries relative to the other countries, and of a
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necessity to overcome this backwardness. In countries where this perception did not exist

the industrial spurt has not occurred.

Thus, it is suggested that systems of industrial finance, in particular the character of

firrn-bank relationship, differed across countries at the onset of industrialization because

of differences in its timing and character.  It is also argued that the character of firm-

bank relationships remained essentially unchanged since then, and thus the differences in

the timing and character of industrialization allow to explain differences in modern-day

financial systems.
It should be noted that Gerschenkron developed his approach to explain the patterns

of the eighteenth-nineteenth century European industrialization. He did not consider his

approach applicable to countries industrializing very late (later than the beginning of

this century), and the authors using this approach to explain differences in present-day

financial systems never refer to such countries (in our sample these are Finland, Ireland

and Spain). Gerschenkron also did not consider his approach applicable to countries

outside Europe, although some authors have used it to analyze the developments in the
USA and Japan (see e.g. Sylla, 1991).  Thus, we limit our attention to European countries

(except the three mentioned above) and the USA.
How valid are Gerschenkron's thesis and the proposition that the character of firm-

bank relationships in different countries has not changed since the onset of industrializa-

tion?

In some countries where bank-firm relationships predominate at present they indeed

have been established at the onset of development of heavy industries, confirming the sec-
ond proposition. These countries also were late industrializers, confirming Gerschenkron's

theory.

Thus, in Germany the development of consumer goods industries proceeded at a slow

pace since the beginning of the nineteenth century. Heavy industries began to emerge

in the 1840-5Os. The period of the 1840-7Os saw a very large rate of growth of industry,

which was slowed down during the recession in the second half of the 1870s (Tilly,  1996).
In the 1830-5Os banks played a leading role in organizing and financing the building

of railways, mobilizing capital and playing a prominent role on the decision-making com-
Inittees of the railways. A similar role was played by banks in the 1850s and the 1860s

towards many new enterprises in heavy industry. Banks financed often risky investment,
took position on boards of directors, controlled strategic decisions in many corporations

through proxy voting, often organized new enterprises, implemented mergers and orga-

nized cartels. Banks underwrote equity issues of their clients, which resulted in a greater
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readiness of investor to purchase this equity than, for example, in Great Britain.  The
banks could adopt such an approach to financing enterprises because of a very liberal re-
discounting policy of the central bank (first the Prussian Bank and later the Reichsbank).
At least since the 1860s banks were reasonably sure that the central bank would supply
them with liquidity should such a need arise (this contrasts, for example, with the policy
of the Bank of England which frequently resorted to credit rationing). Large banks con-
centrated on financing of a relatively small nuniber of large-scale projects, while smaller
projects in heavy industry and practically all projects in light industry aiid agriculture
were financed mostly by entrepreneurs themselves, with some help from local banks.

After the recession of the 1870s the banks (both large and small) became more reluc-
tant to provide long-term financing to industrial enterprises. After the 1880s competition
in the banking sector substantially increased, which induced banks to accept higher risks.
At the same time, after the First World War the ability of the Reichbank to ensure liquidity
needs of banks severely diminished because of the strict golden standard rule. Eventually
these developments led to a large banking crisis in the 193Os, which resulted in liquida-
tions and mergers of many banks. The crisis also led, like in many other countries, to the
introduction of banking legislation. The provisions of this legislation, however, differed
significantly from those in some other countries. Rather than prohibiting the universal
banking, the legislators established barriers to entry into the banking sector: a new bank
could be established with a permission of authorities if a 'need' for this new bank can be
shown. Existing banks, at the same time, again came to enjoy a virtual liquidity guaran-
tee from the Reichsbank Throughout the post-war period banks continued to have close
relationships with industrial firms. In fact, the readiness of banks to provide long-term
financing significantly increased compared to the pre-war period (Vitols, 1997).

Industrialization began in Switzerland in the 1800s. Similarly to other countries, out-
side finance played a negligible role at the early stages of industrialization. Development
of heavy industries began in the 1860-70s (Fritzsche, 1996). Banks took a very active part
in industrial development, providing loans and underwriting firms' securities. Eventually
close bank-firm relationships similar to those in Germany were established (Cassis, 1997).
Such relationships continue to exist at present.

Industrialization in Austria proceeded before the 1870s at a very slow pace and was
mostly financed by internal sources. Banks scarcely participated in financing industry.
However, after the economic crisis in the 1870s large banks began to invest more and
more resources in industrial firms. They acquired shares in industrial enterprises, put
their representatives on boards, frequently performed marketing operations for the firms,
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organized cartels, and initiated or mediated mergers. The banks' involvement in financing

industry was one of the major factors behind a rapid economic growth in the country from
the 1870s till the First World War (Good, 1991).

Economic crisis at the end of the 1920s led to a severe crisis of the banking system.  The
state first attempted to handle it through mergers of banks, but eventually had to resort

to taking the banks into public ownership. In 1931 the state rescued the country's largest

bank, Credit-Anstalt, by socializing its losses and becoming its majority shareholder; other

troubled banks were rescued by merging them with Credit-Anstatt. By 1934 only three

banks remained in Austria ( Credit-Anstatt  and  two  foreign-controlled banks). After  the

Second World War and till the 1990s most of the banking system remained in public
ownership. Bank managers, however, were left free to determine their strategies (Teichova,

1994, 1997). At present, banks continue to play a prominent role in corporate finance and

governance.
In Sweden the road to present-day importance of bank control was quite different.

The 'big spurt' of industrialization occurred in the 1880-190Os, with heavy industries in
the vanguard of development (Gustafson, 1996). During this period banks began to play

an active role in long-term financing of firms (although most of the capital came from
internal funds and from abroad) (Sylla, 1991). Banks very often accepted shares of firms

as a collateral for long-term loans. It should be noted that ownership of shares of industrial
firms by commercial banks was prohibited from 1874 till 1912, except if they were acquired
as a result of a default on a loan (Lindgren, 1997). Banks often avoided the prohibition by
establishing subsidiary investment companies which held shares of industrial firms, in a

similar way the US banks did in the 1930-5Os (Sylla, 1991). Gustafson (1996) suggests that
bank did not monitor the industry during this period, and close bank-industry relations

did not exist. Sylla (1991), on the other hand, maintains that banks played an active role
in managing the reorganizations of troubled firms.

At the end of the 191Os-beginning of the 1920s a major economic crisis led to financial

difficulties of many banks and industrial enterprises and to a large drop in the price of
their shares. Banks often had to repossess shares serving as collateral and thus became

substantial owners of equity, which could not be sold without heavy losses. After a sta-
bilization of the economic situation the surviving banks began to exercise control rights

connected with these shares. The banks became 'house banks' for corresponding compa-
nies. The legislation of 1933, however, effectively prohibited share ownership by banks

and prescribed them to sell the shares they owned within a transitional period. In 1946
all major banks formed holding companies and sold most of their shares to them. The
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holding companies, however, were closely affiliated with banks and ensured that the firms
they owned remained the clients of corresponding banks. This characteristic pattern of
organization of the financial systezzi largely survived to the present day.

Consider now the countries where bank control does not play an important role. In
two of these countries the relationships of banks and firms have been distant since the
onset of industrialization. These countries are the Netherlands (Scholtens, 1992, Bolt and
Peeters, 1997) and Norway (Lindgren, 1997). In both countries heavy industry began to
develop quite late - after 1895 (van Zanden, 1996; Lindgren, 1997).

In all other countries where close bank-firm relationships are rare today they have
played an important role at some stage of development.

Consider the first industrial country in the world - Great Britain. Industrialization
began here in the middle of the eighteenth century.  The new firms were predominantly
financed by entrepreneurs' private wealth and merchant capital. The small 'country'
banks also were an important source of long-term capital; these banks established close

relationships with industrial firms. The number of 'country' banks greatly increased with
the onset of industrialization (from 12 in 1750 to more than 300 in 1800) (Sylla, 1991).
Many of these banks came into financial troubles in the 1870-8Os. Partly for this reason,
in the 1870-1910s concentration in the banking sector immensely increased: by 1914 five

largest London-based banks held more than 80 percent of aggregate deposits in England
and Wales (Capie and Collins, 1996). These large banks, in contrast to local banks, were
not closely connected to local economies: banking failures of the 1870-8Os led them to
maintain a conservative lending policy. The banks had ample investment opportunities
that were safer than financing industry, and thus devoted only a small share of their
capital to long-term financing of industrial firms. The banks did not have a long-term
commitment to their industrial clients and did not participate in managerial decisions of
the firms. The banks retained the arm's-length approach to industrial firms to the present

day (Sylla, 1991).
Industrialization in the USA started around the turn of the nineteenth century, and

active development of the heavy industry began in the 1850s (Puth, 1982). Till the end
of the nineteenth century the main sources of finance for investment were owners' per-
sonal wealth, internal funds and merchant capita14.    Very few firms were large enough
to require long-term outside financing. The only large-scale enterprises of the time were
railroads, the large-scale development of which began after 1850. The substantial invest-

4The account of historical development of the American financial system is based on Smith and Sylla
(1993) and Roe (1991).
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ment resources required for their construction and operation could not be provided by

a few individuals and had to be mobilized from a large number of investors. This func-
tion was performed by investment bankers, which floated and distributed various types of

railroad securities. While a significant proportion of mobilized capital came from abroad,
investment bankers also were able to convince thousands of small investors within the
country to contribute capital. Not all railroad securities were of a high quality, however.

Bankruptcies of some undertakings caused among small investors a fear of purchasing
securities of enterprises. Small investors would not play a substantial role on the capi-
tal markets till 1920s. Wealthy investors also becaine more reluctant to provide capital

for railroads. In this situation a new generation of investment bankers in the 1870-8Os

committed themselves to dealing with high-quality securities and to exercising ongoing

fiduciary responsibility before investors. The bankers retained some shares they had un-
derwritten in their ownership, became actively engaged as advisors to railroads, assumed

positions on their boards of directors and led the restructuring of troubled enterprises.

This, and the reputation of leading investment bankers for expertise and integrity ac-
quired in previous security issues, made their participation in the placement of a security
a sufficient guarantee for nlost investors that this security was sound and safe.

With the establishment of interregional railroad and telecommunication networks in-
dustrial companies became able to exploit nation-wide markets for goods and services. At
the same time, technological advances in industry made mass production cost-efficient.

This led to a significant increase of the efficient scale of a firm in many industries. Internal
funds were insufficient to finance the expansion of firms, and commercial banks were not
very willing to provide long-term capital. Thus mobilization of finance at capital markets

became a necessity for many firms. Industrial securities, however, were considered as

extremely risky by investors. Only the reputation of investment bankers and their close

involvement in monitoring of most of large enterprises ensured that the latter were able
to mobilize sufficient funds.  As in the case of railroads, bankers assumed positions on
boards of directors and led the restructuring of troubled companies. The econometric

studies show that the companies influenced by major investment bankers, in particular
by J.P. Morgan, earned higher returns on capital and were able to obtain capital at the
markets less expensively.

In the 1910s the influence of leading investment houses began to diminish. They re-
duced their presence on corporate boards and abandoned equity participations. There
were several reasons for this change. Growing industrial corporations became much more

complex and bankers lacked a necessary expertise to monitor them effectively. Public
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concern became very widespread about a concentration of economic power in investment
bankers' hands, and a threat of regulatory measures restricting their activities became
real. Finally, several other institutions, including conimercial banks, entered the under-
writing business.  This was largely propelled by a significant widening by the 1920s of the
number of people investing in industrial securities, because of increased level of national
income and its relatively egalitarian distribution. The new underwriters generally did
not have the sense of responsibility of the great investment bankers and disregarded their
codes of conduct. The security issues were promoted without close scrutiny and were
subject to enormous abuses.  In the beginning of the 1930s an investigation by the Senate
uncovered numerous cases of financial incompetence, manipulation and fraud on the part
of leading financiers. Speculative activities of commercial banks in underwriting came
(without sufficient grounds) to be considered a major cause of bank failures which led to
Great Depression. As a result, the regulations were introduced requiring the licensing of
underwriters and brokers and provision of detailed information about security issues to
the public. Universal banking was prohibited, as were any ties (such as equity ownership
or interlocking directorates) between commercial and investment banks. Since then banks

did not play a significant role in corporate governance.
Industrialization began in Belgium earlier than in any other continental European

country. Development of a heavy industry took off as early as the 181Os, with a 'big spurt'
in the 1830-1840s (van der Wee, 1996). In the industries with low capital requirements
the firms were, as in most other countries, financed through personal funds, borrowing
through personal channels, and merchant capital. The expansion of heavy industry, on
the other hand, was largely financed by the banks, two of which - Sosidtd Gdndrale de

Belgique and Banque de Belgique - played an especially significant role. As in most other
countries, the involvement of banks in long-term industrial financing led many of them
into financial difficulties in the 1920s. This resulted in a legislation prohibiting universal
banking. Each universal bank had to split into a deposit bank and a holding company
to manage the industrial firms' securities previously owned by the bank. The holding
company  as  a rule obtained a controlling stake  in the deposit bank (Vanthemsche,   1991).
The prohibition of universal banking was revoked in 1993, but commercial banks have
not taken significant participations in industrial firms.

The timing of industrialization in France has been a subject of controversy among
researchers. At present most of them concur that France did not experience a 'take-off'
period and industrialization proceeded slowly as a sequence of upsurges and setbacks

during the 1790-187Os, and that the development of heavy industries began at a slow
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pace in the 1820-3Os and more rapidly from the 1850s (Lbvy-Lebroyer and Lescure, 1991).
The main source of industrial finance in an early period, as in other countries, was the
wealth of the owners and their relatives and acquaintances, and later - internal funds.

Several large investment banks were established in the 1850s in order to promote and

finance large-scale long-term projects.  Most of their activity, however, was concentrated

on railroads and public utilities, and their impact on industry was relatively small. Close

relationships between these banks and firms were practically absent. Some researchers

argue that smaller scale regional banks had close relationships with medium-size firms

in their regions, although other authors dispute this view. In any case, after the bank-
ing crisis in the 1880s banks significantly reduced their support to industry, and close

bank-firm relationships practically disappeared. The arm's-length character of bank-firm

relationships has persisted to the present day.
Industrialization in Italy began in the 1880s with a 'big spurt' in 1895-1906 (Federico

and Toniolo, 1991). Banks played a very important role in Italy's industrialization and
were the main source of capital. There is some controversy over whether banks played

an entrepreneurial role and maintained close relationships with firms; recent evidence

suggests that this was not the case (Federico and Toniolo, 1991). After a stock market

crash in 1929 and the following financial instability the state had to take over three leading
universal banks to prevent a major breakdown of the entire economy. The Instituto di

Riconstruzione Industriate (IRI) was established as a holding company for these banks,
as well as state-owned industrial firms. The Banking Act adopted in 1936 prohibited
universal banking.  This has led to a demise of any existing close relationships between

banks and industrial firms (De Rosa, 1997) Relationships between large banks and large
firms throughout the post-war period continued to be arm's-length.

In Denmark, the development of heavy industries took off in the 1890s. While the total
number of banks was 140 in 1914, three banks accounted for more than a half of the total
balances of the commercial banking sector.  Two of these three banks (Privatbank and
Landmandsbank) undertook an active role in company formation and corporate finance,

comparable to that of German universal banks. Other banks refrained from close ties with

industry (Lindgren, 1997). Direct capital (mainly from internal funds and abroad) was,
however, much more significant than intermediated capital (Sylla, 1991). Devaluation

in 1920 led to a crisis of many firms and banks, including the two banks we mentioned.

These banks were reorganized and took a much more conservative stance towards long-
term  financing of industry and close  ties with firms (Lindgren,  1997).

Thus, close bank-firm relationships have played an important role at the beginning
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of development of heavy industries in all countries except the Netherlands, Norway, and

possibly France and Sweden. There appears to be no obvious relationship between the

timing of industrialization and the character of bank-firm relationships at the beginning of
this process.  In the country which industrialized very early - Great Britain - close bank-

firm relationships played an important role. In some countries where heavy industries

developed relatively early, close bank-firm relationships played an important role (Belgium
and the USA), while in France this role was not very important. In some countries where

heavy industries developed late, close bank-firm relationships played an important role

(Austria, Denmark, Italy, Switzerland), while in others  this  role  was not important   (the
Netherlands and Norway). While the evidence  for some countries is insuffcient  to  draw
definitive conclusions, economic historicians appear to agree that Gerschenkron's thesis

in the form originally formulated is not valid (e.g. Sylla, 1991)5.

Similarly, the proposition that the character of firm-bank relationships in different
countries has not changed since the onset of industrialization in general is not valid. The
extent of importance of close bank-firm relationships changed significantly within the
USA and some European countries (Belgium, Denmark, Great Britain, Italy, Sweden,

possibly France), while in other European countries the system did not change since

industrialization (Austria, Germany, Norway, the Netherlands, Switzerland).     Some  of
the explanatory content of this approach could be saved if at least one of the two type
of the system - bank control or no bank control - had formed in all countries at the
onset of industrialization. Even this restricted proposition is not valid. Close firm-bank

relationships are a relatively new phenomenon in Sweden, and arm's-length firm-bank

relationships came to dominate only relatively recently in countries such as Belgium,
Denmark or Italy.

Thus, this approach seems to explain very little in the current differences among

system of industrial financeG.

6It should be noted that Gerschenkron's thesis we consider is a part of a much more comprehensive
theory of the character of industrialization, most of other elements of which have been confirmed by

subsequent empirical studies.
6The thesis we consider will probably prove more useful in explaining the differences in the role of

the state in the systems of industrial finance - the issue we do not directly address here. It should be

noted, however, that this thesis will not be sufficient for this purpose: in france the state did not play
an important direct role of the system of industrial finance prior to the Second World War, but this role
has significantly increased after the war.
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4.3.2 Industrial structure

It may be argued that different financing arrangements may be efficient for firms using
different technologies, and if a major part of the country's economy is based on tech-
nologies of a particular type, most financial arrangements in the country will be of a
particular type. This will result in a specific system of industrial finance in the country

(economies of scale and network externalities in financial systems, as well as the necessity
of national-level institutions for efficient functioning of these financial arrangements, will
contribute to the process). This approach has been suggested by Allen (1993). Allen
argues that capital-market-based systems are more suited to dynamic industries where

previous experience cannot be relied upon in devising and evaluating managerial strate-
gies, and thus there is no consensus on how firms should be managed. Stock markets
allow agents who have private information about some aspects of new technologies, and

on operating procedures which are likely  to be efficient, to profit by buying and selling
stocks. Markets thus encourage many people to do research about managerial practices in

a given firm and express their opinion about these practices by buying or selling its stock.

In this way, the prevailing opinion about managerial strategies of a firm is reflected in its
stock price. Managers can thus derive from the price an information about efficiency of
their strategies which they would not be able to obtain otherwise. In dynamic industries,

such information may be very valuable for managerial decisions and helps to reduce the
risk of making erroneous moves.  In this environment monitoring by stock markets are
likely to be superior to monitoring by a limited number of bank officers.  On the other

hand, in industries where previous experience provide an adequate basis for evaluating
managerial strategies, monitoring by banks may be adequate and thus preferable because

of economies of scale in monitoring.

Thakor (1996) notes  that " Allen's framework is appealing because  it is simple  and
seems to explain quite a bit. However, because it is only an initial step, it leaves numerous

questions unanswered" (p.  932).  One of these questions is how many agents' opinions
should be aggregated for managers to be able to evaluate their strategies with some degree
of  confidence.    " If this number is around say seven or eight,   it is difficult  to  see  what

advantage the financial markets offer to large firms relative to bank financing, since each

large US company has relationships with seven or eight banks on average. Moreover,...
if the optimal number exceeds eight, why do not we observe each firm approaching a

larger number of banks rather than going to the financial market?"  (ibid.).  We can
further remark that if we accept Allen's argument about the interconnection of the types
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of industry and modes of financing, the direction of causality is not straightforward.  The
choice of the industries for investment and strategies of innovation may either precede or
follow the formation of the financial system. While the former was the case in nineteenth-
century countries, the latter may very well be true in the post-war economies. In this case
differences in financial systems have to be explained by a reference to some other factors
than types of industries.

Allen (1993) suggests (without referring to particular sources of information) that
stock markets were important in the nineteenth century in the United Kingdom - the
country which underwent the Industrial Revolution first, in the twentieth century, in the

country which pioneered the development of many new industries - the USA. On the
other hand, in Germany in the nineteenth century and in Japan in the twentieth century,
the technologies on which the development was based were not new and untried. These

countries used banks as main channel of financing industry.  All this is consistent with the
theory proposed by Allen.

However, a closer look at the historical development of countries suggests a somewhat
different picture. While Allen is correct about the USA and Japan, the evidence indicated
that the developments in Britain and Germany in the nineteenth century were the reverse

of those suggested by Allen. Before 1914 equity market played a bigger role in industrial
finance in Germany than in Britain (Tilly, 1996). In Britain till the end of the 1910s

industrial firms rarely resorted to capital markets (in 1886 only eighteen companies were
listed at the stock exchange (Feinstein, 1992)). This attitude changed after the First
World War.  At the end of the 1910s and in the 1920s a very significant amount of firms
decided to go public. Notably in terms of Allen's theory, and that time (and since then) the
competitiveness of British industry (including high-technology industries) has been low.
Thus, while it is quite possible that the factors identified by Allen play some role in shaping
system of industrial finance, this theory is not yet sufficiently developed theoretically, and
it gives predictions which in some cases contradict the empirical evidence.

4.4 Other factors

In this section we consider some other factors which can possibly explain the differences
in major characteristics of systems of industrial finance - differences in other governance
systems, differences in size and wealth of countries, and cultural factors.
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4.4.1 Other governance systems

Employment relations. Employees in different countries for various (e.g. cultural) rea-
sons may have different propensities to stay in employment with one company In some
countries employees may even require management to provide some implicit guarantees
of employment stability.

Longer employment of employees with firms may be very beneficial to firms.  As we
have seen in Section 3.3, several authors (e.g. Shleifer and Summers, 1988, Blair, 1995;

Soskice, 1995) have suggested that employees make firm-specific investments which cannot

be protected by explicit contracts (because of the difficulty and costs of writing complete

contracts),  but are undertaken  on the basis of tacit understandings, or implicit contracts.

Longer expected terms of employment may induce employees to make more firm-specific

investments. In addition, management often cannot effectively monitor individual em-
ployees and has largely to rely on peer monitoring. Furthermore, employees may hide the

discovered possibilities of improvement if they think that they will be used by the man-
agement  in  a way contrary to employees' interests  (e.g.   will lead to redundancies). These

problems may be resolved through an implicit agreement between employees and manage-
ment in which the former agree to monitor their peers and not to hide information and the
managers agree to share the long-term improvements in profitability with employees and

follow strategies that maintain employment security (Soskice, 1995). Streeck (1991) and

Soskice (1995) have argued that such implicit contracts are a necessary condition to sus-
tain some highly efficient production patterns (such as diversified quality production) and
innovation patterns (such as high quality incremental product and process innovation).
Employees in different countries may have different propensities to enter such contracts.

At the same time, implicit contracts reduce managerial flexibility (especially in times of

recessions) and may be detrimental for some production and innovation patterns. Thus,
managers may also differ in their propensity to enter such contracts.

The fact that the contracts are implicit and thus not enforceable by the legal system
leaves a scope for opportunism on both sides. If shareholders are interested in returns of
the company over a long period, it will be in their interests to honour implicit contracts.

Thus, a new management after a takeover will tend to breach the implicit contracts

with employees and redistribute value from them to shareholders. This will discourage

implicit contracts between managers and employees. In addition, the expected life span
of a firm is shorter than without the active market for corporate control, which also
will decrease the amount of firm-specific investments.  With a shortened life span the
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reputation for honouring implicit contacts will be less important for a firm, and thus
firm-specific investments may not be forthcoIning at all.

It is impossible to measure the degree to which such implicit contracts are present
without large-scale surveys. However, the average employee tenure with one firm may
serve as a proxy for the presence of implicit contracts.  From the above argument we may
expect that in countries with a longer average job tenure markets for corporate control
will be less active, and ownership will be more concentrated.

Table 4.2 reports the average tenure of employees with one company in developed

countries, grouped by the importance of owner control (this classification was introduced

in Table 3.7). We observe a clear correlation between the average tenure and the degree

of ownership concentration.  We also observe that all countries with active markets for
corporate control (marked in Column 4) have lower tenures than all countries without a
developed market for corporate control (the only exception is Ireland which has a longer
average tenure than Denmark; as we know, however, Ireland can be only conditionally
classified as having a market-control system). There  is  thus a strong evidence  that  the
above theoretical argument is plausible.  At the same time, historically long-term rela-
tionships with investors either were established before systems of long-term employment

(as in Germany; see Streeck (1991)), or both systems evolved independently under the
influence of different groups of factors (as in Japan; see Aoki (1996)). Thus, while the
relationship of long-term employment in firms may contribute to the persistence of par-
ticular characteristics of systems of industrial finance, we cannot consider the former as
the main factor leading to the emergence of the latter.

Pension system. Roell (1996) has suggested that the difference among the countries in
the degree of the state involvement of provision of public pensions may be one of the rea-
sons for the differences in stock market development. She notes that there is, in a sample
consisting of Western European countries and the USA, a negative relationships between
the relative stock market capitalization and the proportion of GDP devoted to public
pensions, significant at 5 percent level. Roell suggests that the state's involvement in the
provision of pensions may be crowding out pension funds which are major institutional
investors.

The proportion of national income devoted to public pensions in the countries we
consider is reported in Table A.3 in the Appendix. We investigate whether the same
statistical dependency will be obtained if non-European countries are included. Table 4.3
reports the results of the regression of the stock market capitalization relative to GDP,
averaged for 1986-1993 (the data are taken from Demirguec-Kunt and Levine (1995)),
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Table 4.2: Average employee tenure with a specific firm and characteristics of systems of
industrial finance

Owner Tenure, MCC
control years

Unimportant Great Britain 7.8

USA 7.4

Medium Australia 6.4 Active

importance Canada 7.9

Ireland 8.7

Netherlands 8.7

Switzerland 9.0

Important Austria 10.0

Belgium 11.2

Denmark 7.9 Not

Finland 10.5 active
France 10.7

Germany 9.7

Italy 11.6

Spain 8.9

Sweden 10.5

Tenure: Average employee tenure with one firm (source: OECD, 1997) MCC - market
for corporate control

on the proportion of GDP devoted to public pensions in 1986. Our sample differs from
that of Roall in that it includes Australia, Canada and New Zealand and excludes Ireland

(for which the data on stock market capitalization were not available). We see that as in
Roell's study, the relationships between the two variables is significant at 5 percent level.

The participation of state in provision of pensions, of course, is unlikely to be a major
reason why different types of systems emerged decades ago, but may be a significant
contributing factor to their persistence. We may note that this factor is not crucial: the
low level of state involvement in pensions provision has not necessarily lead to a developed

stock market (as exemplified by Finland, and also Ireland, although in the latter case a
weak stock market  may be explained  by a preference of firms  to be listed in London),
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Table 4.3: Share of national income devoted to public pensions and relative stock market
capitalization

Intercept 0.812**I

(5.09)
Public pensions/  -3.842--
national income (-2.72)
Adjusted R2 .29

t-statistics in parentheses

nor does a high level of state involvement, at least up to some point, provide a crucial
impediment (the Netherlands  is an example  in  this  case).

Of course, as with factors of the regulatory environment considered above, the real
question is what explains the differences in the length of employment with one firm and
the state involvement in the provision of pensions. We shall return to this issue in the
next chapter.

4.4.2  Size and wealth

Size.  We can expect that there may be significant scale effects in the efficiency of the
operation of stock market. If there are not enough agents who are ready to trade securities,
prices on these markets will be volatile which will deter both buyers of new securities and
firms issuing them (Pagano, 19898,b, Allen and Gale, 1994). Thus, we may hypothesize
that smaller countries may have a less developed stock market and more concentrated
ownership (to the extent the former leads to the latter). The analysis of Section 3.2
shows that this hypothesis is only partially true. A large size of a country is certainly
not a sufficient condition for a developed stock market, and all varieties of systems can
be found in larger countries.  Most of smaller countries have a relatively weakly developed
stock market. There are only two exceptions from this tendency: Sweden and Switzerland
(the Netherlands is also an exception if it is treated as a small country). It is possible
that the minimum size of the economy necessary to sustain a reasonably developed stock
market exists, but is smaller than the size of Swedish or Swiss economy  It is also possible
that this factor does not play an important role.  At the same time, in none of the small
countries the dispersed ownership plays a dominant role similar to that in some large
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countries like Britain and the USA. Thus, size appear to restrict the role of dispersed

ownership but largely through mechanisms other than the size of stock market.  (It is
not easy to suggest what these mechanisms may be. One could imagine that in those

small countries where stock markets are large relatively to the country's size, they are
still small absolutely and thus prices are still rather volatile. In these conditions firms

may find buyers for a lesser share of their securities than firms in the countries where

stock markets are large in absolute terms.) We would argue later in this section and in
more detail in the next chapter that in some cases the size of the country is important
for the financial system which emerges in it, but this importance is conditional on other
factors.

Wealth. There is no doubt that the country's wealth (expressed e.g. as per capita
GNP) has a significant influence on the savings rate, readiness of agents to engage in
risky investment and availability of funds for this, the degree of development of the in-
frastructure of financial system  (and the opportunity costs  of  such a development),   and

other factors shaping the financial system. In the analysis of the differences among finan-
cial systems in a wide range of countries this factor should be taken into account.  The

object of this investigation, however, are developed countries. Although there are quite
significant differences in per capita GNP among them, they are not related to the form
of financial systems. For example, per capita GNP in the USA and France ($28,740 and
$26,050, respectively, in 1997) differs from per capita GNP in Great Britain ($20,710) and
Italy ($20,120), while differences between paired countries are small. At the same time,
as we have seen, financial systems differ significantly between the USA and France and
between Britain and Italy, and reasonably similar in the USA and Great Britain, on the
one hand, and France and Italy, on the other. Apparently, after achieving a certain level

of wealth its further increase does not influence the shape of financial system.

What can we conclude from the analysis so far? There is little doubt that various

factors discussed may be important in shaping systems of industrial finance in individual
countries. However, there is very little we can say in general about the degree of their

importance. While several general tendencies can be identified, exceptions are always

present. Thus, no factor or their combination appears to be necessary or suflicient for a
particular type of system of industrial finance to emerge or to be sustained. (A possible

exception is, of course, disclosure requirements, as far as the development of stock market

and/or market for corporate control is concerned.)
We have yet to consider a somewhat less 'tangible' factor - culture.
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4.4.3 Cultural factors

Table 4.4: Scores of the countries on cultural dimensions and the systems of industrial
finance

Owner control Power Uncertainty Mascu-
Distance Avoidance linity

Market Unimportant Great Britain     35         35         66
control USA                      40               46              62

Medium Australia               36               51              61
importance Canada         39        48       52

Ireland                  28               35              68
New Zealand      22           49          58

Bank Medium importance Switzerland        34           58           70

control Unimportant Austria                              11                           70                         79

Germany             35             65            67
Sweden                 31                29               5

No market Medium importance Netherlands        38           53           14
or bank Unimportant Denmark               18               23               18
control Norway              31             50             8

Belgium              65             94            54
France           68         86        43

Italy                  50             75            70
Spain                 57             86            42

For the reasons discussed in Section  1.4,  we may expect national culture to influence
the mechanisms of economic organization in a country.  Some of the mechanisms of po-
tential influence of culture specificaly on characteristics of the system of industrial finance
can be identified readily.  Thus, as we have mentioned in Section 2.3, the level of trust is
generally lower in societies with larger Power Distance. We may thus expect that in such
societies the importance of mechanisms requiring a higher level of trust (such as close
firm-bank relationships) may be lower. However, unlike the factors we have considered

earlier, culture has many aspects and dimensions which may affect economic organiza-
tion. The analysis of all aspects potential influence of culture is a very complex and
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effort-consuming task. We would not be justified in undertaking it without an evidence

that influence of culture is indeed important.  We thus investigate whether this is the case

prior to a detailed theoretical analysis.
Table 4.4 shows the classification of countries by the type of their system of industrial

finance (see Table 3.9) and the countries' scores on three of the Hofstede's dimensions.  The

table reveals a close relationship between the cultural characteristics of a country and the

type of its system of industrial finance. To investigate the character of this correlation

it is convenient to consider separately the classifications of the countries according to

the three criteria we used in our typology of system of industrial finance. In Table 4.5

we consider the classification of the countries according to the presence of control over
management other than that of owners (this classification was introduced in Table 3.8).
To make the interconnections more visible we replace the scores of the countries by their
grouping according to the magnitude of these scores (introducing two groups for each

dimension). It should be clear that labels 'high Uncertainty Avoidance' or 'masculine'

should be interpreted as 'relatively high Uncertainty Avoidance' and 'relatively high score

on Masculinity', that is, a higher score on the dimension in question than in the countries

of the opposite group.
We see that countries in which the market for corporate control is active are charac-

terized by low Uncertainty Avoidance (and thus Sniall Power Distance) and Masculinity.

Close firm-bank relationships tend to be important in countries with high Uncertainty
Avoidance and low Power Distance (with the exception of Sweden which has a low Un-

certainty Avoidance). Both mechanisms  tend  to be unimportant in countries with large
Power Distance  and in ferninine countries (which  all have small Power Distance).

Of course, the direction of causation, if it exists, will be from cultural characteris-

tics to the types of system of industrial finance.  Thus, the conclusions of the previous

paragraphs should be stated differently In the countries characterized by both low Un-
certainty Avoidance and high Masculinity the market for corporate control is active. In
the countries with large Power Distance (which are all masculine countries with high Un-

certainty Avoidance) neither close firm-bank relationships nor the market for corporate
control are important. This is also the case for most feminine countries (which all have
small Power Distance) (the exception is Sweden, which  has a bank-control systems).   In
masculine countries with small Power Distance and high Uncertainty Avoidance close

firm-bank relationships are important.
We may also mention that arm's-length systems play an important role only in coun-

tries with relatively low Uncertainty Avoidance.
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Table 4.5: Characteristics of systems of industrial finance and cultural characteristics

Market Australia
control Canada Low

Great Britain Uncertainty
Ireland Avoidance
New Zealand (553) Masculine
USA (252) Small

Bank Austraia High Power

control Germany Uncertainty Distance

Switzerland Avoidance (540)
(258)

Sweden
No market Denmark Feminine
or bank Finland (528)

control Netherlands

Norway
Belgium Large

France Power Distance

Italy (250)

Spain

We turn now to the importance of the owner control, or equivalently, the degree of

ownership concentration. In Table 4.6 we divide the countries into two groups according
to their Uncertainty Avoidance, and reproduce the classification given in Table 3.7 within
each of the two groups.  We also group low-UA countries by the size of their economies.
From the table we see that concentrated ownership dominates dispersed ownership in
all countries with high Uncertainty Avoidance. In low-UA countries, on the other hand,
concentrated ownership plays a progressively smaller role with the increase of the size of
the country's economy, regardless of whether the country is masculine or feminine and
whether the market for corporate control plays an important role or not. In Ireland
dispersed ownership plays a somewhat larger role than in other countries of a similar size,
but this can be explained by the fact that large Irish firms are listed on the London Stock
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Exchangei.

Table 4.6: The level of ownership concentration, cultural characteristics and the size of

countries

Dispersed Great Britain Large

ownership USA (GNP

predominates >$1,200bn)
Both concentrated and Australia Mediurn

disperced ownership Canada (GNP Low

important Netherlands $310-$600bn) Uncertainty
Switzerland Avoidance

Ireland (5  59)

Concentrated Denmark Small

ownership New Zealand (GNP

predominates Norway <$240bn)

Sweden

Concentrated Austria

ownership Germany High

predominates Finland Uncertainty

Belgium Avoidance

France (265)

Italy

Spain

4.5 Conclusion

There is little doubt that various factors discussed in this chapter may be important in

shaping system of industrial finance in individual countries. However, cultural factors

aside, virtually no generalizations could be made about this influence over a whole range

7The division of countries into groups according to size, of course, should not be given any substantive

significance, and the values of GNP in the table should not be interpreted as tresholds of any kind. The

division into groups is only made here for presentation purposes, given that the classification of countries

by the level of ownership concentration can only be very coarse.
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of  countries. In respect to regulatory environment,   only one general tendency  can  be
identified: stronger degree of minority shareholder protection tends to be connected with
more developed stock markets. However, in three of the five countries with the largest
stock market capitalization (relative to GDP) minority shareholder protection is quite
poor.  There is a correlation of characteristics the system of industrial finance with features
of other governance systems. However,   in  one of these cases at least, these features
emerged after the characteristics of the financial system were shaped.

More importantly,  methodology of comparative analysis requires to consider regulatory
factors and organizational mechanisms in other areas as mediating factors and try to
identify objective factors and broader social structures and processes shaping them (and
in general shaping the characteristics of the systems of industrial finance). Cultural
factors aside, none of such objective or broad social factors which, at the present state

of knowledge, can be suggested as possibly influencing financial systems, can explain the
observed the pattern of cross-country differences.  The only generalization that is possible
is that in developed countries of a relatively small size concentrated ownership is at least

as important as dispersed ownership, and investor-control mechanisms are at least as

important, and usually more important, as arm's-length mechanisms.

At the same time, the differences in the character of systems of industrial finance
are very closely correlated with the differences in cultural characteristics of the coun-
tries (as measured by scores on Hofstede's dimensions), supplemented  in some cases  with

differences in the size of the economy.

As we have seen, in some cases particular characteristics of the system of industrial
finance can be observed in all of the countries with given cultural characteristics (and
perhaps   of a given size), while in other cases regularities exist   only as tendencies   and

have exceptions. Below we formulate the regularities from which no exceptions exist and
which therefore can be treated as generalizations about the interconnection of the cultural
characteristics and the configuration of system of industrial finance in a country:

• Arm's-length relationships between firms and investors are not widespread in coun-
tries with high enough Uncertainty Avoidance

•  Markets for corporate control play an active role in all relatively masculine countries
with low enough Uncertainty Avoidance and only in these countries

• In all countries with sufficiently large Power Distance concentrated ownership pre-
dominates and neither markets for corporate control nor close bank-firm relation-

ships are important
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• Close bank-firm relationships system do not exist in countries with sufficiently large
Power Distance, in large enough countries with relatively low Uncertainty Avoid-

ance, and in sufficiently masculine countries with low enough Uncertainty Avoidance

•  The role of dispersed ownership (in firms of a similar size) increases with a country's
size in countries with relatively low Uncertainty Avoidance, but this role is low in
all countries with relatively high Uncertainty Avoidance

Establishing this correlation of cultural dimensions and types of financial systems,

however, cannot be the final point of investigation (especially if we want to derive practical
implications from it). It is necessary to find how cultural characteristics may lead to the
establishment of particular system of industrial finance.  This will be the task of the next

chapter.



Chapter 5

Cultural characteristics and systems
of industrial finance

5.1     Introduction

In the previous chapter we have found that cultural differences among countries (together
with differences in size) provide by far the best explanation of cross-country differences
in major characteristics of systems of industrial finance. This makes a strong case for
causality between the cultural characteristics and the main characteristics of the systems
of industrial finance across countries.  The main goal of this chapter is to identify mech-
anisms through which culture may influences these characteristics. We do this both to
strengthen the case for causality and to shed a light on the reasons why the relationship
between cultural characteristics and characteristics of systems of industrial finance has
the form observed in reality. In this chapter we also consider whether our approach can
help to explain differences in financial systems in a wider range of countries.

Culture is a collective mental programming. It influences people's choices (and features
of social organization formed through these choices) through their mental programmes.
As we have seen in Section 2.3, beliefs, values and orientations of people related to one
broad issue (such as dealing with uncertainty) tend to be interrelated, forming societal
norms. This happens because these beliefs and attitudes are influenced by very basic
and deep-rooted values concerning this broad issue. We may conjecture that many of
the beliefs and orientations influencing choices of agents in the area of industrial finance
are also influenced by deep-rooted values. Thus, agents in societies with similar societal
norms will make similar choices, and the choices of agents in societies with different

109
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societal norms will be different. Thus, systems of industrial finance in countries with
similar cultural characteristics would in general be similar to each other, and systems
of industrial finance in countries with different cultural characteristics would in general

differ (of course, in some cases two different combinations of cultural characteristics may
lead to similar characteristics of systems of industrial finance).

Choices of several types of agents bear on the character of the system of industrial
finance. The mental models of investors and governors of firms influence their choices

of the mechanisms of their transactions. The aggregate of these choices results in a
configuration of financial system. The attractiveness of different mechanisms depends on
the regulatory environment, which in turn is influenced by the mental models of political

agents. Finally, the attractiveness of different mechanisms may be influenced by features
of other governance systems. These features will be shaped in part by mental models
of political agents and economic agents involved (in section 4.4 we have seen that the
character of manager-employee interactions and the organization of the pensions provision
have been identified in the literature as governance systems influencing the character of
the system of industrial finance).

Thus, in order to understand how cultural characteristics influence the system of
industrial finance we have to find out which elements of mental models influence the
choices mentioned in the previous paragraph, and which of these elements may vary
systematically across countries with different societal norms. We then should determine
in what directions particular societal norms are likely to influence these elements of mental
models. This together would enable us to determine how cultural characteristics would
affect agents' choices.  We can thus ascertain whether particular combinations of cultural
characteristics are more conductive to the appearance of particular characteristics of the

system of industrial finance.  If the postulated mechanisms indeed important, and non-
cultural factors do not overpower cultural influences, the particular characteristics of the
system of industrial finance would be more likely to emerge in societies where cultural
characteristics are more conductive to them. We analyze whether this is indeed the case.

As we shall see in this chapter, theoretical considerations allow to identify several

mechanisms through which particular cultural characteristics may influence the charac-
teristics of systems of industrial finance in the empirically observed directions.  We also

empirically establish the existence of some of these mechanisms. Our empirical analysis
also highlights some aspects of the influence of the country's size on financial systems.

It is interesting to see whether the mechanisms existing in developed Western coun-
tries can be traced also in a wider range of countries. While the lack of data and time
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constraints have prevented a systematic analysis of this issue, we find that the operation
of at least one such mechanism can be identified in the data for 49 countries. We also
briefly discuss sonie other issues connected witli the influence of culture on the financial

system in the non-Western countries.
The rest of this chapter has the following structure. In Section 5.2 we review some

results of the existing literature which we use in our subsequent analysis. In Section
5.3 we theoretically identify some of the mechanisms through which societal norms may
influence the characteristics of the financial Systems in the empirically observed direction.
In Section 5.4 we test empirically for the presence of some of these mechanisms. Section
5.5 considers to what extent our approach is applicable to a wider range of countries,
and makes a first step in such application. Finally, Section 5.6 summarizes and discusses
the results of Chapters 4 and 5. In particular it analyzes whether a causality from the
cultural characteristics to the characteristics of the system of industrial finance can be
established.

5.2 Relevant literature
In this Section we review some results of the existing literature that we use in our subse-

quent analysis.

5.2.1  Institutions and culture

Patterns of economic organization are to a very large extent shaped by economic insti-
tutions, in particular by the regulatory provisions (e.g. North, 1990; Williamson, 1996).
We thus should understand how these institutions are shaped in order to gain insight
into the formation of governance systems. In this subsection we shall consider the by far
most elaborate and most widely accepted economic theory of institutions and institutional
change developed by Douglas North (1990). North has been awarded a Nobel Prize for
the development of this theory.

According to North, institutions are "the rules of the game in society or, more formally,
are the humanly devised constraints that shape human interaction. In consequence they
structure incentives in human exchange, whether political, social, or economic" (North,
1990, p.3). Institutions are "a framework within which human interaction takes place...

They consist of formal written rules as well as typically unwritten codes of conduct that
underlie and supplement formal rules"   (p.4).
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Institutional framework of the society is a function of shared mental models of its
members (Denzau and North,   1994). Each individual   has to develop a mental model

with which to make sense of the various signal received by his or her senses, that is, to
evaluate the relative importance of these signals and the likely consequences of different
actions upon these signals. Findings of psychologists and physiologists (some references

are provided by Denzau and North (1994)) suggest that to a limited extent the structure
of this model is genetic, but for the most part it should be developed from the experience,
and constantly reevaluated from the new experience. This model has a layered structure.

Deeper layers are more stable than the more surface levels, that is, a larger amount of

contradicting experience is required to change categories at deeper levels. The experiences
of an early childhood play a crucial role in structuring these deeper levels.

The world is far too complex for each individual to build the mental model solely

through a direct experience. Chances of his or her survival until the time such a model

will be reasonably effective are minimal.  Most of the knowledge required to build an
effective mental model is transformed indirectly, through an ongoing communication with
other individuals.  For this reason, significant aspects of mental models will be similar
for people communicating  with each other (possibly through written sources).   Each  indi-

vidual, through his or her experience and creative interpretation, contributes to the pool
of knowledge of society, which is shared among people; this greatly enhances the soci-

ety's development. The shared aspects become codified in culture. Learning a language
alone provides a person with important inputs for building a mental model since different
aspects of language reflect significantly the mental models of the cultural group using iti.

At the same time, a significant degree of sharing of mental models is a necessary

condition for society to function.  If a person knows nothing about mental models of other
individuals she encounters, she cannot predict what these individuals expects from her in a
particular situation and what reaction her particular action will cause.  In such a situation
deciding over the course of action will prove extremely difficult and time-consuming and

will often result in errors. Human interaction will be very difficult if at all possible. If
members of the society have significant components of mental models in common, they
can make reasonably accurate predictions about the expectations and possible actions of
other members of society. The benefits for the functioning of society are obvious.  In this

way institutions arise. A shared set of expectations relevant for a particular situation and

enforced by the mental model itself (without outside enforcement) is an institution.

1 A  similarity of mental models  to some extent  is also caused  by a similarity of physical environment
people live in, but this factor alone does not account for the extent of the similarity of models.
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However, this type of enforcement may not be sufficient. When learning indirectly,

individuals may not recognize the benefits of shared expectations for the society as a
whole. Indirect learning may thus not result in adoption of a shared model by any given
individual. In addition, genetic components of the mental model may contradict the
actions prescribed by the shared model and may overpower it. Thus it may be efficient

(and even necessary) for a society to codify some of the shared expectations and apply
sanctions to people violating them. Such codification may arise spontaneously or may
be provided by politically important groups in the society through formal norms. In the
latter case, of course, it is possible that institutions established do not reflect the most
effective solution found by the society through collective learning, but the solution most

advantageous for these political groups.
Thus, a major function of institutions is to establish a relatively stable structure of

interaction of members of a society and thus significantly reduce the uncertainty people
face.

It  is  important to highlight  the  role of culture  in this process.
" Culture provides  a

language-based conceptual framework for encoding and interpreting the information that
the senses are presenting to the brain" (North, 1990, p. 37). Culture thus to a significant

degree determines the way individuals process and utilize information. Individuals with
common cultural background and experiences will share reasonably similar mental models
and ideologies, while models of individuals with different cultural background are likely
to differ. Since mental models to a large degree determine the shape of institutions, the
latter are in general likely to differ in societies with different cultural background.

Institutions, together with the standard constraints of economic theory, determine
the set of opportunities in a society and benefits and costs of these opportunities, and
thus affect the performance of economies. In particular, institutions influence the type of

governance structures which govern specific transactions in particular societies.

5.2.2    Objective of managers

What are the overall objectives managers really pursue and on which they orient their
goals and decisions, in particular decisions about the ways of financing the firm? In the
literature these objectives are more often postulated than explored. Imputed overarching
objectives range from profit maximization to empire-building to serving public purpose

(see a review by Donaldson (1984)). However, it is quite obvious that, such objectives
as profit maximization or maximization shareholders' wealth are unlikely to be the mal
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objectives of managers. They may beconie managers' goals if the environment indicates

that their pursuit is the best way to achieve some objectives which are really important

for managers.  This is one of the assumption on which the agency theory of the firm is
based. This theory argues that managers' objectives are maximization of their personal
wealth and minimization of the amount of efforts they have to make. Managers thus
use every opportunity to shirk or increase personal wealth at the expense of owners.

This assumption admittedly is somewhat extreme as a practical guide (e.g. Milgrom and

Roberts, 1992).
Given the importance of this topic there is very little research devoted to it. Perhaps

this should not be surprising given the difficulty of uncovering 'real motives'. We shall

consider one of the studies taking on the issue. Donaldson (1984) has thoroughly studied

twelve American corporations which are among the 250 largest corporations.  This led
him to distinguish four motives by which top managers are driven:

•  The desire for survival, that is, for "long-term health and vitality of the organization
as an effective and influential corporate presence, with the incumbent managers fully
in charge" (p. 21)

• The desire for independence: top managers strive to be as independent as possible
of constituencies having control over scarce resources2

•  The desire for self-sufficiency of the firm. Managers view the environment as hostile

and unpredictable, and self-reliance and self-sufficiency are thus the best guarantees
of survival. In particular, capital markets are perceived  in  this  way:   " the decades

of individual experience with the capital market... persuade many (probably most)
that the public capital market is untrustworthy ally when it comes to their corpo-

ration's vital interests" (Donaldson, 1984, p. 43). 3vIost managers regards outsiders

as necessarily ill-informed and consider their equity as structurally undervalued.

The public debt market is perceived as less hostile and unpredictable. The firms,

however, try to keep their borrowing within tight limits

• The desire for self-fulfillment, expressed in striving for specific visible measures of

personal and organizational achievement

2This motive is also suggested, albeit for firms rather than for top managers, by resource dependence

theories originating  from  the  work of Pfeffer and Salancik  ( 1978). In particular, this motive produces  a

preference of internal over external sources of finance, this concurs with 'pecking order' theory of finance

(Myers and Majluf, 1984)
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These motives induce sustainable growth of the firm as an overarching objective of the
top managers.

It can be argued that these motives of American managers determined in part by their
ultimate motives as persons, in part - by specific features of the type of the environment
they are placed in - the business environment, and in part - by specific characteristics
of a particular, American, business environment. The desire for survival of the firm stems
from the desire of managers to retain and increase their power, status and salaries (as
long  as the latter is connected  with the firm's  size).   This  motive is probably quite general
across business environments in different countries. The desire for self-fulfillment (the last
motive) is also a quite general motive for people in individualist societies. Concrete means
of its realization, however, may in countries other than the USA differ from those reported
by Donaldson. The desire for independence is also a rather general motive, although its
relative importance may vary in different countries. As Hofstede and other authors have
found, the a desire for independence is strong (in particular for managers) in low-UA
societies and in masculine societies (American society has both these characteristics). In
other societies, however, managers may value much more the benefits cooperation can
bring. The desire for self-sufficiency of the firm are also rooted to a large extent in
the desire for independence. However, Donaldson emphasizes that this motive is largely

determined by the perception of the American financial environment by managers.  In a
different environment this motive may be much less strong.

It should be noted that the desire for survival and the desire for independence may be
in conflict. The desire for survival implies the reduction of the probability of bankruptcy,
and more generally, reduction in risks and uncertainties facing the managers. The impor-
tance of reducing risks of firm's earnings as a managerial objective has been emphasized

by several authors starting with Stulz (1984). This literature has been recently reviewed
by Allen and Santomero (1998). Managers may have four motives to share risks. First,
taxation is highly non-linear; in these conditions a reduction of volatility of earnings
decreases the effective tax burden. Thus, the manager acting in shareholders' interests
will try to reduce risks. (The authors consider this explanation not very plausible since
empirically observed tax savings do not justify the amount of risk management actually
observed.) Second, since external finance is more expensive than internal finance, fluc-
tuations in profits may lead to renouncing of profitable investment opportunities when
profits are low. This will be a big concern for the manager regardless of the main motive
that drives him - maximization of shareholder value, self-fulfillment or maximization of
his income (as long as income is related to the firm's performance). Third, a significant
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part of the manager's (present and future) wealth is in the form of the stock of the firm

and, more importantly, the future earnings from the firm. The manager thus cannot

diversify directly and thus prefers more stable earnings of the firm. Furthermore, if the
owner judges the manager's talent and effort by the observed outcomes, manager would

strive to avoid large negative outcomes and thus would try to reduce volatility in general.

Finally, and most importantly, low earnings realizations may lead to bankruptcy which

managers would try to avoid whether they act in the interests of shareholders or in their
own.

One of the most important ways to reduce uncertainties and risks, in particular the risk
of bankruptcy, is cooperation, in particular cooperation with financial institutions. This,
however, contradicts the motives of independence and especially self-sufficiency.  How
managers approach this trade-off may well differ across societies, depending on cultural
characteristics or characteristics of business and financial environment. Whitley (1994),
for instance, argues that in Anglo-Saxon countries, in particular, sharing risks with others

is difficult and firms opt for self-sufficiency, while in most other societies risk is shared in

some way with other economic agents.
We shall thus assume in this thesis that managers pursue the objective of sustained

survival and growth, which in particular implies the desire to reduce uncertainties (in
particular through sharing  them),  and the objective of independence. How important  is
the latter objective for them, absolutely and relatively to the former objective may differ
in different societies; .

5.3 Theoretical analysis
In this section we aim to identify the mechanisms through which societal norms may
influence characteristics of financial systems in the empirically observed direction, and
thus to provide a theoretical explanation of the interconnection between the countries'
cultural characteristics and characteristics of their systems of industrial finance which we
observed in the previous chapter.

Culture is a collective mental programming. It influences mental programmes of in-
dividuals, and in this way influences the choices they make, and the features of social

organization which result from these choices.  Thus, the likely explanation of the dif-
ferences of financial systems in countries with different cultural characteristics, and the

3The objective of self-fulfillment, although important, is less relevant for our purposes than the other

objectives.
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similarities of financial systems in countries with relatively similar cultural characteris-
ties, is that cultural characteristics significantly influence the mental models people use
in making their choices. The mental models of investors and governors of firms influence
their choices of the mechanisms of their transactions. The aggregate of these choices re-
sults in a configuration of financial system. The attractiveness of different mechanisms
will depend on the regulatory environment, which in turn will be influenced by the men-
tal models of political agents. Finally, the attractiveness of different mechanisms may be
influenced by features of other governance systems. These features will be shaped in part
by mental models of political and economic agents involved.

Thus, to understand how cultural characteristics of countries influence the character-
istics of their systems of industrial finance, we should investigate (1) which elements of
mental models bear on choices which together determine the character of the system of
industrial finance, and which of these elements are likely to differ systematically across

countries, and (2) how these elements of mental models are influenced by societal norms
of the country. These would be the goals of, correspondingly, the first and the second
subsections of this section.  In the third subsection we shall investigate whether this anal-
ysis helps to explain the observed pattern of relationships between cultural characteristics
and features of financial systems.

5.3.1 Mental models of agents and characteristics of systems of
industrial finance

This subsection aims at identifying those components of mental models which, first, in-
fiuence the choices of agents which together determine the character of the system of
industrial finance in the country, and second, are likely to be influenced by the societal
norms of the society as a whole and thus are likely to differ systematically across societies
with different cultures. Such analysis is of course a difficult task since mental models
are unobservable. We shall try to single out the elements which theoretical literature
and empirical evidence suggest as most relevant. Generally, we try to err on the side of
overdetermination, identifying as many relevant elements as possible.

We start from the process of shaping the regulatory environment of the system of
industrial finance.

(i) Shaping of regulatory environment of the system of industrial finance

We can conceptualize the process of shaping of regulatory environment of the financial
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system in the following way. Political agents, on the basis of their preferences, evaluate

the characteristics of the financial systems they expect to be induced by different possible

variants of regulatory environments.  On the basis of these evaluation political agents

form preference orderings over variants of the regulatory environment. The orderings of
different political agents are reconciled through a political process of some form, which

results in the choice of the actual regulatory environment.

Since all political agents are members of the same society, their preferences and ways

in which they form expectations will have much in common (for the reasons discussed

in Sections 1.4, 2.3 and subsection 5.2.1). Since we are concerned with the influence of

national cultural characteristics on the financial systems, we shall concentrate on these

Common components and pay much less attention to differences in mental models of
different political agents in the same country and to specifics of the political process.

By what criteria are political agents likely to evaluate financial systems? The two
most obvious candidates are the effects of the financial system on economic efficiency
and economic stability. It seems reasonable to suggest that, other things equal, political

agents would prefer  a more efficient system  to  a less efficient,  and a system providing
more economic stability to a system providing less stability (see e.g. the discussion by

Allen (1996) of the criteria on which financial systems should be judged).
These criteria are likely to be used in all (modern) societies. However, iIi many cases

there would be a trade-off between efficiency and stability, at least in the perception of

political agents. It is here where cultural differences among societies may play a role. In
some societies political agents will opt for higher (perceived) efficiency at the expense of
some stability, while in others - for higher (perceived) stability at the expense of some

efficiency.
At the same time, as we have seen in Section 3.3, our knowledge of economic ef-

fects of different financial mechanisms is very imperfect and allows to make few definitive
conclusions. Different theoretical interpretations emphasize different effects of particular
mechanisms and suggest different conclusions about their overall efficiency and stability.
Especially important in this respect is the evaluation of effects of the degree of deliberate

coordination (and thus restrictions on competition) in the economic system. Some theo-
ries suggest that unintentional market coordination ensures the highest level of economic

efficiency (except in special cases of market failures), and thus, in principle, any deliber-
ate coordination should be eliminated. Other theories stress some aspects of reality left
out by the former theories, and argue that when these aspects are taken into account,
deliberate coordination may significantly increase economic efficiency. At the same time,
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this outcome is not guaranteed, and it is often impossible to say apriori whether a par-
ticular type and level of deliberate coordination will increase of decrease efficiency.  As
for stability, systems with more deliberate coordination are less responsive to changes
in various factors. Thus, such systems tend to be more stable in the short run. In the
long run, however, this unresponsiveness may lead to significant economic disproportions
and create a great instability. Political agents, however, may not realize the possibility of
long-term instability at the time of the decision. In addition, it may be the case that some
combination of market and deliberate coordination allows to reduce short-run instabilities
and prevent long-run ones. In many cases there are little apriori grounds for political
agents to choose one interpretation over another. In this situation they are likely to put a
greater emphasize on those theoretical explanations which correspond to their basic values
and beliefs, which are largely shaped by societal norms. Thus, in some countries most
influential political agents may believe that the best outcome in terms of both efficiency

and stability is achieved by a system with as little deliberate coordination as possible,
while in other countries such the best outcome may be believed to be produced by a sys-
tem which involves, alongside unintentional coordination through markets, a significant

degree of deliberate coordination.

In addition, political agents would evaluate outcomes and characteristics of the finan-
cial system from the point of view of normative considerations. In respect to systems of
industrial finance this appears to concern mostly the issue of concentration. The concen-
tration of financial and economic (and thus usually political) power may be more or less
acceptable for political agents, regardless of its effects on economic efficiency. For exam-

ple, it may be held that concentration contradicts the principle of equality of opportunity
because it increases barriers to entry, or that it contradicts democratic values because it

gives powerful agent undue political influence.

Political agents will take these normative considerations into account (not necessarily
consciously) both to ensure the political support of the public for which these consider-
ations are important, and because they are themselves the members of this society and
thus adhere to the same societal norms. Of course, more often than not there is a con-
nection between these factors and considerations of economic efficiency and stability. We
argued that political agents are likely to put a greater emphasize on those theoretical ex-
planations which correspond to their basic values and beliefs, which are largely shaped by
societal norms. But the same societal norms largely determine the normative criteria on
the basis of which the variants of regulatory environment are evaluated.  Thus, the agents
in different countries will tend to emphasize the positive economic effects of the systems
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which are more acceptable to them on normative grounds, and the negative effects of the

systems which  are less acceptable4.

Thus, we shall concentrate on three criteria political agents may use for evaluating the
outcomes and characteristics of the financial systems: its perceived effects on economic

efficiency, its perceived effects on economic instability, and the extent of concentration

of economic power. The relative importance of these criteria will differ among political
agents. In particular, it is likely to differ across societies under the influence of societal

norms.  Even if political agents who give the same relative weights to the criteria, they may
differ in their evaluation of the effects of particular financial systems. Since the degree of

deliberate coordination in such systems is probably their most important distinguishing
feature, we also include as the criterion the degree of desirable/admissible deliberate

coordination in the system of industrial finance'. Since purely market coordination has  a

lower short-term stability, an emphasis on stability as a criterion would imply a desirability
of at  least some deliberate coordination,  but  not  visa  versa6.

It is relatively straightforward to identify the potential effects of these attitudes on
the specific regulatory provisions related to financial system. If stability is perceived

as very important, the governments may also be reluctant to promote the development

of capital markets, because they can control the volume and allocations of investment

more easily if it predominantly flow through the banking system, or because they wish

4Thus, political agents in Anglo-Saxon countries emphasize the normative criteria of fair competition
and absence of concentration of economic power.  They tend to stress allocative efficiency and support

for innovation - the aspects on which the system most acceptable on normative grounds mentioned
performs better. In Germany or Japan, on the other hand, more emphasis is usually placed on X-

efficiency and stability   (see  e.g.    Dore, 1997, Schmidt and Tyrell, 1997). Likewise,   both   high  and   low

degree of government intervention are justified by different political agents both on normative grounds
and on the grounds of efficiency.

5 Note  that  we  do not analyze the direct  role  of the state  in the system of industrial finance.    Thus,

'deliberate coordination' refers here only to coordination among economic agents themselves, and not to

a coordination by the state.
6When the political agents contemplate changes in institutions to change the already existing financial

system, several other factors come into consideration. Any institutional change is connected with costs of

transition of various kinds. Any institutional change is connected with uncertainty about its effectiveness.

Finally, distributive considerations, arguably very important in politics, begin to play a role: a change

in the financial system will induce a worsening of the situation of some economic agents, who thus will
lobby against it, and an improvement of the situation of other agents who will lobby for it. The relative

strength of this lobbies may significantly influence the outcome. Important as these factors may be, we
shall abstract from them in the further analysis, partly because there are little grounds to suggest these

factors will systematically differ across countries.
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to reduce the speculative financial activity which decreases the degree of stability of the
economy, or to prevent the appearance of the market for corporate control. The belief
that a deliberate coordination is damaging for economic efficiency and stability will induce
measures increasing the costs of such coordination between financial institutions and firms.
It also will induce measures aimed at iInproving the conditions of competition in both
direct and indirect finance. Finally, the aversion to concentration of economic power
will induce a strong protection of minority investors, and also likely to induce provisions
restricting the possibilities of close relationships of firms and financial institutions. These

potential effects are presented in Table 5.1.  The plus sign indicates that the corresponding
attitude is likely to result in a stricter regulation, and the minus sign - that it is likely
to result in a more lax regulation.

Table 5.1: Attitudes of political agents and regulatory provisions

Attitudes of political agnets
Higher Deliberate Concentration
relative coordination of economic

importance undesirable power
of stability undesirable

Regulatory provisions
Protection of minority shareholdersi                   -
Taxation of securities issues and transfers                                   -                       -
Regulation of relationships
of financial institutions and firms2

1 Disclosure rules, insider trading provisions, 'anti-director rights' (see Section 4.2).
2 Regulations of equity holdings by financial institutions, regulation of their participation
in decision-making (see the description of American regulation in Section 4.2).

(ii) Shaping of the configuration of the system of industrial finance

A specific configuration of the financial system emerges as the result of the aggregate
of choices by investors and governors of firms of the terms of their contracts, including
the governance mechanisms of their financial transactions. We can conceptualize such a
choice in the following way. The terms of the contract include the following elements:  the
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size of monetary return in different states, the amount of information during the period of
investment, and the restrictions on the freedom of the borrower to use the capital provided

(for example in the form of monitoring or decision-making rights of investors in certain

situations). The agents evaluate the possible contracts  on the basis  of the effects on their

utility This evaluation results in preference orderings over possible terms of contracts.

The actual terms of the contract are arrived at through explicit or implicit negotiations

between the governor of a firm and the investor.

Our task is thus to evaluate what determines the preference orderings of agents over

different terms of contract.

We start with investors. Consider two investors with the same initial endowments

who contemplate providing capital to some firm. Their preference orderings over the
terms of contract may differ for two reasons. First, their preferences may differ.  Thus,
they may pay attention to different aspects of the firm and the project, and even if they
pay attention to the same aspects, the relative importance of these aspects may differ
for two investors. Second, they may perceive and interpret this information differently.

Preferences of investors and the way they interpret the information are determined by their
mental models. To the extent these models are influenced by societal norms, the models,
and thus the investors' choices would systematically differ across societies. In addition, the
costs and benefits different terms of contracts provide, and the information available about

the firm, are influenced by the regulatory environment, and perhaps by configurations

of other governance systems. Both regulatory environment and configurations of other

governance systems will be influenced by mental models of some other agents and, to
the extent these models are influenced by societal norms, will systematically differ across

societies as well.

We consider first preferences of investors. There may be various kinds of character-

istics of the investment opportunities which investors take into account. For example,

they may distinguish lending to people associated with them in some way from lending to
strangers. Or they may discriminate among opportunities for moral reasons (for example,

they may decide not to invest in companies experimenting with animals or producing to-

bacco). However, in studying developed Western societies it is reasonable to concentrate,

as practically all research has done, on the returns investors obtain in different states of

the world, and probabilities of these states, as perceived by investors.

Most investors will not be confident in their evaluation of the probability of success.

To evaluate it reasonably accurately, a deep knowledge of the project, the firm, the in-
dustry and general economic situation is necessary. Most investors do not possess such a



5.3. Theoretical analysis 123

knowledge. They are thus not very confident about their estimations of probabilities of
different outcomes of the project. Experimental evidence indicates that people tend to
prefer about the risks of which their know more to those about the risks of which they

know less, that is, they are uncertainty averse'. Investors in different countries, however,
may differ in the degree of their uncertainty aversion.

The governance mechanism of investor-governor relations will influence both the prob-

ability of the firm's success and the extent of uncertainty investors face.

We turn now to the amount of information available to investors, and the ways in-
vestors perceive and interpret this information. The amount of information available to
investors may systematically differ across countries because of the differences in manda-

tory disclosure requirements.
It is reasonable to assume that in all countries the managers of financial institutions

generally interpret the information rationally and there is little cross-country differences
in this respects.    This  may  not  be a correct assumption for small investors.    As  we  have

seen in Section 3.3, some equity investors use wrong models, or interpret information

7We shouild comment on the treatment of this issue in economic theory.  Most of research to date uses
the assumption of the expected utility theory that the degree of uncertainty does not matter.  Thus, it is
assumed that the agents know the probability distribution of returns with certainty. The choice among
alternatives depends on the degree of risk-aversion of agents.  It is widely recognized that this assumption
is not very realistic. However, it could be defended as a reasonable theoretical assumption if the outcomes
of investor's choices were such as would be arrived at if agents used this assumption. However, as we
mentioned, experimental evidence contradicts this assumption.

Recently economists have started to develop models which generalize the expected utility model by
introducing uncertainty aversion.  It can be modeled, for example, by introducing a set of possible
distributions of returns. Any distribution from this set may be, with some probability, a true distribution
of returns. An investor is completely confident about the distribution of returns when she perceives it to
be a true distribution with probability one. In this setup the investors may differ in the rule by which
they choose their behaviour, if they are not completely confident in their estimates. One possible rule is
to invest only when the expected utilities from investing under all possible probability distributions are
higher  than the utility  of  not  investing  (or  investing  in  a  safe  way). The investors  thus  in  fact  act  as  if
the probability distribution which brings her the lowest expected utility was the true distribution with
certainty (Bewley, 1986; Gilboa and Schmeidler,   1989). An alternative representation, which proves  to
be equivalent in most cases, is to assume that the probabilities of different outcomes used by agents in
their evaluations sum up to less than one (Gilboa, 1987, Schmeidler, 1989).

8This rationality is, of course, bounded. Managers and governors will use some rules in filtering
information. These may be influenced by culture and thus differ across countries.  As in the case of
political agents discussed above, it is reasonable to suggest that these differences will be mainly induced

by differences in agents' preferences. We shall consider these differences below.



124 5. Cultural characteristics and systems of industrial finance

incorrectly, or do not use any models at all but follow the advise of the media, or 'follow

the herd' of other investors. However, there appears to be no theoretical grounds or
empirical evidence to suggest that the fraction of such traders will differ between the

countries in a systematic fashion because of cultural differences.

We turn now to governors of jirms. Following the discussion in Subsection 5.2.2, we
assume that the governor pursues the goals of a sustained growth of the firm and of an

independence. As we have seen in subsection 5.2.2, within the former goal, two subgoals
can be identified - a growth of the firm and a reduction in the volatility of returns.  The

relative importance of the three objectives may differ across governors. It is reasonable to

assume that the governors in different countries possess a similar amount of information
about their firms, and that they are rational in making decisions.

It is reasonable to assume that in all countries the governors of firms generally interpret
the information rationally and there is little cross-country differences in this respect.

Different governance mechanisms would facilitate the realization of each of these ob-

jectives to a different degree. Governors would choose among them on the basis of their

preferences.
We shall now use this framework to analyze specific types of firm-investor relationships.

(iia) Closeness of creditor-borrower relations

We first consider a relationship of a creditor and a borrower. We assume that two
types of contracts are possible: arm's-length and relational. The latter is characterized

by a larger amount of information provided to the creditor and by larger opportunities
of a creditor to monitor the governor of the firm and to participate in decision-making.

Both contracts specify the returns to the creditor in the case of success and the size of
the collateral.

The creditor faces a perspective of investment which, with some probability, will bring
her a return higher than that which she can obtain by investing elsewhere, but with some

probability this return will be lower. The creditor is not confident in her estimation of
these probabilities. A creditor forms preferences about different terms of contracts on the
basis of their effect on the probability that the loan will be repaid in full and on uncertainty
she faces. For simplicity we assume that the entrepreneur has all bargaining power and the
creditor accepts the contract which allows her to break even (this assumption is relevant

only  for  the  way the argument is presented  but  not  for its content). The creditor  thus
has to choose, for the two types of contract, the minimum acceptable rate of return in the
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cases of the project's success, and the minimum size of collateral, at which she is willing
to provide finance.

Different terms of contract will influence the probability of repaying the loan mostly
through their influence on the behaviour of the governor. Under close relationships, the
creditor can reduce agency problems through monitoring of the governor and through
participation in decision-making. Tlius, the probability of repayment will be higher, and
thus the required collateral and/or the required return will be lower. However, monitoring
requires an expenditure of efforts and resources by the investor, and these costs have to

be compensated by the borrower. Apriori it is not evident whether the improvement the
monitoring brings in the expected return is greater than these monitoring costs.

The two types of relationships also have different effects on the uncertainty the investor
faces. There are basically two ways in which this uncertainty can be reduced. The first
way is to insure against the possibility of bad outcomes. In practice this mostly takes the
form of requiring a collateral for the loan.  In this case the investor can be sure to receive
at least the value of collateral as the result of the investment. This, however, does not
reduce uncertainty about the part of the investment which exceeds the value of collateral.
The second way is to invest time and effort in acquiring a close knowledge of the firm,
analyzing the information about the intermediary results of the project's implementation,
and/or monitoring the decisions of the governor of the firm and perhaps participating
in making these decisions. In this way, not only the uncertainty about the outcomes of
the present project is decreased, but the investor obtains a knowledge about the firm
which allows her to make much more accurate estimates of the distributions of returns of
future projects undertaken by this firm. To the extent the investor is concerned about the
uncertainty at future dates, this factor may enter her decisions. The first way of reducing
uncertainty plays a larger role in arIn's-length relationships, and the second way - in
close relationships.

Thus, an investor would require a larger return and/or a larger collateral in arm's-
length than in close relationships to achieve the same level of utility A more uncertainty
averse investor, other things equal, would require a larger return and/or a larger collateral
than a less uncertainty averse investor to achieve the same level of utility.

We turn now to governors of firms. Governors, as we have seen, care about the growth
of the firm, the volatility of earnings, and independence.

The size of returns will be determined mostly by the size of the return required by
investors. In addition, the returns when using direct finance depend on the level of
taxation of security issues and transfers.
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As for uncertainty and independence, borrowing directly from small investors involves

the smallest loss of autonomy but also the smallest reduction in uncertainty (it is difficult

to  renegotiate debt  with a large number of small creditors). Borrowing arm's-length  from
a bank involves some reduction in autonomy (any bank monitors the borrower1 to some

extent). A reduction in uncertainty  may be larger or smaller  than  in the previous  case

(the debt is somewhat easier to renegotiate, but the amount of required collateral may

be high). Close firm-bank relationships involve the largest reduction iIi independence but
also the largest reduction in uncertainty (debt is easier to renegotiate, both because one

bank is a principal debtor and because it can make liquidation/restructuring decisions

more  efficiently;   the  financing at future dates  is more readily available). The governors
for whom independence is relatively more important will thus be less inclined to enter

close relationships. The governors for whom stability is relatively more important will be
more inclined to enter close relationships. The actual choice, of course, will also depend

on the return required by investors in each case.

Close relationships will require an investment of efforts and resources in their est at>-

lishment by both parties. The amount of such efforts, and thus the attractiveness of close

relationships, will crucially depend on the level of trust in the society.

(iib)   Ownership structure and activity of the market for colpomte control

Ownership structure has two important aspects. The first aspect is the fraction of

equity of a firm held by the largest shareholder, or the degree of ownership concentration.

The second aspect is the fraction of equity of a firm which is owned by agents who treat

this investment as an ordinary investment and thus will sell shares to the first buyer who

offers the right price (arm's-length shareholders), and investors who hold equity of the
firm primarily for other reasons  and  do not expect  to sell it (stable shareholders).

The share of equity held by stable shareholders in total equity of firms is known only

for a few countries. Some researchers suggest that generally in the countries where con-

centrated ownership is important so are stable shareholdings, and in the countries where

ownership of large firms is dispersed stable shareholdings typically are not important (e.g.
Moerland, 1995; De Jong, 1997). The literature identifies two main type of investors act-

ing as stable shareholders: industrial firms and banks. Non-bank financial institutions

also may play such a role, and increasingly do so in recent years, but typically these

institutions do not consider their shareholdings as stable. The literature suggests that

preventing hostile takeovers is the main function of stable shareholdings (e.g. Osano,
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19967
Three main types of ownership structure may thus be identified: a dispersed ownership

by arm's-length investors; a dispersed ownership when a significant fraction of shares is
held by stable shareholders; and a concentrated ownership.

The ownership structure of the firm will be influenced by preferences of investors
and information available to them. To the extent managers can influence the ownership

structure, their preferences  also  will  have a bearing  on the outcomeic}

We start from investors. The advantage of dispersed ownership without stable share-
holders is that more shares are traded at the market. This induces at least two positive
effects. First, it reduces the volatility of the share price and thus the risk premium the in-
vestors will require (Pagano, 19898,b, Allen and Gale, 1994). Second, the price aggregates
the information about the firm more effectively. Thus, the owners can base the manage-
rial remuneration on the stock price, and therefore have more opportunities to discipline

managers (Holmstrom and Tirole,   1993).    In the event of concentrated shareholdings  or
stable shareholdings the fraction of equity traded is smaller. A concentrated ownership,
however, induces a higher level of monitoring of managers: the holder of a large block
of shares has a larger incentive to monitor because she obtains a higher fraction of the
firm's returns, and because it is difficult for her to use the exit option and sell shares
without causing share prices to decrease. On the other hand, the structure when a large
fraction of shares is owned by stable shareholders, but none of them has a large stake,
does not appear to have any advantages for investors (other than stable shareholders

themselves), and thus is inferior, from their point of view, both to dispersed arm's-length
and to concentrated ownership.

All these factors would be reflected in the price at which investors agree to trade shares
of the firm under different ownership structures. Because of disadvantages of the stable

shareholdings pattern, investors will agree to buy shares of such a firm only at a discount.
On the other hand, it is impossible to point out a more efficient structure among the

g Stable  sharehoklings  may, in addition,  have a symbolic function of signifying and strengthening  the
loyalty of parties to long-term relationships (as creditor-borrower or supplier-customers) Banks' stable
shareholdings may also be an instrument of influence on the decisions of the management of the firm the
bank has close relationship with.

10In this respect it may be noted that the propensities of financial institutions of any given type to be
short-term or stable shareholders do not appear to differ across countries. The cross-country differences
in the role of stable shareholdings are connected, rather, with the differences in the fractions of equity
held by different types of institutions. Thus, whether or not to have stable shareholders is largely a choice
of the firm's governor.
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remaining two. Either dispersed arm's-length ownership or concentrated ownership may
be optimal depending on the other factors.  Thus, if the average demand for liquidity is
low  (investors are patient),  a more concentrated ownership would be optimal, while  if this

demand is high (investors are impatient), a more dispersed ownership is likely to be more
efficient (Bolton and von Thadden, 1998).

The monitoring advantages of concentrated ownership depend on the severity of agency
problems when managers are not monitored. These, in turn, depend to a large extent on

the degree of legislative protection of small shareholders. Where this protection is strong,

the advantages of concentrated ownership are smaller.

The size of the premium which investors demand depends on their preferences and
the amount of information available to them. More uncertainty averse investors require a

higher uncertainty premium and thus agree to buy shares at lower prices. Thus, the high
liquidity advantages of a dispersed arm's-length ownership will be smaller when investors

are more uncertainty averse. The amount of information about the firm will significantly
depend on the mandatory disclosure requirements.

The demand for shares (and thus the price at which the firm is able to sell them)
may be higher in some countries for other reasons. In particular, the capital available to

institutional equity investors may be larger in some countries. As we have seen in Section

4.4, the degree of state participation in provision of pensions is a significant predictor of
the level of development of stock markets, presumably because since a smaller role of the

private sector in pension provision impedes the development of private pension and thus
restricts the amount of capital available for equity investments. Whether pensions are

provided publicly or privately will depend on preferences of political agents.

Different ownership structures will also have different implications for the utility of
managers. For the reasons discussed above, the price investors will be prepared to pay

for shares of a firm will depend on its ownership structure; this implies that firms with
different ownership structures face different costs of capital and therefore have different

profitability level and growth prospects. As we have seen, depending on the other factors,
investors will be prepared to pay a higher price either under a concentrated or under

a dispersed arm's-length ownership, but the price would be higher under at least one

of these structures than under a dispersed stable shareholding structure. A dispersed

arm's-length ownership has an additional advantage for managers: a high volume of
trading allows managers to obtain information about the perspectives of their firms and

which they are not be able to get in other ways (Holmstrom and Tirole, 1993). The
other two objectives of managers are reduction in uncertainty and independence.  The



5.3. Theoretical analysis 129

pattern of stable shareholdings reduces the probability of a hostile takeover, and thus
reduces uncertainty. The uncertainty is highest with dispersed arm's-length ownership.
Managerial independence, on the other hand, is highest under dispersed arm's-length
ownership, somewhat lower under stable shareholdings pattern (stable shareholders may
condition their continuing ownership of shares  on some degree of monitoring), and lowest
under concentrated ownership.

Finally, managers may perceive that the prospects of development of the firm and its
stability significantly depend on the character of their relationship with employees.  In
particular, as we have seen in Section 4.4, employees may agree to monitor their peers
and not to hide information from managers in exchange for implicit guarantees of stability
of their employment. Such implicit contracts, however, are impossible when a threat of
a hostile takeover is continuously present. Thus, managers who perceive such implicit
contracts as more important may be more reluctant to accept a dispersed arm's-length

ownership structure.
The preceding discussion assumed that a firm is already publicly traded. Initially,

however, most of the firms are owned by a single agent.  As long as he does not have an
incentive to concede a majority stake in the firm, the ownership will remain concentrated.

Why would the initial owner decide to concede the controlling block of equity? There may
be two reasons for this. First, the expansion of the firm may require an additional capital
which is impossible to obtain without conceding the controlling block of shares, and the
entrepreneur prefers to see his enterprise developed to its highest potential, even if this
means conceding the control over it. While this factor may play some role, in all countries
there is a sufficient number of very large firms with a concentrated ownership, and thus it
does not appear that conceding a controlling block is absolutely necessary for the firm's
expansion beyond some point. The second and more important reason for conceding a
controlling block is that the initial owner wants to retire from an active participation in
the running of the firm, cash in the results of his previous efforts and use the proceeds to
finance new projects or simply to diversify his investments.

Whether cashing in of his holdings is an attractive option for the entrepreneur depends
on two factors: the amount of money he can receive in the process and his propensity
to cash in on given terms. If there are systematic cross-country differences in these
respects, the relative fraction of entrepreneurs who concede the controlling blocks may

systematically differ across countries, leading to differences in the degree of ownership
concentrationil.

11 Hannah (1983) describes in detail  how a change  in the attractiveness of cashing  in for owners was
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The terms of cashing in depend on two factors: the price at which the owners can sell

their equity, and the cost of the process of issuing and selling equity  We have already

discussed the factors that will influence the price investors would be prepared to pay.

Costs of issuing and selling equity will depend on the level of taxation of equity issues

and transfers.
A propensity of owners to cash in may differ across societies because of two factors.

First, people in different societies may differ in the intrinsic utility being powerful and
leading other people brings to them. Second, the relative status of an entrepreneur may
differ in different societies. Where this status is lower the propensity to cash in would be

higher.  Thus, in England in the nineteenth and the beginning of the twentieth century
entrepreneurs did not possess a very high status in society. This may in part explain their
higher propensity to cash in than that of entrepreneurs in most other countries (Florence,
1961).

We turn now to the factors which influence the degree of development of the market for
corporate control. The activity of the market for corporate control crucially depends on

the number of firms which can potentially be taken over, that is, a number of listed firms
in which the majority of shares are not owned by a single agent or by stable shareholders.

We already discussed the factors which will influence the ownership structure.

Given the number of potential targets, the number of hostile takeovers depend on
a number of agents who make and pursue a hostile offer. This would depend on the
preferences of potential raiders, information available about the target, and costs and
benefits of hostile takeovers. In Section 3.3 we discussed the reasons for which managers

may make hostile offers for other firms: obtaining profits through improving the target
company's management or exploiting a synergy between the bidder and the target firm;
reducing volatility of earnings in the company, and thus the risk of bankruptcy; increasing
status, power and salaries by managing larger firms. It is not obvious why cross-country
differences would exist on any of these factors.

Differences in regulatory provisions, in particular in disclosure rules, may induce cross-

country differences in the information available about the target. Differences in takeover

regulations would certainly induce different costs of hostile takeovers in different countries.

Ironically, however, these differences run counter to the observed pattern of takeover

a major and necessary element in emergence of a large-scale equity market in Great Britain.  This, of
course, does not contradict a traditional explanation of emergence of a widely held corporation because

of the economies of scale made possible by technological developments. Technological factors induced the
emergence of large-scale corporations precisely through making cashing in more attractive to the owners.
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activity. Practically none of the countries where the market for corporate control is not
very active had a takeover code till recently, and many still do not have such a code -
simply because it is not perceived as relevant. Thus, differences in the activity of the
market for corporate control should not be sought in regulation specifically dealing with
takeovers.

To summarize, the following elements of mental models and regulatory provisions
would influence the degree of ownership concentration and level of activity of the mar-
ket for corporate control. A lower uncertainty aversion of investors, stricter mandatory
disclosure rules, a better legislative protection of small shareholders, and a lower level of
taxation of security issues will make cashing in a more attractive option for initial owners.
This decision of owners will also depend on their propensity to cash in which may differ
across countries.

In a publicly traded firm, a lower uncertainty aversion of investors, stricter manda-
tory disclosure rules and a better legislative protection of small shareholders increase the
advantages of higher liquidity and thus of a dispersed ownership. Managers for whom in-
dependence is more important will be more reluctant to accept a concentrated ownership.
Managers for whom stability is relatively important will be more reluctant to accept a
dispersed ownership structure.

The level of activity of the market for corporate control will crucially depend on the
number of potential targets and the information available about them.  Thus, it would be
facilitated by a higher propensity of initial owners to cash in, a lower uncertainty aversion
of investors, stricter mandatory disclosure rules, a better legislative protection of small
shareholders, a lesser relative importance of security for managers, and a lesser propensity
of governors of firms and employees to enter implicit contracts.

(iic)  A concluding remark

The analysis above has for the most part assumed that the choice of governance struc-
tures is not directly influenced by the previous choices of the same agent or other agents.
In practice, the choice will be influenced by the type of financial arrangements the agent
used in the past and by the type of financial arrangements used by the other agents.
Firms and financiers may continue to use the arrangement which they used in the past
because they are familiar with these arrangements but will have to adjust to new ones,
and because the old arrangements have led to acceptable results, while the effectiveness
of other arrangements is uncertain. New firms may use the same arrangements as suc-
cessful established firms in the field. Some arrangements may become to be considered
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Table 5.2: Regulatory provisions and characteristics of the system of industrial finance

Characteristics of the system
of industrial finance

Closeness Degree of Development
of firm- ownership   of the market
investor concent- for corporate

relations ration control

Regulatory provisions
Protection of minority shareholders                  -                -                   +
Taxation of securities issues and transfers         -                -
Regulation of relationships of financial               -
institutions and firms

as standard or natural and be used by agents without much contemplation. Particu-

lar practices may be institutionalized within the business community, and a willingness
of an agent to enter them may be considered as signal of her trustworthiness (Powell,
1991).  Nevertheless, a considerable number of agents experiment with new types of gov-
ernance arrangements hoping to gain advantage over their competitors. Hostile takeovers,

managerial buy-outs and various complex securities are just some of the examples of the
innovations in industrial finance in the post-war period.

(iii) Summary

In the course of our discussion we have identified several channels through which men-
tal models of agents may influence the configuration of the system of industrial finance.
Mental models of investors and governors of firms influence their choices of the mech-
anisms of their transactions. The aggregate of these choices results in a configuration
of the financial system. The attractiveness of different mechanisms will depend on the
regulatory environment, which in turn will be influenced by mental models of political
agents. Finally, the attractiveness of different mechanisms may be influenced by features
of other governance systems. These features will be shaped in part by mental models of

political agents and economic agents involved in respective interactions.
Table 5.2 summarizes the potential effects of different regulatory provisions on the

characteristics of the system of industrial finance.
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Table 5.3 summarizes the discussion of this section. It lists the elements of mental
models which are likely to bear on choices shaping systems of industrial finance, and indi-
cates the direction of the influence of these elements on the characteristics of the system
of industrial finance. The influence ofthe attitudes of political agents is established on the
basis of their effects on regulatory provisions (summarized in Table 5.1) and the effects of
regulatory provisions on characteristics of the system of industrial finance (summarized
in Table 5.2).

5.3.2 Societal norms and mental models

The discussion in earlier sections, especially in Sections 1.4, 2.3 and Subsection 5.2.1,
suggests that many components of mental models are significantly influenced by societal
norms.  In this subsection we analyze how societal norms are likely to influence the
components of mental models which have a bearing on the character of the system of
industrial finance.

We follow Hofstede (1980) in analyzing polar societal norms, and thus polar ideal
types' of societies, for each of the cultural dimensions (e.g., a 'feminine' and a 'masculine'
society). Attitudes of people in any actual society will show to some extent the charac-
teristics of both polar 'ideal types'. The relative importance of the two polar 'ideal types'
in a given society is reflected by the score of the country on a particular dimension.

Attitudes of political agents (including general public)
EUiciency vs. stability. In a high-UA society order and stability is valued much higher

than in a low-UA society. Thus, if a trade-off between efficiency and stability emerges,
we would expect a high-UA society to put more stress on stability than a low-UA society.

Attitude towards competition.  One of the characteristics of a masculine society is
the stress on competition, whereas in a feminine society emphasize is put on solidarity
and consensus. In a low-UA society conflict and competition are considered natural and
possible to use constructively, individual decisions and pragmatic thinking are popular.
This favours a view of competition among individuals as a preferred mechanism of social
organization. In a high-UA society, on the other hand, conflicts are undesirable, there is a
strong need for consensus, and security is valued higher than autonomy. Thus, although
this society can recognize the necessity of competition for economic development, it may
disfavour 'excessive' competition and show a preference for more orderly economic system.
Thus, only in a masculine low-UA society the attitudes of people are fully consistent with
unrestricted competition as an ideal for economic organization.  In a society which is
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Table 5.3: Mental programmes and and characteristics of the system of industrial finance

Closeness Degree of Development
of firm- ownership   of the market
investor concent- for corporate
relations ration control

Political agents:
Higher relative importance of stability                                                         -
Deliberate coordination undesirable                               +               -
Concentration of economic power                                           +                   -
undesirable

Investors and governors  of firms

Higher level of general trust

Investors

Higher relative importance of uncertainty t/-      +        -

Go ernors of firms
Higher relative importance of independence         -              -
Higher relative importance of security                                                         -
Higher propensity of owners to cash-in                                -
Higher propensity to enter into                                     +               -
implicit contracts with employees

Employees
Higher propensity to enter into                                     +               -
implicit contracts with employers
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at the other pole on at least one of these two dimensions, the attitudes favour a more
reserved approach towards unrestricted competition. This analysis is also in line with
the  argument of Jepperson (Section  2.4). In 'statist' polities competition is considered
as destructive for the integrity of society. In 'societal-corporatist' polities the ideology of
harmony and consensus and the legitimation of activities rather than individual actors
restrict the legitimacy of competition. Only liberal polities, which are associated with
low-UA masculine countries, do not place restrictions on competition.

Attitude towards concentration of economic power. Concentrated economic power is
a form of restriction on market competition.  Thus, this attitude is connected with an
attitude towards competition. Where unrestricted competition is an ideal, concentration
of economic power will be resisted. Since coordination among firms and between firms
and investors leads to concentration of economic power, it will be resisted as well.

Attitudes of investors and governors of firms
Level and basis of trust in the society.  Following Sako (1992), we can distinguish

between two types of trust. First, an agent may trust other agents to adhere to specific
written or oral arrangements.  This type of trust can be called contractual trust. Without
a minimum level of such trust civil societies cannot function. It would seem plausible to
suggest that no type of society has characteristics making this kind of trust impossible
to sustain. Second, the agent may trust another agent not to engage in an opportunistic
behaviour against her, that is, to have an open commitment. This type of trust can be
labelled goodwill trust.

Hofstede (1996b) connects the level of trust in a society with two dimensions - In-
dividualism and Power Distance. In a collectivist society people trust each other un-
conditionally within collectivities, whereas in an individualist society people do not trust
each other unconditionally. On the other hand, in a small-PD society people basically
trust each other, whereas in a large-PD society people mistrust each other since they fear
that the trust will be abused in pursuit of power over other agents. Hofstede does not
distinguish between types of trust.  It is not clear whether the trust the level of which
is related to Power Distance is the same than the trust the level of which is related to
Individualism.

We propose the following interpretation. The trust the level of which is related to
Power Distance is a trust to another agent, first, to adhere to agreements, and second,
not to abuse relationships, as long as these relationships are advantageous, possibly in the
long term, for this agent. This notion incorporates contractual trust and also conditional
goodwill trust. A goodwill trust can thus develop and be sustained in a small-PD society
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in a particular cooperative relationship, as long as all parties perceive this to be in their

(long-term) interests. At the same time, it is extremely difficult to sustain this kind of

trust in a large-PD society. The trust the level of which is related to Individualism is

an unconditional goodwill trust.  In an individualist society of any kind goodwill trust

does not exist as a norm of a relationship and should be build anew in each particular
case. In other words, agents are in principle rather opportunistic, though they may be
able to suppress opportunism in cases when short-term gains are outweighed by long-

term losses. Williamson (1989) suggest a similar interpretation for individualist societies.

In a collectivist society, on the other hand, within a collectivity informal norms reduce

opportunism to very low levels, and goodwill trust exist as a norm.

Attitudes of investors
Attitudes towards uncertainty. The relevant dimension here is, of course, Uncertainty

Avoidance. In a high-UA society, investors will be more averse towards the uncertainty
about the estimates of the expected returns.

Attitudes of governors of firms
Relative importance of independence. There is a direct empirical evidence that inde-

pendence is more important as a 'life goal', relatively to other possible 'life goals', for
managers in relatively masculine societies than for managers in relatively feminine soci-

eties. In addition, attitudes identified by Hofstede as held by people in large- and small-PD

societies, and described in Section 2.3, suggest that in a large-PD society governors will
value independence higher than governors in a small-PD society.

Relative importance of security. For governors in a high-UA society security and the

reduction of the volatility of the firm's earnings  will be more important,  rel     - veto other

objectives, than in a low-UA society.
Propensity of owners to cash in.  In a large-PD society an owner is likely to obtain

a greater utility from being a boss of the firm, both because of a higher status attached

to powerful people in such a society and because of a higher psychological satisfaction.

Such a satisfaction also may be obtained from being a part of a family which has powerful
members and from seeing own children as powerful. The owner may thus prefer to retain

the controlling stake of the firm as long as possible, and when retiring to retain it within
the family rather than to cash in (Landes (1954) suggest that this has been the main

reason why in France a much lesser fraction of initial owners concede a controlling stake

in  a  firm  than in Britain).
Propensity to enter into implicit contracts with employees. Governors in a high-UA

society may be more reluctant than governors in a low-UA society to fire employees
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during a recession since they are more worried about whether they would be able to find
suitable workers when upturn arrives. Governors in a feminine society may value social
relationships and for this reason be more reluctant to fire workers than governors in a
masculine society. The incentives connected with Femininity appear to be weaker than
those connected with Uncertainty Avoidance.

Attitudes of employees
Propensity to enter into implicit contracts with governors. A very important concern

for most people in a high-UA society is their material security at present and in future.
In fact, as we have seen in Section 2.3, achievement is typically defined in terms of
security This material security is provided by a security of the job. Many people in
a low-UA society, on the other hand, will not care about future material security to
quite the same extent. Furthermore, a change of a job implies a change of the work
environment, considerable changes in the social environment, and often a change in the
content of the activities the person devotes half of her waking time to. There is a lot
of uncertainty beforehand about whether these changes will be for better or for worse.
We can expect that most people in a high-UA society will be, compared to people in a
low-UA society, more reluctant to take actions connected with such degree of uncertainty
in so important an area of life. Thus employees will be more prepared to accept implicit
contracts which increase the prospects of employment stability.  At the same time, people
in a feminine society value more the work atmosphere and social relationships and may
be more reluctant to leave the established social network for a job with a higher income,
than people in a masculine society. This factor, however, does not appear to be as strong
as those connected with the degree of Uncertainty Avoidance.

The argument of this subsection is summarized in Table 5.4.

5.3.3 Societal norms, mental models and characteristics of sys-
tems of industrial finance

In this subsection we consider whether the observed interconnections of cultural charac-
teristics and characteristics of systems of industrial finance can be explained on the basis
of the argument of the previous two subsections.

We shall proceed in the following way We shall theoretically investigate whether some
combinations of cultural characteristics are more conductive to the appearance of partic-
ular characteristics of the system of industrial finance than other combinations of cultural
characteristics. This analysis is based on the directions of the influence of the cultural
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Table 5.4: Societal norms and mental programmes

Uncertainty Power Masculinity

Avoidance Distance

Political agents:
Higher relative importance of stability
Deliberate coordination undesirable                -                            +
Concentration of economic power                       -
undesirable

Investors and governors of firms
Higher level of general trust                                               -

Investors

Higher relative importance of uncertainty

Governors of jirms
Higher relative importance of autonomy                                               +

Higher relative importance of security               +
Higher propensity of owners to cash-in                                -
Higher propensity to enter into                                                    -

implicit contracts with employees

Employees

Higher propensity to enter into                    +                          -
implicit contracts with employers
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characteristics on the elements of mental models identified in Subsection 5.3.2 and sum-
marized in Table 5.4, and the directions of the influence of elements of mental models on
characteristics of systems of industrial finance, identified in Subsection 5.3.1 and summa-
rized in Table 5.3. We cannot on the basis of this analysis claim in any absolute sense

that some combinations of cultural characteristics will be conductive to the appearance
of particular characteristics of the system of industrial finance.  This may be the case for
particular constellations of non-cultural factors, but not for some other combinations.  The
evidence of Section 4.4 indicates, however, that the combination of non-cultural factors

existing at present in developed Western societies are such that particular combinations
of cultural characteristics are conductive to the appearance of particular characteristics of
the system of industrial finance.  We then compare the conclusions of this analysis with the

empirically observed differences of the characteristics of the systems of industrial finance.
If the 'predictions' are correct in most cases, we can conclude that we have at our disposal
a theoretical framework which is able to explain how particular cultural characteristics of
societies induce differences in the character of their systems of industrial finance.

Of course, these framework is likely to be overdetermined. Which of the channels
of influence of culture are indeed important can be established only on the basis of an
empirical investigations of these mechanisms. However, in this case the only correct
theoretical procedure is to start with overdetermined rather than underdetermined theory.
Each cultural characteristic is connected with a variety of beliefs and attitudes.  It is
incorrect to single out one of them, test for its effect empirically, and in case of the
positive result claim that this is the mechanism through which culture influences economic

organization. (Of course, it is even more erroneous not to establish the connection of this
factor with culture altogether and claim that it is independent factors influencing economic
organization.) A correct procedure will thus be to start with a (possibly) overdetermined
framework and test empirically which of its components are indeed important.

We now describe the procedure in more detail. We continue to work with 'ideal types'
of societies, but now we consider combinations of 'ideal types' on all three dimensions
we use (e.g. 'a small-PD high-UA masculine society'). Since we take three dimensions
into account, eight combinations of 'ideal types' are possible. However, as we have seen
in Section 2.3, all relatively feminine countries in our sample have quite small Power
Distance and quite low Uncertainty Avoidance. In addition, all countries with a relatively
large Power Distance have quite high Uncertainty Avoidance. Thus, in the analysis of
developed Western countries we can restrict our attention to four combinations of ideal
types': (1) small-PD low-UA masculine, (2) small-PD low-UA feminine, (3) small-PD
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high-UA masculine, (4) large-PD high-UA masculine. We note that combinations (1)
and (2), (1) and (3), (3) and (4) differ only on one dimension. All 'ideal types' are
individualist, the analysis below is not applicable to collectivist societies without very

significant correctives.

We consider one of the dimension on which the systems of industrial finance in Western

countries differ at a time: the extent of development of close firm-bank relationships, the
extent of development of dispersed ownership, and extent of development of the market for
corporate control. We compare the three pairs of combinations of 'ideal types' mentioned

above, which are similar on all cultural dimensions except one.  We thus compare two 'ideal

types' on the dimension which is not fixed, given the position on other dimensions. We

analyze whether one of the 'ideal types' is more conductive to the development of the given
characteristic of the system of industrial finance than the other. For example, we may find
that in masculine small-PD societies, higher Uncertainty Avoidance is more conductive
to the development of close firm-bank relations. If cultural factors indeed exercise an

important influence of the characteristics of the system of industrial finance, and if we have
identified major channels of such influence, the empirical differences should correspond to
theoretical ones. For the example above, this would imply that in societies which have

relatively low scores on Power Distance and relatively high scores on Masculinity, close

firm-bank relationships should be more developed in societies which have higher scores

on Uncertainty Avoidance.

We then compare the conclusions of this analysis with the empirically observed differ-
ences of the characteristics systems of industrial finance. The interpretation of this test
would be the following.  If the theoretical 'predictions' are incorrect in most cases, either
mechanisms other than those we have identified are important, or the empirically rela-
tionship of cultural characteristics and characteristics of the system of industrial finance
is in fact a coincidence.  If the 'predictions' are correct in most cases, we can conclude that
we have at our disposal a theoretical framework which is able to explain how particular
cultural characteristics of societies induce differences in the character of their systems
of industrial finance.  Even if the 'predictions' are correct in most cases, they may be
incorrect in some of them.  If the empirical pattern in such a case runs counter to the
'prediction', some mechanisms which we have not identified are likely to be more im-
portant than those which we have discerned.  If we 'predict' differences but they do not
exist in practice, this would imply that the corresponding mechanisms are not important

empirically, or at least less important than mechanisms related to the cultural dimensions
on which the countries are similar.
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Although we compare combinations of'ideal types' which differ on only one dimension

(e.g.  a 'high-UA masculine small-PD society' and a 'low-UA masculine small-PD society'),
this is not the same as comparing two 'ideal types' (e.g. a 'high-UA society' and a 'low-

UA society').  In many cases the effect of differences on one dimension will depend on
countries' positions on the others, and thus these positions are important for the analysis.

For instance, the attitude of political agents towards deliberate coordination will depend
both on the level of Uncertainty Avoidance and on the level of Masculinity. We cannot
argue that in a high-UA political agents will allow or facilitate deliberate coordination
to a greater extent than a low-UA society, without the knowledge of their positions on

Masculinity. It may well be that a feminine low-UA society more deliberate coordination
will be allowed than in a masculine high-UA society Thus, the analysis purely in terms
of 'ideal types' is not an appropriate methodology in this case.

Character of firm-bank relationships

We compare first masculine small-PD societies which differ in the degree of Uncer-

tainty Avoidance. Since both societies have a small Power Distance, the agents in both
societies are likely to be able to recognize the long-term advantages of abstaining from
opportunism, where they exist, and thus close relationships of firms and investors are in
principle possible.

In a high-UA masculine small-PD society high Uncertainty Avoidance leads to a
stronger relative importance of uncertainty reduction as an objective of governors of
firms. Close relationships reduce their uncertainty more than arm's-length relationships,
and governors will thus be prepared to give up more, in terms of monetary return, infor-
mation and control, in the even of close relationships than in the event of arm's-length
relationships. Investors, on the one hand, also put a larger emphasis on reduction in
uncertainty, and will want to insure themselves to a greater extent against uncertainties.

They will thus require more collateral and a higher rate of return, or more information and
control, at a given level of uncertainty, than investors in a low-UA society. In addition,
disclosure requirements may be less strict in a high-UA society, and taxation of security
issues and transfers may be higher. Arm's-length financing will thus be more expensive in
a high-UA society. Thus, for many projects for which arm's-length finance will be feasible
in a low-UA society it will not be in a high-UA society.

A distrust of economic concentration in a low-UA society may also induce the regula-
tory provisions which prohibit long-term relationships of banks and firms or make them
very costly.
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Thus, we would expect that in societies which are relatively masculine and have a

relatively small Power Distance, close firm-bank relationships will be more important in
societies which exhibit a higher Uncertainty Avoidance. As we have observed in Section

4.4, this is indeed the case.
We consider now societies which have small Power Distance and low Uncertainty

Avoidance, but differ in the level of Masculinity.  In a feminine society governors of
firms are less reluctant to give up independence than governors in a masculine society. In

addition, regulatory environment is less likely to promote competition quite to the same
extent, and thus may be less hostile to banking concentration. Thus, close firm-bank

relationships are somewhat more likely in a feminine than in a masculine society. We
have observed in Section 4.4 that in most societies that have small Power Distance and
low Uncertainty Avoidance close bank-firm relationships do not play an important role.
The exception is Sweden, which has a relatively low level of Masculinity. Thus, to some
extent the above conclusion correspond to the empirical pattern. The differences in the

degree of their development in feminine small-PD low-UA societies must be explained by
the influence of non-cultural factors.

Finally, we compare masculine societies with high Uncertainty Avoidance, which differ
in the level of Power Distance. In a large-PD society agents are more reluctant than in
a small-PD society to give up independence. They also expect more opportunism from
others and thus will be more reluctant to enter long-term relationships; trust is difficult to
establish. Thus, close relationships between a firm and a financial institution are less likely
than in a small-PD society (unless the firm and the financial institution are ultimately
controlled by the same agents). In Section 4.4 we have observed that in societies with

high scores on Uncertainty Avoidance and Masculinity, close firm-bank relationships are
important in societies with small Power Distance and not important in societies with large
Power Distance.

Degree of ownership concentration. Degree of development of the market
for corporate control

We compare first masculine small-PD societies which differ in the degree of Uncer-

tainty Avoidance. In a low-UA society, because of lower uncertainty aversion, investors
will require a lower uncertainty premium than in a low-UA society. The regulatory envi-
ronment of the financial system in a low-UA society is likely to be market-oriented and
promote free competition to a greater extent than in its counterpart, where the environ-
ment will be oriented rather at the reduction of uncertainty. Free competition implies, in
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particular, that different types of investors should not liave an 'unfair' advantage. Thus,
disclosure requirements, insider trading provisions and other measures of minority in-
vestor protection are likely to be stronger in a low-UA society. On the other hand, in
a high-UA society the government (ultiniately) attempting to reduce uncertainty in the
economy may choose not to facilitate the development of capital markets, because they
can control the volume and allocations of investments more easily if they predominantly
flow through the banking system, or because they wish to reduce the speculative financial
activity which decreases the degree of stability of the economy, or because they consider
the market for corporate control as too destabilizing and thus wish to hinder its devel-

opment. This further reduces the uncertainty premium in a low-UA society compared to
a high-UA society.. Furthermore, in a high-UA society the government is likely to play
a bigger role in provision of public pensions in a low-UA society. Pension funds are thus
likely to be less developed, which decreases the number of potential investors in equity,
and thus decreases the price for which the firm can sell it. At the sarne time, a lower level
of minority shareholder protection in a high-UA society would imply that the advantages
of concentrated ownership for investors are larger in this society, and they will be prepared
to pay a higher price for shares of a firm with such ownership than investors in a low-UA
society.

Overall, in a high-UA society in case of dispersed ownership firms are likely to be
able to sell shares at a lower price than in a low-UA society, and in case of concentrated
ownership - at a higher price than in a low-UA society. However, because of higher
uncertainty aversion, both prices are likely to be higher in a high-UA society. This implies,
in particular, that in a high-UA society initial owners get a worse deal when they want to
cash in on their investment. In addition, they may well get a better deal if they establish
a concentrated ownership structure than if they sell all equity to small shareholders.  In a
low-UA society, the reverse is more likely to be the case.

Thus, we would expect the level of ownership concentration to be higher in high-UA
masculine small-PD societies than in low-UA masculine small-PD societies. As we have
seen in Section 4.4, this is indeed the case (for large enough countries).

This implies that more firms have a large shareholder and thus are less prone to hostile
takeovers. In addition, in a high-UA society security is more important for managers.

Furthermore, managers and workers in low-UA societies would be more inclined to enter
implicit contracts. Thus, managers will be more inclined to establish a pattern of stable

shareholdings. Since, as we have seen, a dispersed arm's-length ownership pattern has
less advantages in a high-UA society, renouncing this pattern will be less costly for firms.
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Furthermore, more lax disclosure requirements imply that less information about potential
targets is available.  Thus, we would expect a market for corporate control to be less

developed in high-UA ma.sculine small-PD societies than in low-UA masculine small-PD

societies. As we have seen in Section 4.4, this is indeed the case.

We consider now societies which have small Power Distance and low Uncertainty
Avoidance, but differ in the level of Masculinity.  In a feminine society the regulatory
environment is less likely to promote market and competition quite to the same extent

as in a masculine low-UA small-PD society. Disclosure requirements may thus be less
strict. Governors and employees would be more likely to enter implicit contracts than
in a masculine low-UA small-PD society.  Thus, the level of activity of the market for

corporate control is likely to be lower in feminine small-PD low-UA societies than in
feminine small-PD low-UA societies. This is indeed the case empirically.

To the extent managers choose a concentrated ownership structure, rather than a

pattern of dispersed stable shareholdings, to protect them from hostile takeovers, a level

of ownership concentration in a feminine society may be lower than in a masculine society.

Thus, we it is possible that ownership to be somewhat more concentrated in feminine

small-PD low-UA societies than in masculine low-UA small-PD societies, but the level of

concentration may also be similar. As we have seen, empirical evidence, while not quite

conclusive, indicates that the latter is the case in countries of a similar size.

We compare now masculine high-UA societies which differ on Power Distance. In a
large-PD society small investors will trust governors less and expect more opportunism

from them than in a small-PD society. Thus, small investors will be even more reluctant
to invest in industrial securities and will require even higher premium than in a small-

PD counterpart. Legal provisions protecting investors may to some extent remedy the

problems caused by insufficient trust. However, we have seen that such provisions are
likely not be too strict in a high-UA society. Furthermore, owners in a large-PD society

are likely to be more reluctant to cash in because of a higher status and higher satisfaction
being the boss of the firm brings to them (and their children).  Thus, we would expect

ownership to be more concentrated in large-PD masculine high-UA societies than in their
small-PD counterparts.  To the extent this has a bearing on the level of development of
the market for corporate control, we may expect it to be less active in large-PD masculine

high-UA societies than in small-PD masculine high-UA societies. Empirically ownership
in societies of both types is highly concentrated, and the market for corporate control
is not very active. Apparently, factors related to high Uncertainty Avoidance are strong
enough to induce a high level of concentration so that factors related to Power Distance do
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not add much. Another possibility is that the latter factors are not important. This issue

may be resolved only by the analysis of societies which have a relatively low Uncertainty
Avoidance but a relatively high Power Distance12.

We can conclude the empirically observed pattern of differences in the characteristics
of the systems of industrial finance can be explained by our theoretical framework.  It is,
of course, likely that not all of the mechanisms we have identified operate in any given
country or at any given time.  It is quite possible that some of them do not play any role
at all. This is an empirical question which we address in the next section.

5.4 Empirical evidence

5.4.1 Hypotheses
The theoretical argument of the previous section allows to formulate several testable hy-
potheses about the mechanisms of the influence of cultural characteristics on the features
of the systems of industrial finance.

The first two hypotheses pertain to the degree of development of the stock market.  In
the previous section we have suggested several reasons why stock markets may be more
developed in societies with lower Uncertainty Avoidance. In more uncertainty avoiding
societies investors on average will ask a higher uncertainty premium, which reduces the
attractiveness of going public.  To the extent the firms in such societies maintains close

relationship with its stakeholders, the latter have less necessity to obtain an additional
information about the firm from its share prices, which further reduces the benefits of
issuing shares. The governments (ultimately) attempting to reduce uncertainty in the
economy may choose not to facilitate the development of capital markets, because they
can control the volume and allocations of investments more easily if capital predomi-

nantly flows through the banking system, or because they wish to reduce the speculative
financial activity which decreases the degree of stability of the economy, or because they
consider the market for corporate control as too destabilizing and thus wish to hinder its
development. Finally, a the governments in higher-UA societies may play a larger role

12 Few societies  have this combination of cultural characteristics. Only three countries (India, Malaysia
and Phillipines) are clearly of this type. Some African countries have a large Power Distance and a medium
level of Uncertainty Avoidance. It should be note that all these countries are much more collectivist than
the countries we study in this thesis. As we discuss in Section 5.5, for collectivist countries the analysis
of this section is not straightforwardly applicable.
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in provision of public pensions. This may hinder the development of institutional equity
investors.

In Section 4.4 we have seen that there are theoretical reasons to expect an influence

of the size of the economy on the degree of development of the stock market. However,
the previous research has found no empirical relationship between that the size of the
economy and the degree of stock market development (e.g. La Porta e.a., 1997). Given

the above discussion, we may conjecture that such a relationship may exist but it is weaker

in countries with higher Uncertainty Avoidance. This may occur for two reasons. First,
high Uncertainty Avoidance may seriously impede the development of stock markets, but
this does not imply that low Uncertainty Avoidance facilitates such a development. In

fact, any degree of uncertainty aversion obstructs  such a development somewhat,   and
factors facilitating it are completely different. When Uncertainty Avoidance is high, its
impeding influence may be stronger than influence of any other factor, so stock markets
are not very developed regardless of these other factors. When Uncertainty Avoidance

is low, its impeding influence is smaller, and the level of development of stock markets
would be largely determined by other factors.  A size of the economy may be one such
factor. Second, as we observed in Section 4.4, the degree of ownership concentration is
related to size of the economy in low-UA countries. but no such relationship exists in
high-UA countries.  To the extent, the level of ownership concentration in large firills iIl
the country may influences the degree of stock market development, the pattern of the
former will be reflected in the pattern of the latter.

An alternative formulation will be that in smaller countries stock markets would be
less developed because of the country's size. and the differences in Uncertainty Avoidance
will not matter too much, while in larger countries, where the size does not constrain the

development of stock markets, UA score would matter. While this argument is largely
the same as the previous one, it is not identical since it identifies the size of the country
and not Uncertainty Avoidance as a primary influencing factor. homa theoretical point
of view there are less grounds for this formulation than for the previous one: a large size
of the country should in principle facilitate the development of stock markets since there
are more agents who may trade and markets thus may be more efEcient. Nevertheless,
the extent to which this indeed occurs is an empirical question. It is not always possible

to decide on the basis of statistical results which of the two arguments is more likely to
hold, but in a large set of cases such a judgement can be made.

As indicators of the degree of stock market development we Ilse the value of market

capitalization relative to GDP and the number of listed firms per 1 million population.
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We suggest the following hypotheses.

Hypothesis Hla. Stock market capitalization relative to GDP is negatively
related to the level of Uncertainty Avoidance.

Hypothesis  Hl b. Stock market capitalization  relative   to   GDP  is  positively
related  to the country's  size,  but  this  relationship is weaker in  countries  with
higher Uncertainty Avoidance.

Hypothesis Hlc. Stock market capitalization relative to GDP is negatively
related to the level of Uncertainty Avoidance, but this relationship is weaker
in smaller countries.

Hypothesis H2a. The number of domestic listed jirms per 1 million popu-
lation is negatively related to the level of Uncertainty Avoidance.

Hypothesis H2b. The number of domestic listed firms per 1 million popu-
lation  is positively related to  the  country's  size,  but this relationship is weaker
in countries with higher Uncertainty Auoidance.

Hypothesis H2c. The number of domestic listed jirms per 1 million pop-
ulation £8 negatively related to the level of Uncertainty Avoidance, but this
relationship is weaker in smaller countries.

It is may be comjectured that in societies with higher Uncertainty Avoidance people
will keep a larger part of savings in safer forms, such as bank deposits and government
bonds. This bears on the organization of the financial system by influencing relative costs
of direct and intermediated (particularly bank) finance.

The statistical data on the allocation of households' investment are not routinely
published in most of the countries.  The only indicator for which the information for a
large enough number of countries exists is the assets held in a form of bank deposits as a
share of all financial assets of the households.  We thus formulate the following hypothesis.

Hypothesis 3. The ratio offinancial assets held in the form of bank deposits
to total financial assets of households is  positively related to the level of

Uncertainty Avoidance.

In Section 4.2 we have seen that there is a relationship between the quality of legal
protection of minority shareholders and the degree of stock market development.  It may be
suggested that this is one of the mediating factors between the cultural characteristics and
the level of stock market development. The quality of minority shareholder protection
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is one of the regulatory instruments through which the government may influence the

degree of development of stock markets.  Thus, the government wishing to slow down
the development of the stock market may choose to protect minority shareholders less.
As we have seen in the discussion of the first two hypotheses, this may be the case in
the countries with high Uncertainty Avoidance.  As a measure of the level of legislative

protection of minority shareholders we use the 'anti-director rights' index constructed by
La Porta e.a. (1997) and discussed in Section 4.2. We formulate the following hypothesis.

Hypothesis  4.    The  strength  of legislative  protection  of minority sharehold-
ers,  measured  by  the   'anti-director  rights'  index,    is  negatively  related  to  the
level of Uncertainty Avoidance.

In Section 4.2 we have seen that there is a correlation with the average workers'
tenure with one company and both the degree of ownership concentration and the degree
of development of the market for corporate control.  We have suggested that longer tenure

of employees has some benefits and costs both for employers and for employees.  Both
employers and employees in different countries may evaluate these benefits and costs
differently. This may induce a different propensity to enter implicit contracts which
ensure a longer tenure.  As we have seen, several authors argue that for a system of implicit
contracts to be sustained, the firm should not be in a danger of a hostile takeover.  Thus,
the governors who value the benefits of implicit contracts highly may be less inclined
to resort to a dispersed ownership structure. This may explain the correlations noted
above. In subsection 5.3.2 we have suggested that both employees and managers may
have a higher propensity to enter implicit contracts in high-UA societies and in feminine
societies.

If differences on both dimensions influence propensities to enter implicit contracts and
thus job tenure, would differences on Femininity, say, afTect them with the same force in

high- and low-UA societies?  This may be the case. However, it is more likely that the effect
in high-UA societies will be smaller.  The two groups of values, as we have conjectured,
influence these propensities through the same mechanism - reluctance to change jobs.
Suppose someone is reluctant to change a job because, among other things, colleagues may

not  be  as  nice  as  on a current job (influence  of UA). Her reluctance may further increase
because she particularly values social relationships at work (influence of Femininity), but
probably not to the same extent than when the latter factor is the only reason to be
reluctant to change jobs. Thus, it is plausible that the effect of Femininity on job tenure
decreases with increase in Uncertainty Avoidance. Similarly, we may hypothesize that
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the effect of Uncertainty Avoidance on job tenure decreases with increase in Femitlinity.
The differences in employee tenure is, of course, an imperfect proxy for differences in

the use of implicit contracts. The former differences may be also caused by other factors.
Probably the most important of these is the difference in the difficulty for the employer of
a dismissal of an employee. How difficult it is to fire employees is largely determined by the
degree of their legislative protection from dismissals. We may conjecture that if the level
of legislative protection differs, these differences would also be connected with cultural
differences. In high-UA societies trade unions are likely to consider ensuring employee
protection as their major goals, and may be successful in achieving regulatory environment
which makes employee dismissal difficult. On the other hand, equality considerations,
which are important in feminine societies, illay result in viewing employees as being iii a
disadvantaged position relative to employers and thus needing better protection.

We see that both the average tenure and the degree of legislative protection of em-
ployees are likely to be influenced by the same cultural characteristics and in the same
direction. Thus, we may expect that job tenure may be higher in high-UA and in femi-
nine societies both because people make decisions to change jobs less easily, and because

legislative protection is higher. While from a broad perspective a confirmation of this
hypothesis would be an interesting result, it makes our immediate task - analysis of the
systems of industrial finance - more difficult.

The results of the investigation will thus be more persuasive if we could isolate the
impact of the level of legislative protection on workers' tenure.  This is not an easy task.
The available measure of the degree of legislative protection of employees is rather crude:
it is an ordering of countries by the degree of such protection. There is no reason to assume
that the difference in the level of protection between two pairs of adjacent countries, say
between first and second and between ninth and tenth, are the same. Thus, it would be
inappropriate to isolate the contribution of this variable to differences in employee tenure
in any direct way. Somewhat more satisfactory procedure is to control for differences
in the degree of legislative protection in a regression of tenure on the scores on cultural
dimensions.

Given all this, we shall adopt the following approach. We shall conduct regressions
on average workers' tenure with one firm both with and without a control for the level of
employee protection from dismissal. In both cases we have imperfect proxies for propen-
sities to enter implicit contracts. However, if we find that both of them are related with
cultural characteristics in the same way, we will have a rather strong case for arguing that
propensities to enter implicit contracts are influenced by cultural characteristics.
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We thus formulate the following hypotheses.

Hypothesis HSa.   The length of an average worker tenure with one jirm
is positively related to the level of Uncertainty Avoidance.

Hypothesis HSb. The length of an average worker tenure with one jirm
is negatively related to the level Of Mascutinity.

Hypothesis H5c. The length of an average worker tenure with one jirm
is negatively related to the level of Mascutinity; howeuer, this efect weakens
with increase in the teuel of Uncertainty Avoidance.

Hypothesis HSd.   The length of an average worker tenure with one jirm
is positively related to the level of Uncertainty Avoidance; however, this efTect
weakens with increase in the level of Femininity.

Hypothesis H6a. The length of an averoge worker tenure with one jirm  is
positively related to the level of Uncertainty Avoidance, even after the control
for the degree of legislative protection of employees.

IIypothesis H6b. The length of an average worker tenure with one jirm
is negatively related to the level of Masculinity, even after the control for the
degree of legislative protection of employees.

Hypothesis HGc.   The length of an average worker tenure with one jirm
is negatively related to the level of Mascutinity; however, this efect weakens
with increase in the level of Uncertainty Avoidance. This elTect exists even

after the controt for the degree Of legislative protection of employees.
Hypothesis HGd. The length of an averoge worker tenure with one jirm

is positively related to the level of Uncertainty Avoidance; however, this efect

weakens with increase in the level of Femininity.  This efect exists even after
the control for the degree of legislatiue protection of employees.

In Section 4.4 we have seen that the degree of stock market development is negatively
related to the level of state participation in provision of pensions. Roell (1996), who has
discovered this relationship, suggests that a high level of state participation hinders the

development of pension funds which are among the most important institutional investors.
A different explanation is possible, however. The relationship of the degree of stock market

development and the level of state participation in public pensions' provision may emerge
in part because both are influenced by the same cultural characteristic, namely the degree

of Uncertainty Avoidance. Provision of pensions by the state is by far the most secure

source of provisions of pensions. Unless a clear superiority of a different system can
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be shown this may be a crucial factor for people in uncertainty avoiding societies. This
explanation and that given by Roell are not alternative but complementary. To the extent
the effect suggested by Roell exists, it may be a mediating mechanism between cultural
characteristics and the degree of stock market development. The discussion of Hypotheses
1-2 suggests, however, that it may be not the only mediating mechanism.

Uncertainty Avoidance is not the only characteristic which may influence the degree of
state participation in the pension system. Feminine societies may favour a comprehensive
system of pension provision by the state because it increases the equality.  At the same
time, people in masculine low-UA societies are likely to be averse to any state intervention
and thus reject a significant role of the state in the activity that arguably can be performed

by private institutions.
We can expect that the effects of the two cultural characteristics will be interrelated.

If a very high-UA society has an extensive role of the state in pensions' provision because
of its degree of Uncertainty Avoidance, the fact that it is also feminine is unlikely to
add much. Similarly, if a very feminine society has an extensive role of the state in
pensions' provision because of its degree of Uncertainty Avoidance, the fact that it also
has high Uncertainty Avoidance may not significantly increase the level of the public
pension provision.  Thus, we would expect that the relationship of the degree of state

participation in pension provision with the level of Uncertainty Avoidance will weaken

with an increase in the level of Femininity, and visa Dersa.

As an indicator of the state's role in pension provision, we use the ratio of the publicly
provided pensions to the national income. We suggest the following hypotheses.

Hypothesis H7a. The ratio of publicly provided pensions to the national
income  is positively related to the level of Uncertainty Avoidance.

Hupothesis  H75. The ratio of publicly provided pensions to the national
income   is negatively related to the level of Masculinity.

Hypothesis H7c. The ratio of publicly provided pensions to the national
income is negatively related to the level of Masculinity; however, this elTect

weakens with an increase in the level Of Uncertainty Avoidance.
Hypothesis H7d. The Totio of publicly provided pensions to the national

income is higher in countries with higher Uncertainty Avoidance; however,
this efect weakens with a decrease in the level of Mascutinity.

We summarize the hypotheses we suggest in Table 5.5. Table 5.6 summarizes the hy-
pothesized mechanisms of influence of cultural characteristics on characteristics of systems
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Table 5.5: Summary of the hypotheses

Measurable Independent

Variable proxy variablesi Hypothesis

Level of Stock market UA                 la

development capitalization Interaction lb, 1c
of stock relative to GDP UA, GNP
markets Number of listed UA                  2a

firms per 1 million Interaction 2b, 2c

population UA, GNP
Propensity Ratio of households' UA      3
of households bank deposits to
to keep savings total financial assets

in safe forms of households

Legislative pro- 'Anti-director UA      4
tection of mino- rights' index

rity shareholders
Propensity of Average UA                 5a

employers and employee's tenure FEM               5b
employees to with one firm Interaction 5c,   5d

enter implicit UA, MAS
contracts Average employee's UA                 6a

tenure with one firm, MAS               6b
with control for the Interaction 6c,  6d
level of legislative UA, MAS

protection of
ernployees

Degree of partici- Ratio of publicly UA                 7a
pation of the state provided pensions to MAS               7b
in provision the national income Interaction 7c,  7d

of pensions UA, MAS

1 UA - the country's score on Uncertainty Avoidance
MAS - the country's score on Masculinity
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Table 5.6: Mechanisms of influence of cultural characteristics on the systems of industrial
finance: hypotheses

Influenced

Influencing First mediating Second mediating characteristics
cultural mechanism mechanism of the system of

characteristics industrial financel

Unceratinty Level of development - Owner control
Avoidance of stock market Market for corporate

control

Uncertainty Level of protection of Level of development Owner contro12

Avoidance small shareholders of stock market Market for corporate
contro12

Uncertainty Propensity of employers - Owner control
Avoidance, and employees to enter Market for corporate
Masculinity impicit contracts control

Uncertainty Participation of state Level of development Owner contro13

Avoidance, in provision of pensions of stock market Market for corporate
Masculinity controla

1 The names of characteristics of systems of industrial finance denote the degree of im-

portance of corresponding characteristics. Thus, 'owner control' means 'the importance
of owner control'.
2 This effect is both direct and mediated by influence of on the degree of development of
stock market.
3 This effect is mediated by influence on the degree of development of stock market.



154 5. Cultural characteristics and systems of industrial finance

of industrial finance. As we mentioned during the discussion of hypotheses, the interrela-

tionships of the variables in columns 2-4 have already been empirically established.  Thus,
to establish empirically that variables indicated in column 2 are mediating mechanisms of

influence of cultural characteristics on characteristics of the systems of industrial finance,
it remains to establish their interconnection with cultural characteristics.. The hypotheses

put forward in this subsection aim at reaching this goal.

5.4.2 Some methodological and technical issues

In this subsection we discuss some methodological and technical issues which pertain to
the testing of the hypotheses we have suggested.

In testing the hypotheses we rely to a large extent on the usual instrument of ordinary

least squares estimations. We thus estimate the model Y = BX, where Y is the vector of
observations of the dependent variable, and X is a matrix of observations of dependent
variables. We denote the number of observations by n and the number of independent

variables by p.
It is well-known that the OLS estimations are sensitive to outlying observations. Re-

gression coefficients may be excessively influenced by one or two observations and not
reflect the overall trend in the majority of observations. This sensitivity is an especially

important concern when samples are small. An observation is likely to exercise an exces-

sive influence on the regression coefficients if it has a combination of values of dependent
variables substantially different  from  the  rest  (that  is,  has  a high leverage),     and  it  has
a large influence on the fit of the regression (that is, its deletion leads to substantial
changes in fitted values and in regression coeflicients). When these two Conditions hold
simultaneously we cannot presume without further investigation that the results of the
0LS estimation correctly reflect the overall trend in the sample.

The matrix H = X (XT X -1 XT is called a hat matrix. The extent of isolation of an
observation i in the space of independent variables is commonly measured by the value

of the diagonal element hi, of the hat matrix. This measure is called a leverage value. It
can take the values from 0 to 1 with the median p/n Generally, those observations whose

leverage value exceeds 2p/n are considered to have a high leverage.

How much an observation i influences the fit of the regression is measured by the
scaled change  in fit, D#its,:
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Dffits,20'-91  =e. 1_51
SCi) v/hi, V 1 - 4„'

where 9, is the fitted value of the ith observation obtained in the regression with all obser-
vations included, 9,(,) is the fitted value of the ith observation obtained in the regression

in which the ith observation is not taken into account, sC,) is the standard error of the re-
gression with the ith observation not taken into account,  and e;  is the studentized residual
of the ith observation obtained in the regression with all observations included. The first
part of the formula indicates that Dfits, is the weighted difference between the predic-
tions that result from the full data and from the reduced data (with the ith observation

deleted). Points  with  I Dllitsl larger  than

2 
are usually classified as influential points (e.g. Draper and Smith, 1998).

When influential observations are present several estimation strategies can be em-
ployed (e.g. Kennedy, 1996). The simplest ones are to drop the influential observations
from the sample or to introduce dummy variables for these observations. However. unless
there is a clear reason why the observations should be excluded, these strategies cannot
be considered satisfactory.

Other type of strategies involves a reestimation of the model using some robust es-
timator. Robust estimators downweigh the influence of some observations in obtaining
parameter estimates. Most robust estimators are aimed at obtaining efficient estimates
when there are some violation of the assumption that residuals are normally distributed,
observations with high leverage affect these estimators in the same way as they affect the

OLS. Welsch (1980) has suggested a bounded influence estimator (BIE), which is specif-
ically aimed at reducing the bearing of influential observations on parameter estimates.

This estimator is the weighted least squares estimator with the weights based on Dffits
calculated through OLS regression. The weight for an observation i is equal to one if
Dilits, 1   5  0.34  and is equal  to  0.34/ID#its, I  if  IDBits, 1  >  0.34. The cutoff 0.34  is  used

because it provides approximately 95 percent asymptotic efficiency. We shall use this
estimator in cases when influential observations exist.

The observed interconnection between the dependent and independent variables would

not necessarily be linear for the whole set of countries.  As we mentioned in the discussion
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of some of the hypotheses in the previous subsection, the independent variables may
interact in their influence on the dependent variable. The method of testing this type of

hypotheses depends on the postulated character of interaction.

If the effect of one independent variable is expected to change gradually with a change
in another independent variable, the appropriate method of testing is the estimation of the
model with an interaction term. The interaction term is the product of the two variables

involved. The model thus has the form y - Biozl + 820Z2 + 012zlz2 + E.  This implies that
the true coefficient of Il obtained from the model is Bi = Bio + 012I2. The significance

of the effect of zi cannot in this case be evaluated by the t-statistic of the coefficient

Blo, since a part of this effect is reflected by the coefficient of the interactive term. The
hypotliesis which is tested iIi this case is: 'Both Bio and 812 do not significantly differ
from zero'. The appropriate statistic is thus the F-statistic for this joint hypothesis. The
same, of course.  is  true  for  T2·

It may be that the effect of one independent variable is expected to change radically
at some level of another independent variable. For example, when a country's size is
below some level, it may impose very significant constraints on the development of certain
features of governance systems, so that other factors do not influence the degree of this
development anymore. Similarly. when Uncertainty Avoidance score reaches a certain

level, the constraints imposed by associated values and norms may be such that the
development of a certain characteristic would be weak (or strong) regardless of the other
factors. In addition, this also may imply that a further increase in UA score itself would
not add much additional constraints.  If such a relationship is expected, a subsample

analysis may be a more appropriate instrument than the introduction of an interactive
term. This raises the issue of division of observations into subsamples. While some idea of
the appropriate division may be obtained from a plot of the independent variable against

the corresponding dependent variable, a more objective and precise instrument is a Chow
breakpoint test, which tests the hypothesis that coeflicients in the regression are the same

when it is run on different subsamples of observations.  It is logical to divide the sample

into subsamples at a point for which the probability for this hypothesis to hold is the
lowest (and, of course, if it is lower than some critical level, say 5 or 10 percent).

In  none of the cases where we hypothesize an interactive relationship (hypotheses  1,  2,

5,6,7) do we have firm theoretical grounds to suggest a precise character of interaction.
For this reason, in all cases we use both procedures for testing for the presence of an

interaction effect.

Finally, the nature of the interaction between Uncertainty Avoidance and size which we
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hypothesized in Hypotheses Hlb-c and H2b-c, and the nature of the interaction between

Uncertainty Avoidance and Masculinity which we hypothesized in Hypotheses H5c-d,
H6c-d and H7c-d, requires us to invert one of these variables, so that the direction of
their effect on the dependent variable has the same sign. In regressions with the size and
the UA score we ilse 100 minus the UA score as an explanatory variable, which we call
the reverse UA score. Iii regressions with the UA score and the Masculinity score, we
reverse the latter and use as an explanatory variable 100 minus the Masculinity score,
which we call a Femininity score. These transformations do not influence the magnitude
of the coefficients of the transformed variables and their levels of significance (though the
transformations obviously change the sign of the coefficients). The transformations affect
the intercept, but this coefficient for well-known reasons tells us little of substantial value.

In all tables we report t-statistics of the coefficients in parentheses and denote the level

of significance in a customary zvay, with one asteric denoting 10 percent level of signifi-
cance, two asterics - 5 percent level, and three asterics - 1 percent level of significance.

5.4.3   Testing of hypotheses
We now test the hypotheses formulated in Subsection 5.4.1.

Hypothesis Hla. Stock market capitalization relative to GDP is negatively
related to the level Of Uncertainty Avoidance.

Hypothesis Hlb. Stock market capitalization relative to GDP is positively
related  to  the  country's  size,   but this relationship is weaker in countries with
higher Uncertainty Avoidance.

Hypothesis  Hl c. Stock market capitalization  relative  to   GDP  is  negatively
related to the level of Uncertainty Avoidance, but this relationship is weaker
in smaller countries.

We use the data on stock market capitalization relative to GDP in 1997, presented in
Table A.1 in the Appendix. The first model includes the UA score as the only explanatory
variable. The results of the regression are reported in Column 1 of Table 5.7.  The
coefficient of the UA score has a predicted negative sign and is significant; however,
the variance explained is rather small. In addition, a significant heteroskedasticity is
present (F-statistic for White heteroskedasticity test is 7.70, with associated probability
of 0.005),  so the t-statistics cannot be considered as reliable indicators  of the significance
of the coefficients. The t-statistic for the coefficient of the UA score computed from
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Table 5.7: Uncertainty Avoidance, size and relative stock market capitalization: results

of regressions on the whole sample

Model 1 Model 2 Model 3
OLS BIE

Intercept 1.164***
1.283

*** 0.536 2.474

(4.04) (4.55) (1.11) (1.67)

UA score -0.009* -0.011- -0.011**

(-1.88) (-2.42) (-2.29)
Log GNP 0.121 -0.370

(1.59) (-1.57)
Reverse -0.050-
UA score (1.77)
Rev. UA score x -0.010**

x Log GNP (-2.18)
Adjusted R, .13 .22 .21 .36

the White heteroskedasticity consistent standard errors has a value of -1.74 (associated

probability 0.102), and the t-statistic computed from the Newey-West standard errors -
the value of -1.92 (associated probability 0.07). The former method thus suggests that
the coefficient is on the border of significance, while the latter method suggests that the
coefficient is significant at 10 percent level. The cutoff point for the leverage value in this
regression is 0.11  and the cutoff for  I Dfitsl  is 0.49. Both cutoffs are exceeded by Denmark

(leverage value  is  0.16 and D#its is -1.04). Thus, we use the bounded influence estimation
method to reduce the influence of these observations.  As can be seen in column 2 of
the table, the values of coefficients are largely similar to those in unadjusted regression.

Heteroskedasticity is not present in this case. Overall, there is some confirmation of

Hypothesis Hla, but it cannot be confirmed unambiguously.
The second column shows the results of the regression that also includes the logarithm

of GNP as an explanatory variable. Its coefrcient is not significant. Thus, the size of the

economy does not influence the value of capitalization over the whole sample.
The plot of the relative market capitalization against the UA score (Figure 5.1) indi-

cates that the relative capitalization varies significantly in countries with relatively low

Uncertainty Avoidance, without an apparent relationship to UA level. On the other hand,
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Figure 5.1:

in countries with higher Uncertainty Avoidance the relative capitalization is consistently
low.  A significant heteroskedasticity in Model 1 and a low share of variance explained
by it are thus unsurprising. We also note that in countries with a relatively high Uncer-
tainty Avoidance relative capitalization is not just low, but lower than in practically all
countries with lower Uncertainty Avoidance. Thus, in all countries with the UA score of
65 or higher the dependent variable is lower than 0.23, and in all countries with scores 59
or higher - lower than 0.25.  At the same time, in all countries with a lower UA score
the values of the dependent variable are higher than 0.21, and in all but two it is higher

than 0.25. Thus, the relative stock market capitalization appears to be related to the
degree of UncertaiIity Avoidance in a 'threshold' way. When Uncertainty Avoidance is
higher than a certain level, market capitalization is low. When Uncertainty Avoidance
is lower than this level, other factors determine the size of capitalization; however, it is
practically always higher than in the countries with the UA score above the threshold.
This formulation, of course, should not be taken too literally: it does not imply that
transformation occurs at some precise UA score.

In view of the discussion in the previous subsection, we test the Hypotheses lb and
1c in two ways - through running a regression which includes an interaction term and
through a division of the sample into subsamples according to the UA score and testing
the effect of the economy's size within each of them.

The results of the regression with the reverse UA score, the log GNP and the interac-
tion term are represented in column 3 of Table 5.7.  We see that the interaction term is
significant and has an expected negative sign. The F-statistic for a joint hypotheses that
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Table 5.8: Uncertainty Avoidance, size and relative stock market capitalization: results

of regressions on the whole sample with groups according to Uncertainty Avoidance

Intercept 0.268"

(2.16)
Dummy high UA 0.322**

(2.56)

Dummy low UA -0.298

(-0.73)
Log GNPx Dummy 0.101 ***

0.195**

low UA (3.89) (2.79)

Adjusted R2 .45 .48

the coefficients of the reverse UA score and the interaction term are both equal to zero is

5.59 (the probability that the hypothesis is correct is 0.016). The F-statistic for a joint
hypotheses that the coefficients of the logarithm of GNP and the interaction term are
both equal to zero is 3.93 (the probability that the hypothesis is correct is 0.04). Thus,
in both cases we can reject these hypotheses.

We now investigate whether a possibility that the character of the effect the economy
size has on the relative capitalization differs significantly in countries with low and high
Uncertainty Avoidance. The Chow breakpoint test on the equation with the logarithm of
GNP as the only explanatory variable indicates that the character of the relation radically
differs between the subsample of the countries with the UA scores lower or equal to 58
and the subsample of the countries with the scores higher than that. The character of the
relation also radically differs between the subsamples of the countries with the UA scores

lower or equal to 59 and the scores higher than 59.  In both cases, the probability that the
relationship is the same in the two subsamples is approximately 0.006 (the probabilities
differ only  by 2 · 10-5)13. Figure 5.1 also suggests that either  58 or 59 would  be a logical

threshold for the low-UA group. We have chosen the latter option, largely in order to
increase the number of observations in the low-UA group where we expect the relationship
with size to exist 14.

13The probabilities are significantly higher, but remain below 0.1, for other possible divisions into
subsamples, as long as a cutoff point is between 50 and 65.

14The qualitative conclusions do not change when we use 58 cutoff point.
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Table 5.9: Uncertainty Avoidance, economy size and relative stock market capitalization:
results of regressions on the sample of low-UA countries

OLS BIE

Intercept -0.298 -0.306

(-0.61) (-0.63)
Log GNP 0.195-- 0.197"

(2.34) (2.36)
Adjusted R2 .29 .36

Column 1 of Table 5.8 reports the results of the regression (on the whole sample)

which includes the log GNP in the low-UA countries as an explanatory variable. We
see that the coefficient is significant. The coefficient of intercept is significant as well,
and very close to the median relative capitalization for countries in high-UA group. This
suggests that it may be appropriate to include different intercepts for the two groups.
This would imply that we suggest a constant level of capitalization in high-UA group
and a linear dependency on GNP in low-UA group. Column 2 reports the results of such
a regression15. We see that the intercept for the high-UA group is practically the same
as the intercept for the whole sample in the previous model, while the intercept for the
low-UA sample is not significantly different from zero. The coefficient of the log GNP is
almost twice as large as in the previous model. The model produces a better fit than the
previous one. In both cases, experiments with possible variables involving GNP values in

high-UA countries and/or the UA score (the score itself, the score for low-UA countries
only, the interactive term for low-UA countries only) as additional explanatory factors
show that none of them has significant coefficients, and their inclusion lowers the variance

explained. Therefore, Uncertainty Avoidance does not affects the relative capitalization
within the two groups of countries (after a control for the size in the low-UA countries).

The results of the regressions on the low-UA sample separately are reported in Table
5.9. The first column shows the result of the OLS estimation. The coefficient of the log
GNP is significant. The cutoff point for the leverage value in this regression is 0.12 and
the cutoff for ID,Oitsl is 0.5. Both cutoffs are exceeded for Sweden (leverage value is 0.13

15 The coefficients of the intercept for the low-UA countries and the log GNP for low-UA countries in
this regression are, of course, the same as if we conducted the estimation on the low-UA sample separately.
The formulation we consider allows in addition to estimate the overall fit of the model.
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and D its is -1.16). Thus, we use the bounded estimation method to reduce the influence
of these observations. The results are shown in column 2. The values of coefficients and
levels of significance are largely similar to those in unadjusted regression. Experiments
with other variables do not improve the model. Overall, it appears that Uncertainty
Avoidance influences market capitalization in a threshold way. Hypothesis Hlb is thus
confirmed.

We turn now to testing the possibility of a substantial change in the character of
relationship between the level of Uncertainty Avoidance and the capitalization at a certain
size of the economy. There are few aprion criteria to classify economies by size16. Figure
5.2, which plots the dependent variable against log GNP, indicates that the relationship
of these variables has a rather different character for countries smaller than Sweden (the
first observation with a large capitalization) and for Sweden and larger countries. The
Chow breakpoint test on the equation including the UA score as an explanatory variable
shows that the values of the coefficients certainly differ for the subsample of countries
smaller than Sweden (with Belgium as the largest country) and the subsample of Sweden
and larger countries (F-statistic is 34.36, with associated probability 4 · 10-6). The values
also significantly differ if Belgium is transferred to the subsample of 'large' countries

(F-statistic is 24.54, with associated probability 3 · 10-5). There are no other possible

breakpoints.  We thus divide countries into two groups according to the size of the economy
- small (Austria, Denmark, Finland, Ireland, New Zealand and Norway) and large (other
countries, with Belgium as the smallest)17

Column 1 of Table 5.10 presents the results of the regression including the intercepts
for two groups of countries and the UA score for the 'large' countries as the explanatory
variables18. The UA score is highly significant, and the variance explained is very large.
There are no problems with influential observations. Adding other variables to the equa-

tion (the UA score for the small countries or various variables associated with GNP) does
not produce improvements in fit. The test for the sample of 'large' countries separately,
the results of which are represented in Table 5.11, also brings highly significant coefficients

le, For example,  if we consider only five largest countries,  with  yeraly GNP higher  than a trillion dollars,
- the USA, Germany, France, Great Britain and Italy, - the correlation of capitalization with UA scores
is obvious (correlation coefficient  is -0.91).

17When Belgium is placed in the first group, the results of the regressions remain similar; however,
problems with normality of the distribution of the error term emerge.

18 It   would be incorrect to assume a single intercept   in   this case since the effect  of  UA is negative.
The intercept would thus have to reflect both the high starting point for large countries and the low
capitalization in small countries.
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and a very high 1?2.

Table 5.10: Uncertainty Avoidance, size and relative stock market capitalization: results
of the regression on the whole sample with groups according to size of the economy

Dummy large 1.883-/

(8.75)

Dummy small 0.357***

(3.73)
UAxDummy large -0.018***

(-5.30)
Adjusted 122 0.70

We conclude that Hypotheses Hlb and Hle are confirmed.

Hypothesis H2a. The n mber of domestic listed firms per 1 million popu-
lation is  negatively related to the level of Uncertainty Avoidance.

Hvpothesis H2b. The number of domestic listed jirms per 1 million popu-
lation  is positively  related  to the country's  size,  but  this  relationship is weaker
in countries with higher Uncertainty Avoidance.

Hypothesis H2c. The number of domestic listed jirms per 1 million pop-
ulation is negatively related  to the level of Uncertainty Avoidance, but this
relationship is weaker in smaller countries.
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Table 5.11: Uncertainty Avoidance, size and relative stock market capitalization: results
of the regression on the sample of large countries

Intercept 1.883
***

(8.06)
UA score -0.018***

(-4.87)
Adjusted R2 0.67

To test the hypothesis we use the data on the number of domestic listed companies

per million of population in 1997, reported in Table A.1. The results of the regression
giving the best fit of the data are shown in column 1 of Table 5.12.  The UA score
coefficient has a predicted sign and significant. The cutoff point for the leverage value in
this regression is 0.25 and the cutoff for I Dilitsl is 0.76. While no country exceeds both
of them, the USA significantly exceeds the first (leverage value is 0.52) and has Dfits
significantly higher than other countries, namely -0.54). This warrants an additional
check by a bounded influence estimator. As can be seen from column 2, the results are
similar to an unweighted estimation. Hypothesis H2a is thus conlirmed.

We test hypotheses H2b and H2c in two ways. First, we conduct a regression with
an interaction term. The results, shown in column 3, suggest that the coefficient of the
UA score does not change with the change in size of the economy.  The true coefficient
of the UA score remains significant (F-statistic is 5.88 with probability value 0.01) while
the true coefiicient  of the  GNP  is not significant (F-statistic is  1.16 with probability value

0.34). Hypotheses H2b and H2c are thus not confirmed.

Second, we check if the character of the effect the economy size has on the relative
capitalization differs significantly in countries with low and high Uncertainty Avoidance.
The Chow breakpoint test on the equation with log GNP as the only explanatory variable
indicates that the character of the relationship is different for countries with the UA scores
lower or equal to 58 and the countries with the UA score higher than that (the probability
that the values  of the coefficients  are  the  same  in both cases is approximately  0.03).   We
have performed regressions on different equations which include various combinations of
the UA and the Femininity scores either for the whole sample and the two subsamples, and
in some cases dummies for the subsamples. Table 5.13 reports the result of the regression
which gives the best fit. We see that the coefficients for log GNP is not significant for
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Table 5.12: Uncertainty Avoidance, size and number of domestic listed firms per 1 million
population: results of regressions

Model 1 Model 2
OLS BIE

Intercept 53.418*** 60.727
-I

84.105

(3.91) (7.66) (1.52)

UA score -0.492***
-0.605

***

(-3.02) (-4.77)
Reverse -1.101
UA score (-1.04)
Log GNP -12.954

(-1.47)
Rev. UA scorex -0.263

xLogGNP (-1.53)
Adjusted R2 .34 .56 .36

either of the groups.
Similarly we can inquire more closely into a character of change in the effect of Un-

certainty Avoidance with a change in the economy size. This time the Chow test does
not suggest a significant difference in the value of coefficients between any two possible

subsamples.

Figure 5.3 presents a plot of the dependent variable against UA score.  As in the
previous case, we see that in high-UA countries the number of listed firms is small, while
it varies in countries with lower Uncertainty Avoidance. Thus, as in the previous case,
a threshold effect is likely to exist. However, the linear dependency of the dependent
variable and UA score is stronger here than in the previous case.

Hypothesis 3.   The ratio offinancial assets held in the form of bank deposits
to total financial assets Of households is  positively related to the level of

Uncertainty Auoidance.

As a dependent variable we use the share of debt claims in total financial assets of
households in nine countries in 1993, calculated from the data reported by Kneeshaw

(1995) and based on the responses of national banks on the questionnaire of the Bank of
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Table 5.13: Uncertainty Avoidance, size and number of domestic listed firms per 1 million
population: results of regressions on the whole sample with groups according to Uncer-

tainty Avoidance

Intercept 35.331

Log  GNP x Dummy        0.115

high UA (0.04)
Log GNPxDummy    -2.866
low UA (-1.08)
Adjusted R2 .27
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Table 5.14: Share of debt claims in total of financial assets of households,  1993

Australia 0.37 Germany 0.66 Spain 0.64
Canada 0.37 Great Britain 0.23 Sweden  0.50
France 0.46 Italy 0.63 USA 0.27

So'urce: Calculated from the data in Kneeshaw (1995).

Table 5.15: Uncertainty Avoidance and the share of debt claims in total of financial assets

of households: regression result

Intercept 0.235

(1.83)
UA score 0.004-

(1.91)
Adjusted R2 .25

International Settlements. The dependent variable is reported in Table 5.14. The results
of the regression on the UA score are reported in Table 5.15.  We see that the UA score
coefficient is significant and has a predicted sign. There are no problems with influential
observations. Hypothesis H3 is thus confirmed.

Hypothesis  4.    The  strength  of legislative protection of minority sharehold-
ers,  measured  by  the 'anti-director rights' index,    is  negatively  related  to  the
level of Uncertainty Avoidance.

To test the hypothesis we use the index of 'anti-director rights' devised by La Porta
e.a. and explained in Section 4.2. This index is reported in Table A.1. The results of the
regression are shown in Table 5.16. The coefficient of the UA score is significant and has
a predicted sign. The cutoff point for the leverage value in this regression is 0.11 and the
cutoff for 'Dilitsl is 0.49. Both cutoffs are exceeded by Denmark (leverage value is 0.16

and Dllits is 0.80). Thus, we use the bounded influence estimation method to reduce the
influence of these observations. As can be seen in column 2 of the table, the value of the
coefficient of the UA score is largely similar to that in unadjusted regression. Hypothesis
H4 is therefore confirmed.
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Table 5.16: Uncertainty Avoidance and legislative protection of shareholders: result of

the regression

OLS BIE

Intercept 4.887*** 1.177*

(5.88) (2.05)

UA score -0.043***
-0.033

***

(-3.11) (3.55)
Adjusted R2 .34 .41

Hypothesis H5a. The length of an average worker tenure with one firm
is positiuell/ related to the level of Uncertainty Avoidance.

Hypothesis HSb. The length Of an average worker tenure with one jirm
ia negatively related to the level of Mascutinity.

Hypothesis HSc.  The length of an average worker tenure with one jirm
is negatively related to the level of Masculinity; however, this e#ect weakens
with increase in the level of Uncertainty Avoidance.

Hypothesis HSd. The length of an average worker tenure with one jirm
is positively related to the level of Uncertainty Avoidance; howeuer, this efect
weakens with increase in the teuel of Femininity.

We use the data on the average tenure at one job of workers in developed countries in

1996 reported in Table A.2.
We test Hypotheses 5a and 5b by running a regression on the model which includes

the UA and Femininity scores as explanatory variables. The results are represented in

Column   1 of Table  5.17.    We  see  that the coefficient  of  the UA score is significant  and
has a predicted sign, while the coefficient of the Femininity score is insignificant. Column
2 shows the results of the regression on the UA score alone.  We see that its coefficient

remains significant. The cutoff point for the leverage value in this regression is 0.13 and

the cutoff for IDOitsl is 0.52. While no country exceeds both cutoffs, Sweden and Spain

exceed the cutoff for ID#itsl (the values are 1.14 for Sweden and -0.60 for Spain) and are

very close to exceeding the cutoff for the leverage value (the leverage values are 0.12 for

both countries). The bounded influence estimation brings the results very similar to those

obtained through OLS (these results are reported in column 3). Hypothesis H5a is thus



5.4. Empirical evidence 169

Table 5.17: Culture and average tenure at one job: results of regressions

Model 1 Model 2 Model 3
OLS BIE OLS BIE

1 2 3 4 5
Intercept 5.745

***
6.917

-*
6.398

-*
1.630 1.203

(4.20) (7.38) (8.22) (0.67) (0.55)

UA score 0.045*- 0.040*- 0.048-* 0.127** 0.134**I

(2.82) (2.57) (3.76) (2.86) (3.49)
FEM score 0.017 0.088- 0.091"

(1.17) (2.28) (2.36)
UAxFEM -0.151' -0.156"

(-1.96) (-2.19)
Adjusted 122 .29 .27 .47 .42 .48

confirmed, while Hypothesis H5b is not confirmed.
We test Hypotheses H5c and H5d through the two procedures described in the previ-

ous subsection. First, we perform the regression on the equation including the UA and
Femininity scores and their product as explanatory variables. Since we expect Femininity
and Uncertainty Avoidance to 'cancel' each others' effects, we expect the coefficient of
the interactive term to have a negative sign.

The results of the regression are shown in column 4.  We see that the coefficient of the
interactive term has a predicted negative sign and is significant. The F-statistic for a joint
hypotheses that the coefficients of the UA score and the interaction term are both equal
to zero is 6.76 (the probability that the hypothesis is correct is 0.01). The F-statistic for a
joint hypotheses that the coefficients of the Femininity score and the interaction term are
both equal to zero is 2.74 (the probability that the hypothesis is correct is 0.10). Thus,
we can reject both these hypotheses.

The cutoff point for the leverage value in this regression is 0.38 and the cutoff for
Dilitsl is 0.96. Both cutoffs are exceeded by Denmark (leverage value is 0.57 and ROits

is -1.15). The bounded influence estimation brings the results (reported in column 5)
very similar to those obtained in OLS regression. The F-statistic for a joint hypotheses
that the coefficients of the UA score and the interaction term are both equal to zero is
7.03 (the probability that the hypothesis is correct is 0.01). The F-statistic for a joint
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hypotheses that the coefficients of the Femininity score and the interaction term are both

equal to zero is 3.19 (the probability that the hypothesis is correct is 0.08). Thus, we can

reject both these hypotheses.
The model suggests that the coefficient of the UA score has a form 0.13-0.15F, where

F is the Femininity score. Thus, in a very masculine society (with the Masculinity score

of 100) an increase in UA score by 1 point leads to an increase in average job tenure by

0.12 years, or approximately a month and a half. This effect is lessened in more feminine

countries.    When a Femininity score reaches  84   (that is, Masculinity score  is   16),   the

positive effect of Uncertainty Avoidance on tenure disappears.
A similar argument can be build for the role of Femininity. The model suggests that

the coefficient of the UA score has a form 0.09 - 0.15 UA. Thus, in a country with the
UA score equal to zero, an increase in Femininity score by 1 point leads to an increase in

average job tenure by 0.09 years, or slightly more than a month. This effect is lessened

in countries with higher UA. When the UA score reaches 60, the increase in Femininity
does not lead to further increase in tenure.

We now explore the possibility that there is a substantial change in the character of
the relationship of the level of Uncertainty Avoidance and the average length of tenure

at some level of Femininity. The Chow test on the equation with the UA score as the

independent variable suggests that the character of relationship differs substantially for
the countries with the UA scores lower than 53 and the countries with the UA score

higher than 58 (there are no countries in between, the probability that the values of

the coeflicients are the same in both cases is approximately 0.003). We have performed

regressions on different equations which include various combinations of the UA and the

Femininity scores either for the whole sample and the two subsamples, and in some cases

dummies for subsamples. Table 5.19 reports the result of the regression which gives the
best   fit.     We  see   that   the   coeflicients   for   Femininity   is   not   significant for either   of  the

groups.  Thus, the influence of Femininity can be identified only in a formulation where

this influence linearly decreases with the UA score.

Similarly we can inquire more closely into a character of change in the effect of Uncer-

tainty Avoidance with a change in Femininity.  This time the Chow test (on the equation of
Model 2 in Table 5.17) does not suggest a significant difference in the value of coefficients

between any two possible subsamples.

We conclude that Hypotheses HSa, H5c and H5d are confirmed while Hypothesis H5b
is not confirmed by the evidence. In other words, the two dimensions interact in their
effect on average tenure at one job. However, the effect of Uncertainty Avoidance can
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Table 5.18: Culture and average tenure at one job: results of regressions

Dummy large UA 10.297***

(8.61)
Dummy small UA 6.497***

(5.43)
FEM x Dummy large UA -0.002

(-0.09)
FEM x Dummy small UA 0.033

(1.47)
Adjusted R2 .47

be discerned even in feminine countries, while identification of the effect of Femininity
requires a control for the effect of Uncertainty Avoidance.

Hypothesis H6a. The tength of an average worker tenure with one jirm  is
positively related to the level of Uncertainty Avoidance, even after the controt
for the degree Of legislative protection Of employees.

Hypothesis HGb. The length of an average worker tenure with one jirm
is negatively related to the level of Masculinity, even after the control for the
degree of legislative protection of employees.

Hypothesis H6c.   The length of an average worker tenure with one jirm
is negatively related to the level of Mascutinity; however, this elTect weakens
with increase in the level of Uncertainty Avoidance.  This efect exists even
after the control for the degree of legislative protection of employees.

Hypothesis H6d. The length of an average worker tenure with one jirrn
is positively related to the level of Uncertainty Avoidance; however, this efrect
weakens with increase in the level of Femininity.  This efect exists even after
the control for the degree of legislative protection of employees.

To measure the degree of legislative protection of employees from dismissal we use
the index of such protection provided by OECD (1995a) for 16 European countries and

reported in Table 5.19. This index represents a simple ordering of countries, with countries
with stronger protection having higher values of the index.  Two of these countries -
Greece and Portugal - are not in our sample. Unfortunately, we have no data for
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Table 5.19: Ranking of countries by the strength of employee legislative protection against
dismissals

Switzerland 1 Netherlands 7     Greece       12
Great Britain 2 Norway 8 Austria 13
Ireland 3 Finland 9.5 Italy  14
Denmark 4 Germany 9.5 Spain  15
Belgium 5 Sweden 11 Portugal 16
France             6

SOUTC€: OECD (1995a).

average employee tenure for Norway. Thus the sample on which the hypotheses are tested
includes 13 countries. We correspondingly reduce by one the values of the index for the
countries with legislative protection stronger than that in Norway, and by one more -
the values for the countries with legislative protection stronger than that in Greece.

To test Hypotheses 6a and 6b we perform a regression on the model with the level of
protection, the UA score and the Femininity score as explanatory variables. Column 1 of
Table 5.20 represents the results.  We see that none of the coefficients are significant.  The
regression on the model which includes only the protection index and the Femininity score

also produces insignificant coefficients (not reported here). Column 2 shows the result  of
the regression on the protection index and the UA score. The coefficient of the UA score

becomes significant, and the variance explained greatly increases compared to that in the
regression on Model 1. The cutoff point for the leverage value in this regression is 0.308
and the cutoff for ID#itsl is 0.78. Belgium exceeds both cutoffs (leverage value is 0.313

and IDBitsl is 0.89) Sweden, with leverage value of 0.306 and D,Oits of 1.54, exceeds the
second cutoff and is very close to the first.  Thus, we use the bounded influence estimation
method to reduce the influence of these observations.  As can be seen in column 3 of
the table, the values of coefficients are largely similar to those in unadjusted regression.

Hypothesis H6a is thus confirmed, while Hypothesis H6b is not confirmed.

We now investigate Hypotheses H6c and H6d. First we test them by running the
regression with the interactive term.  As we see in column 4 of the table, the coefficient
of the interactive term is insignificant. The F-statistic for a joint hypotheses that the
coefficients of the UA score and the interaction term are both equal to zero is 2.64 (the
probability that the hypothesis is correct is 0.13). The F-statistic for a joint hypotheses
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Table 5.20: Culture, legislative protection, and average tenure at one job: results of
regressions

Model 1 Model 2 Model 3
OLS OLS BIE OLS BIE

1 2 3 4 5
Intercept 7.215

***
7.441

-*
6.778

-*
4.140 4.232-

(5.68) (9.04) (11.73) (1.65) (2.54)

Protection 0.089 0.095 0.103 0.036 0.047
index (0.99) (1.17) (1.65) (0.39) (0.95)
UA score 0.027 0.026' 0.036-* 0.091- 0.080--

(1.73) (1.89) (3.41) (1.90) (2.57)

FEM score 0.003 0.057 0.044

(0.24) (1.41) (1.39)
UAxFEM -0.001 -0.001

(-1.40) (-1.20)
Adjusted R2 .27 .34 .66 .34 .99

that the coefficients of the Femininity score and the interaction term are both equal to
zero is 1.01 (the probability that the hypothesis is correct is 0.41).  Thus, we cannot reject
either of these hypotheses.

The cutoff value of the leverage value in this regression is 0.62 and the cutoff value

of IDilitsl is 1.11.  Both cutoffs are exceeded by Denmark (the leverage value of 0.65
and Dilits of - 1.19). The results of the bounded influence estimation are similar to the
results of the OLS regression. The F-statistic for a joint hypotheses that the coefficients
of the UA score and the interaction term are both equal to zero is 15.5 (the probability
that the hypothesis is correct is 0.002). The F-statistic for a joint hypotheses that the
coefficients  of the Femininity score  and the interaction  term  are both equal to  zero  is  1.04
(the probability that the hypothesis is correct is 0.39). Thus, we cannot reject either of
these hypotheses.

We now explore the possibility that the character of the effect of one cultural charac-
teristics may differ depending on the other cultural characteristics. The Chow breakpoint
test on the equation which includes the Uncertainty Avoidance score and the index of
legislative protection as independent variables indicates that the character of the rela-
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tionships is different for countries with Uncertainty Avoidance lower or equal to 70 and
for countries with scores higher than this (the probability that the values of the coeffi-

cients  are the same  in both cases is approximately  0.02).  We have performed regressions

on different equations which include Femininity scores for the two subsamples and various

combinations of the UA score either for the whole sample and the two subsamples, and in
some cases dummies for subsamples. Coefficients for Femininity never become significant
for either of the groups.

Looking at the data in Table 5.19 directly, we see that three relatively high-UA coun-
tries - Belgium, France and Switzerland - have lower employee protection than their
UA score would suggest. Switzerland in fact has the weakest protection of all countries.

It is interesting that, as can be seen from Table A.2, all three countries nevertheless have

the average job tenure higher than practically all countries with a stronger employee pro.

tection than theirs but with a lower level of Uncertainty Avoidance (with the exception

of Sweden).
Notably, in none of the regressions the coefficient of the level of employee protection is

Significant (although if we regress tenure on the index of protection alone, the coefficient is
significant  at 10 percent level).  Thus, the workers' tenure appears  to be connected  much

more to the level of Uncertainty Avoidance than to the difficulty of employee dismissal

due to legislative factors. At the same time, the level of Masculinity appears to influence

the workers' tenure primarily through legislative measures.

Thus, Hypothesis H6a is confirmed while Hypotheses H6b, H6c and H6d are not
confirmed. This is not really surprising since, as we have seen in Section 5.4.1, theoretical
reasons to expect influence of Masculinity on tenure are much weaker than in the case of
Uncertainty Avoidanceig

Hvpothesis H7a.  The mtio of publicly provided pensions to the national
income is positively related to the level of Uncertainty Avoidance.

Hypothesis H7b.  The mtio of publicly provided pensions to the national
income is negatively related to the level of Masculinity.

Hypothesis H7c. The ratio of publicly provided pensions to the national

19 One may wonder whether the differences  in the level  of legislative protection of employees are them-
selves related to the differences in cultural characteristics, as we suggested in subsection 5.4.1. The analy-

sis shows this to be the case. In fact, the character of the interrelationship of Uncertainty Avoidance and
Masculinity with the level of employee protection is similar the character of their interrelationships with
the employee tenure (when not controlled for the level of protection) observed when testing Hypotheses

H5a-d.
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income  is negatively related to the level of Masculinity; however, this efect
weakens with an increase in the level of Uncertainty Avoidance.

Hvpothesis H7d. The ratio of publicly provided pensions to the national
income is higher in countries with higher Uncertainty Avoidance; however,
this efect weakens with a decrease in the level of Masculinity.

The data on the public expenditure on pensions as a share of national income which
we use are for 1984 and are reported in Table A.3.

The regression on the equation which includes both the UA score and the Femininity
score produces the results reported in column 1 of Table 5.21. The coefficient of the UA
score is significant and has the expected positive sign, while the coefficient of the Femi-
ninity score is not significant. This regression has a problem with influential observations,
but the coefficients brought by the bounded influence estimator is quite similar to that
obtained in OLS regression. Column 2 shows the results of the regression on the UA score
alone. The coefficient remains significant, and the variance explained increases compared
to the previous model. The cutoff point for the leverage value in this regression is 0.11
and the cutoff for ID#itsl is 0.49. Both cutoffs are exceeded by Denmark (leverage value is
0.16 and D#its is 0.51), and Spain (leverage value is 0.13 and D#its is-0.61); Sweden, with
leverage value of 0.108 and DBits of 0.85, exceeds the second cutoff and is very close to

the first. Thus, we use the bounded influence estimation method to reduce the influence
of these observations.  As can be seen in column 3 of the table, the values of coefficients
are largely similar to those in unadjusted regression. We thus conclude that Hypothesis
7a is confirmed and Hypothesis 7b is not confirmed. At the same time, we see ainong
the three outliers two relatively feminine countries. They have much higher expenditure
on public pensions that their UA score would imply. We would expect therefore that the
level of Femininity has some influence on the dependent variable.

We test Hypotheses 7c and 7d through the regression of the dependent variable on
the UA score, the Femininity score and their product. Since we expect the effect of
Uncertainty Avoidance to weaken with increase in the Femininity score, and visa versa,
we expect the negative sign of the interactive term. The results, reported in column

4, show that the coefficient of the interactive term is significant and has a predicted

sign. The F-statistic for a joint hypotheses that the coefficients of the UA score and
the interaction term are both equal to zero is 14.4 (the probability that the hypothesis
is correct is 0.0004). The F-statistic for a joint hypotheses that the coefficients of the
Femininity score  and the interaction  term  are both equal  to  zero  is  9.1 (the probability
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Table 5.21: Culture and the share of public pensions in national income: the results of

regressions

Model 1 Model 2 Model 3
OLS OLS BIE OLS

1 2 3 4
Intercept 3.976 5.379** 4.124* -12.433-

(1.26) (2.53) (2.07) (-2.91)
UA score 0.099- 0.093- 0.109

**I 0.422
***

(2.61) (2.59) (3.25) (5.46)
FEM score 0.020 0.307***

(0.62) (6.84)

UAxFEM -0.597
***

(-4.42)
Adjusted R2 .22 .25 .36 .65

that the hypothesis is correct  is 0.002).  Thus.  we can reject both these hypotheses. There
are no problems with influential observations in this model. Thus, Hypotheses H7c and
H7d are confirmed.

The model suggests that the coefficient of the UA score has a form 0.42 - 0.6OF, where
F is Femininity score. Thus, in a very masculine society (with the Masculinity score of

100) an increase in the UA score by 1 point leads to an increase in the share of national
income devoted to public pensions by 0.42 percentage points. This effect is lessened in
more feminine countries. When the Fernininity score reaches 71 (that is, Masculinity score

is  29), the positive effect of Uncertainty Avoidance  on the dependent variable disappears.

A similar argument can be build for the role of Femininity. The model suggests that
the  coefficient  of the UA score  has  a  form  0.31  - 0.60 UA.  Thus,  in a country  with  a

very low Uncertainty Avoidance, equal to zero, an increase in the Femininity score by 1
point leads to an increase in the share of national income devoted to public pensions by

0.31 percentage points. This effect is lessened in countries with a higher UA. When the
UA score reaches 51, the increase in Femininity does not lead to further increase in the

dependent variable.
We can check whether there is a substantial change in the character of the relationship

of the dependent variable with the Uncertainty Avoidance for countries with high and low
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levels of Femininity .  The Chow test on a corresponding equation reveals that the charac-
ter of effect of the Uncertainty Avoidance score differs for countries with Femininity score
lower and higher than 47. The best-fitted equation includes, as in the two analogous cases

we encountered when testing Hypotheses Hlc and H5c-d, the two intercepts and the two
slope dummies. This regression, however, explains only 40 percent of variance, compared
with 65 percent in the regression with interactive term. A similar picture emerges when
we analyze the change in influence of Femininity with a change in Uncertainty Avoidance.
The Chow test on a corresponding equation reveals that the character of effect of the
Femininity score differ for countries with UA scores 59 and lower and 65 and higher. The
best-fitted equation again includes two intercepts and two slope dummies, and explains
43 percent of variance.  Thus, in both cases the dependency of the effect of one variable
on the value of the other is better expressed by a linear function. To economize on space

we do not report full results of these regressions.

We can conclude that Hypotheses 7a, 7c and 7d are confirmed while Hypothesis 7b is
not confirmed.

5.4.4 Conclusion

The results of testing the hypotheses are summarized in Table 5.22.  Most of the hypothe-
ses we have put forward are confirmed. We shall briefly comment on those hypotheses
which have not received a confirmation. We have found that the size of the economy in
countries with a relatively low Uncertainty Avoidance is statistically significantly related
to the size of stock market capitalization relative to GDP, but not to the number of listed
domestic firms per 1 million population. This discrepancy is likely to be explained by
cross-country differences in the size distribution of firms under the influence of factors
other than size. Analyzing the average employee tenure with one firm or to the ratio
of public pension to the national income, we have found that the effect of the degree of
Masculinity is not identifiable when considered in isolation, but can be detected when
the interaction with the level of Uncertainty Avoidance is taken into account.  This is not
really surprising: theoretical reasons to expect the influence of Masculinity are weaker
than the reasons to expect the effect of the level of Uncertainty Avoidance.  We also have
observed that the effect of the level Masculinity on the tenure cannot be identified when
the level of legislative protection of shareholders is taken into account.  Thus, it is likely
that the level of Masculinity influences the length of tenure with one firm mainly through
the level of legislative protection, and does not influence very much the propensity of
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employers and employees to enter implicit contracts.
In Sections 4.2 and 4.4 we have observed the relationship of several of these indicators

with characteristics of systems of industrial finance. There is a correlation of both the
level of ownership concentration and of the level of activity of market for corporate control
with the level of stock market development and with the length of average employee tenure

with one company. The level of market capitalization is statistically significantly related
to the level of minority shareholder protection (positively) and to the ratio of publicly
provided pensions to national income (negatively).

Thus, the we have empirically established the existence of several mediating mecha-

nisms through which cultural characteristics influence characteristics of systems of indus-
trial finance. These results are summarized in Table 5.23.

5.5    Applicability to a wider range of countries

In this section we discuss the applicability of the approach developed in the earlier sections

to a wider range of countries.
Most of the countries we have not considered in this thesis have a significantly lower

level of economic development than the countries in our sample.  It is difficult to say
in general whether the relative importance of cultural factors increases, decreases or re-

mains approximately the same with increase in the level of economic development. While

comprehensive evidence is not available, it appears that characteristics of the systems of
industrial finance in most less developed countries are rather similar, with an important
role of concentrated ownership and in particular industrial groups, distant relationships
between firms and banks which are not the members of the same industrial group, and
the absence of the market for corporate control. Several authors have suggested that this

pattern of relationships is induced by an insufFicient level of development of the finan-
cial system, and the economic system in general (Leif, 1995; Khanna and Palepu, 1997;

Shleifer and Vishny,   1997).    If  this  is  the  case,   we may expect that non-cultural factors
constrain a set of feasible patterns of organization of financial systems much more in less
developed than in more developed countries, and thus cultural differences have much less
influence on these patterns in the former group.  At the same time, all less developed
countries for which the descriptions of financial systems are available have a relatively
large Power Distance. As we have seen in Section 5.3, this cultural characteristic favours
the importance of concentrated ownership and of industrial groups, and arm's-length re-

lationships between agents not belonging to the same group. These features characterize
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Table 5.22: Summary of the results of testing the hypotheses

Dependent variable Independent variables Hypothesis
Stock market capitalization UA                        la          Some

confirmation
relative to GDP Interaction UA. GNP lb, le Confirmed

Number of listed firms UA                        2a          Confirmed
per 1 million population Interaction UA, GNP 2b, 2c Not confirmed

Ratio of assets of households UA                         3           Confirmed
held in the form of bank
deposits to total financial
assets of households

'Anti-director rights' index UA                           4            Confirmed

Average employee's tenure UA                        5a          Confirmed
with one firm MAS 5b Confirmed

Interaction UA, MAS 5c, 5d Confirmed

Average employee's tenure UA                        Ga          Confirmed
with one firm, with control for MAS                Gb Not confirmed
the level of legislative Interaction UA, MAS 6c, 6d Not confirmed
protection of employees

Ratio of publicly provided UA                        Ta          Collfirined
pensions to the national MAS               7b Not confirmed
income Interaction UA, MAS 7c: 7d Confirmed
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Table 5.23: Empirically confirmed relationships of cultural characteristics, intervening
mechanisms and characteristics of systems of industrial finance

Influencing Mediating Influenced characteristics
cultural characteristics mechanism of the system of industrial finance

Uncertainty Avoidance Level of development Owner control
of stock market Market for corporate control

Uncertainty Avoidance Level of protection of Owner controll
small shareholders Market for corporate contr012

Uncertainty Avoidance, Propensity of employers Owner control

Masculinity and employees to enter Market for corporate control

impicit contracts

Uncertainty Avoidance, Participation of state Owner controll
Masculinity in provision of pensions Market for corporate controll

1 This effect is mediated by influence on the degree of development of stock market.
2 This effect is both direct and mediated by influence of on the degree of development of
stock market.
The names of characteristics of systems of industrial finance in the last column denote
the degree of importance of corresponding characteristics. Thus, 'owner control' means

'the importance of owner control'.

systems of industrial finance in large-PD countries with high level of development. Thus,
the described pattern in many less developed countries may to a large extent be a result
of their level of Power Distance. Till the evidence on less developed countries with lower
levels of Power Distance is available it is impossible to distinguish the relative importance
of cultural and non-cultural factors.

If cultural factors do play a prominent role in the countries we have not analyzed, we
should not expect the character and resulting pattern of influence of particular cultural
characteristics be the same as in Western countries. As we have seen in Section 2.3, the
countries we have analyzed have rather similar scores on Individualism and Confucian

Dynanlism, and we thus do not take into account the effects of countries' positions on
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these dimensions.  Most of other countries, however, differ from Western countries in
this respect. On the Confucian Dynamism dimension, scores are available for a limited
number of countries. The poles of this dimension are short-term and long-term orientation.
Western countries have a relatively short-term orientation, and so do African nations for
which the data are available. Countries of South and South-East Asia, on the other hand,
have a relatively long-term orientation, as does the only Latin American country for which
the data exists - Brazil. On the Individualism dimension, the countries we considered
in this thesis differ from all other countries in the world, except Israel, South Africa and
some countries of Eastern Europe. We have noted in Section 2.3 that all countries that
we consider have the Individualism score of at least 51, and all but two countries have a
score of at least 67.  At the same time, practically all countries that are not analyzed in
this  thesis  and for which data are available, have Individualism scores lower  than 4620

The levels of Individualism and Confucian Dynamism would influence the patterns of
economic organization. While the directions of other three cultural characteristics will
probably be the same in all countries (and thus the analysis in Subsection 5.3.2 will
be  applicable to non-Western countries), the resulting vector of influences in countries
with different levels of Individualism and Confucian Dynamism are likely to differ from
those we identified for the countries in our sample (individualist countries with short-term
orientation).  Thus, the character of the system of industrial finance is likely to differ, even
if the levels of Power Distance, Uncertainty Avoidance and Masculinity are similar. While
a further analysis is necessary, it appears that for collectivist countries we may say much
less on the basis of scores on cultural dimensions alone about the character of influence
of cultural characteristics on patterns of economic organization, than we were able to say
for individualist countries in Section 5.3. In individualist countries collectivities of an·j
kind play a relatively unimportant role. In collectivist countries collectivities of some
kind play an important role. These collectivities may range from an extended family
to a nation. The Individualism score alone does not allow to infer the importance of
different types of collectivities. The extreme case, when the only collectivities playing an
important role are extended families, can by no means be excluded. Thus, in Taiwan it
seems possible to form a collectivity only from at most a few dozens employees, or from

entrepreneurs who know each other closely, while in Japan collectivities such as firms
with dozens of thousands employees, and industrial groups (where CEOs are a part of

20The exceptions are Israel (54), South Africa (65), and some Eastern European countries - the Baltic
Republics, the Czech Republic, Hungary, Poland, Russia and the Slovak Republic, which have the scores
between 45 and 60.



182 5. Cultural characteristics and systems of industrial finance

collectivity because they manage the firm which is a group member, and not because they
have established close personal ties with all other CEOs), are possible. Thus, while broad

conjectures about how Collectivism influences governance systems can be made, these

conjectures can only be much more vague than in case of individualist countries. While

it may be possible to find systematic differences in collectivist countries which correlate
with differences on cultural dimensions other than collectivism, the differences of financial

systems in Japan, South Korea and Taiwan suggest that cultural dimensions alone are
likely  to be insufficient  in this case21.

Nevertheless, we may expect that Collectivism does not radically alter every single

effect of other cultural characteristics on systems of industrial finance.  Some of the effects
we have identified in Sections 5.3 and 5.4 probably will exist in collectivist as well as
in individualist countries. In what follows we shall investigate whether this is true for
one of the effects we have observed in Western countries: the relationship of the level of
Uncertainty Avoidance and the level of market capitalization relative to GDP.

This analysis gives us an opportunity to evaluate some of the conclusions of the mOSt

advanced empirical study of the factors shaping financial systems which has been accom-
plished to date - that of La Porta e.a.  (1997). This study has been described in detail
in Section 4.2, where we also discussed its relevance for the developed Western coun-
tries.  Now we shall approach this study on its own grounds, using the same sample of 49

countries.

To recall, La Porta and colleagues investigate the influence of legal factors on three
variables which characterize the degree of stock market development, one of these vari-
ables being the external stock market capitalization relative to GDP. This measure is
constructed by multiplication of the ratio of stock market capitalization to GNP by a
rough measure of the fraction of stock markets held by outside investors, namely an av-
erage, for 10 largest firms in the country, of fractions of shareholders other than the three

largest shareholders. The 'legal' variables used by the authors are the index of 'anti-
director rights'22,  the 'one share-one vote' variable (a boolean variable indicating whether
the law requires all shares  to have equal voting power),   and  the  'rule  of law' index  esti-

21 The latter two countries  have very similar scores  on all dimensions. Japan is somewhat  more  indi-
vidualist and more masculine.

22This index reflects whether shareholders are allowed to cast a vote by mail, whether shareholders have
to deposit their shares for several days before and after the general meeting, whether cumulative voting
for directors allowed, whether there are legal mechanisms which can be used by minority shareholders

against a perceived oppression by directors, and what is the minimum percentage of share capital that
entities a shareholder to call an extraordinary shareholders' meeting.



5.5.  Applicability to a wider range of countries 183

mating efficiency of the judicial system, the extent of corruption, risk of expropriation by
the government, and likelihood of contract repudiation by the government. In addition.
to make stronger the case for legal rules as an explanatory factor the authors consider the
origin of these rules, distinguishing countries with law of English, French, German and
Scandinavian origin and introducing dummies for the three last groups of countries in
some of the regressioiis. The authors find that the  one share-one vote' variable and the
'rule of law' variable do not correlate with legal origins. The 'anti-director rights' index,
on the other hand, has significantly higher average value for the English law group than
for the other three groups, while averages of these three groups do not differ significantly
from each other.

La Porta and colleagues estimate five models with external market capitalizatiori as an
independent variable. All models include two control variables (historical GDP growth
and log GNP) and the 'rule of law' variable.  The five models include the following
additional variables:

1) 'anti-director rights' index;
2) 'one share-one vote' variable:
3) dummies for legal origins;
4) 'anti-director rights' index and dummies for legal origins,
5) 'one share-one vote' variable and dummies for legal origins.
The authors find that the 'rule of law' variable is significant in all regressions except

that on Model 3; 'one share-one vote' variable is significant in both regressions where
it is included; both 'anti-director rights' index and legal dummies are very significant
when only one of them is included in the equation (Models 1 and 3 correspondingly),
but significance of the index and all dummies greatly decreases when they are brought
together in the same equation (although they remain significant at 10 percent level: Model
4).  Thus, the estimates suggest that shareholder rights variables account for some of the
difference in the degree of stock market development,  but some other effects of legal origins
are also important.

It can be argued that the law of the countries which devise their legal system by
themselves is shaped to a large extent by their cultures.  If the law is borrowed, the
countries are likely to adopt a legal system which reflects their cultures to a greater
extent. The legal provisions thus may be one of the mechanisms through which culture
influences economic organization. It is unlikely to be the only mechanism, however. If
this thesis is correct, we may expect that cultural values explain some of the variance
in the relevant variables characterizing economic organization which is not explained by
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'legal' variables. In particular, on the basis of the analysis in the previous two sections

we may expect differences in Uncertainty Avoidance contribute to the differences in the

degree of stock market development.

Table 5.24 reports the scores on three cultural dimensions of the countries in the sample
of La Porta e.a., grouped by legal origins as classified by these authors. We can see that
countries of different legal origins as a rule have similar positions (and distinct positions
from the countries of other groups) on at least some of the dimensions. The Scandinavian
law countries are clearly distinguished from the other groups by very low Masculinity
scores; the only country in the other groups that is similar to the Scandinavian countries
in this respect is the Netherlands. All German and French law countries have higher

Uncertainty Avoidance scores than all countries of English law except Israel, Pakistan
and Thailand; alternatively, all German and French law countries except Indonesia, Peru
and Philippines have higher Uncertainty Avoidance than all countries of English law.
From 378 pairwise comparisons of the countries of English law with those of German and

French law, in 342 cases (more than 90 percent) the Uncertainty Avoidance score in a

country of the English law is lower. Finally, the countries of the German and French

law are distinguishable by their positions on Power Distance dimension: in all French law
countries except four Power Distance is larger than in German law countries (from 126
pairwise comparisons of the countries of German and French law in 114 cases, or more
than 90 percent, Power Distance in a country of the French law is larger). We may thus
conjecture that cultural differences rather than differences in legal origins contribute to
the differences among the degree of stock market development. The legal origin variables

used by La Porta and colleagues thus serve as proxies for cultural characteristics.

Moreover, other 'legal' variables may be such proxies as well, or at least reflect mech-
anisms mediating the influence of cultural characteristics. In particular, as we have seen
in the previous section, in the developed Western countries the 'anti-director rights' index
is negatively related to the UA score. We mentioned above that the significance of the
coefficient of the 'anti-director rights' index in regressions conducted by La Porta e.a.

sharply decreases when the legal origin dummies are included (the coefficient of the 'anti-
director rights' index is significant at 1 percent level in the regression without dummies

but   only  at 10 percent level   in the regression with dummies).     As we discussed   in  the

previous paragraph, a legal origin is related to the level of Uncertainty Avoidance (among
other cultural characteristics). It is thus likely that the 'anti-director rights' index is an

intervening variable. This conjecture is supported by the results of regressions of the
'anti-director rights' index on UA score for the whole sample of La Porta e.a. (except



5.5.  Applicability to a wider range of countries 185

Table 5.24: Legal origins of countries and their cultural characteristics

UA PD MAS UA PD MAS
English origin French origin
Australia   51 36 61 Argentina    86 49 56
Canada   48 39 52 Belgium     94 65 54
Hong Kong          29    68 57 Brazil                       76    69     49
India    40 77 56 Chile      86 63 28
Ireland   35 28 68 Colombia    80 67 64
Israel    81 13 47 Equador     67 78 63
Kenya                             50       70 60 Egypti                                       68       80         52

Malaysia   36 104 26 France      86 68 43
New Zealand        49    22 58 Greece 112  60    57

Nigeria   55 80 60 Indonesia    48 78 46
Pakistan   70 55 50 Italy      75 50 70
Singapore 8   74    48   Jordanl                 68   80    52

South Africa         49    49 63 Mexico                      82    82     69
Sri Lanka2          45   70 10 Netherlands              53   38    14
Thailand   64 64 34 Peru      42 87 64
UK    35 35 66 Philippines    44 94 64
USA    46 40 62 Portugal 104  63    31

Zimbabwe                                . . .             . . . . . . Spain                                                               86           57             42

German origin Turkey     85 66 45
Austria   70 11 79 Uruguay 100  61    38

Germany   65 35 66 Venezuela    76 81 73
Japan              92   54 70 Scandinavian origin
South Korea         85    60 39 Denmark                     23    18     16
Switzerland  58 34 70 Finland     59 33 26
Taiwan   69 58 45 Norway     50 31 8

Sweden     29 31 5

1 Scores for Arab countries.
2 Estimated scores.
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Table 5.25: Uncertainty Avoidance and 'antidirector rights' index: regression result

Intercept 3.924

(0.18)

UA score -0.023***

(-3.17)
Adjusted R  .17

Zimbabwe for which UA score is not available), reported in Table 5.25. As in the case of
developed Western countries, the two variables are strongly related. At the same time,
the variance of the values of 'anti-director rights' index explained by the differences in the
level of Uncertainty Avoidance is rather small.  Thus, the degree of shareholder protection
may well have an independent effect on the degree of stock market development.

It can be checked that the correlation of the 'rule of law' and the 'one share-one vote'

variables with cultural dimensions is very weak, and they are not statistically significantly
related to the level of Uncertainty Avoidance We would thus expect that the extent of23

their influence on the degree of stock market development would not be affected by the
introduction of cultural variables.

La Porta e.a. have collected the data for stock market capitalization for 45 countries

(all countries listed in Table 5.24 except Equador, .Jordan, Kenya and Uruguay). For one
of these 45 countries - Zimbabwe - the values on cultural dimensions are unavailable.

We thus conduct our regressions on the sample of 44 countries. Regressions using original

variables of La Porta and colleagues produce practically identical results for samples with
and without Zimbabwe, and thus we would not expect the omission of this country to have
a significant bearing on the conclusions. We can also note that in all of the regressions

of La  Porta and colleagues the coefficient  of the  log GNP variable is highly insignificant,
and its omission practically does not change the coefficients of other variables. Thus there

is no obvious reason to retain this variable in the equations, and we shall exclude it to
improve the efliciency of estimations.

A replication of the regressions conducted by La Porta and colleagues shows that, un-

fortunately, in all of them the assumption of a normal distribution of residuals is severely
violated (a probability that this assumption holds is in all cases below 0.001). This as-

23The legal provisions mandating equal voting rights for all shares exist in 10 countries out of 49 in the
sample. There are no regularities in distribution of these countries by legal origins.
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sumption is also violated, albeit to a lesser extent, for most of the regression we conduct.

As is well known, the effciency properties of OLS estimator in this case hold only asymp-

totically. Histograms show that the distributions of residuals in the regressions where the
problem is present are 'heavy-tailed' compared to normal. The standard errors in this
case are excessively large. To downplay the influence of the observations with large resid-

uals and thus increase the efficiency of estimations, robust regression methods are used

in cases such as these. These methods involve running an OLS regression, determining

weights of observations and running a weighted OLS regression. After this, new weights

may be determined and the process may be repeated until a change in some parameter
does not exceed a prespecified magnitude.

More formally, robust estimators minimize  X, r(u,),  with u, =t, where  e, are resid-

uals, s is some scale parameter and r(u) is some function. This implies that in weighted
regression the observation i is given a weight wi = ar(Ui)/au,

. Obviously, when s=1 and
lillI

r(U) = U2 we obtain an OLS estimator. Several scale parameters have been suggested, but

the most widely  used  is s =median le,- median (e,) 1/0.6745 (Draper and Smith,  1998).
Various types of function w have been suggested as well. Draper and Smith (1998) recom-

mend to use Huber's function when there is little information about the true distribution
of residuals. Huber's function has the form

f 1/2u2 if lul S a
W(11)-<

l alul - 1/2aY  if lul > a

where a is a cutoff parameter the value of which is usually set at a = 2. The form of the
function implies that the observations with  u,1 5 a receive the weight 1 in a weighted

regression, while observations with  lu, 1  > a receive the weight  a/ lul. It should be noted

that the results of robust estimators significantly depend on the choice of s, r(u) and a,
and that any such choice involves assumptions about the true distribution of residuals.

Thus, any particular choice may be appropriate or not in specific cases. However, usually

too little is known about the residuals to evaluate this appropriateness. Therefore, when
the results of the OLS and robust estimations significantly differ, no firm conclusions can

be made, while when the robust estimator justifies the result of the OLS estimates we can

be reasonably confident in the efficiency of these estimates. Fortunately, this is the case
for all models we use in this section. We therefore base our discussion and conclusions on

the results of the OLS regressions.  We show the results of robust estimations for the most

important models in the Appendix at the end of the section. It should be noted that a
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non-normality of the distribution of residuals does not affect the conclusions made by La

Porta e.a.  (1997) on the basis of the OLS regressions.

The normality of the distribution of the error term is tested by Jar(lue-Berra statistic,
which under the null hypothesis of normality has a X2-distribution with two degrees of

freedom. For every regression we report this statistic and also the associated probability
value  24

Table 5.26 reports the results of the regressions which are based on the first model

used by La Porta e.a. This model include GDP growth, log GNP, the 'rule of law' variable
and the 'anti-director rights' index. Column 1 shows the results of the original regression
by La Porta and colleagues. Column 2 shows the result of the regression with the same
variables for the sample which excludes Zimbabwe. As we see, the results are almost
identical. All other regressions are conducted on this restricted sample. Column 3 shows
the results of a regression which excludes the log GNP variable.  As we see, the coefficients
of the other variables remain virtually unaffected. and the adjusted R2 increases. Column
4 reports the results of the regression on the equation which includes the UA score as an

explanatory variable. As we see, the coefficient of this variable has a predicted negative
sign and is significant, and the variance explained significantly increases. The two 'legal'

variables, on the other hand, become insignificant. Column 5 verifies that the results are
essentially the same when the log GNP variable is included. Finally, column 6 presents
the most parsimonious model, it includes only the UA score and the GDP growth as
explanatory variables.

A very close similarity of the regression results on samples with and without Zimbabwe,
and of the results of regressions including and excluding the log GNP as an explanatory
variable, holds for all models we use. To economize on space, we do not report for
other models the results of regressions on the sample including Zimbabwe, and regressions

including the log GNP.
Column 1 of Table 5.27 presents the results of the regression on the model similar

to the second model of La Porta e.a. (except the log GNP is excluded), and column 2
shows the result of the regression for the same model with addition of the UA score as an

explanatory variable.  We see that the coefficient of the UA score is significant and has
the predicted sign, and the other explanatory variables remain significant. The variance

explained significantly increases.
Column 3 presents the results of the regression which includes the rate of growth,

the 'rule of law' variable and the legal origin dummies (the third model of La Porta

24We use 'Econometric views' package to calculate Jarque-Berra statistic.
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Table 5.26: Uncertainty Avoidance, shareholder rights and stock market capitalization:
results of regressions for 44 countries

1 2 3 4 5 6
Intercept -0.236 -0.192 -0.377' 0.105 0.028 0.610

***

(-0.53) (-0.40) (-1.91) (0.39) (0.06) (3.98)

GDP growth  0.067...
0.065

***
0.065 ***

0.069
***

0.068
-I

0.065
***

(3.04) (2.93) (2.95) (3.27) (3.23) (3.17)

Log GNP -0.015 -0.018 0.009

(-0.36) (-0.42) (0.21)
'Rule of law' 0.040' 0.040* 0.035* 0.028 0.025

(1.83) (1.81) (1.89) (1.55) (1.13)

'Antidirector 0.109 ***
0.110

-*
0.110

***
0.065 0.064

rights' (2.71) (2.69) (2.75) (1.54) (1.50)

UA score -0.005* -0.005" -0.007***

(-2.39) (-2.32) (-3.67)
Adjusted R2 .28 .27 .29 .36 .35 .32

Jarque-Berra 13.81 13.53 14.05 6.12 6.54 3.52

P-value .001 .001 .001 .05 .04 .17

and  colleagues), and column  4  - the results  of the regression  on  the same model  with
the addition of the UA score.  We see that the UA score has a significant coefficient,
while the dummies for German and French origin countries lose significance. This is not
surprising since, as we have seen, Uncertainty Avoidance in practically all countries with
law of German and French origin is higher than in the countries of the English law. The
variance explained increases; thus, UA score proves to be a better explanatory variable
than the legal origin dummies. As we have seen, La Porta and colleagues conclude from
their regressions that shareholder rights variables account for some of the difference in the
degree of stock market development, but some effects of the legal origin not operationalized
by them are also apparently important. Our results suggest that, for the French and
German origin countries at least, these are not the effects of the legal origin but the
effects of cultural norms.

Column 5 reports the results of the regression when the two insignificant dummies are
excluded from the equation. The significance of the UA score coefficient sharply increases,
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and R2 increases slightly as well.

Table 5.27: Uncertainty Avoidance, shareholder rights, legal origins and stock market

capitalization: results of regressions for 44 countries

1 2 3 4 5 6
Intercept -0.192 0.348 0.06 0.329 0.388- 0.383'

(-1.04) (1.67) (0.31) (1.36) (1.72) (1.86)

GDP growth 0.062-I 0.061
*** 0.061" 0.068

***
0.069

*** 0.058
***

(2.75) (3.14) (2.57) (2.96) (3.34) (3.02)

'Rule of law' 0.040" 0.028* 0.042* 0.041* 0.037* 0.036"

(2.13) (1.69) (2.00) (2.00) (2.00) (2.11)
One share- 0.286***

0.317
*** 0.298

***

one vote (2.41) (3.12) (2.97)
UA score -0.007***

-0.006** -0.008
***

-0.008
**I

(-3.95) (-2.16) (-3.82) (-4.32)
French origin -0.326***

-0.121

(-2.91) (-0.84)
German origin -0.304- -0.166

(-1.92) (-1.00)
Scandinavian -0.346* -0.363* -0.314* -0.259

origin (-1.84) (-2.02) (-1.82) (-1.63)
Adjusted R2 .26 .46 .30 .37 .38 .48

Jarque-Berra 14.8 8.62 7.42 5.21 4.99 9.82

P-value .001 .01 .02 .07 .08 .01

We discuss the two remaining models more briefly since they bring few new insights.

The fourth model of La Porta e.a. includes the legal origin dummies and the 'anti-director

rights' index simultaneously. All these variables are barely significant in the original
regression performed by the authors. Unsurprisingly in view of our results discussed above,
the regression on this equation with an addition of the UA score as an explanatory variable

produces insignificant coefficients of the 'anti-director rights' index and the German and
the French origin dummies. After excluding insignificant variables from the equation
we arrive at already mentioned equation the results of testing of which are reported in
column 5. The fifth model of La Porta e.a. includes the legal origin dummies and the
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'one share-one vote' variable. In the original regression all the variables are significant.
When we add the UA score to the equation, the dummies for French and German origin
lose significance while other variables are significant. This is to be expected form the
our previous results. Excluding the two insignificant dummies, we obtain the equation
the estimations for which are reported in column 6 of the table.  This is the equation
which produces the best fit of all we have considered. Interestingly, the coefficient of the
Scandinavian origin dummy loses significance when other dummies are excluded, although
it is close to being significant at 10 percent level. This coefficient, however, is significant
at 10 percent level in the robust estimation, as can be seen from column 5 of the Table in
the Appendix to this section (this is the only case in our analysis where the significance

estimates of OLS and robust regressions differ).

We have suggested in the previous two sections that size of the country and the level
of Masculinity can have some influence on the degree of stock market development.  How-

ever, the experiments with different types of variables obtained from the log GNP and
the Masculinity score (including different interactive terms and different slope dummies)
have not led to significant results.  In view of the significance of the Scandinavian origin

dummy this is somewhat puzzling. The four Scandinavian law countries are among the
six most feminine countries in the sample. Could it be that the level of Masculinity affects
capitalization in a threshold way? It does not seem likely, however.  One of the Scandi-
navian countries - Sweden - has quite high relative capitalization, and so does another

very feminine country which is not in the Scandinavian law group - the Netherlands.

Chile, with the Masculinity score very close to that of Finland, also has high capitaliza-
tion. There may thus indeed be something special about Scandinavian law, or some other

aspect of Scandinavia.

We can conclude that differences in the degree of stock market development are related
to the differences in the level of Uncertainty Avoidance not only in developed Western
countries but in a larger group of countries as well. This gives an additional confirmation
that cultural characteristics indeed influence the shape of financial systems in developed

countries, arid suggests that at least some of the interconnections between cultural char-
acteristics and characteristics of financial systems are similar for developed 'Western'

(individualist) and 'non-Western' (collectivist) countries25.

25 It should be noted that two Western countries - Greece and Portugal - are relatively collectivist
(and relatively less developed than other Western countries).
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Appendix: Results of robust estimations for selected models

1 2 3 4 5

Intercept -0.229 -0.053 0.345** 0.265- 0.353*

(-0.58) (-0.12) (1.95) (1.90) (1.85)

GDP growth   0.056***
0.059

***
0.056

***
0.047

***
0.051

***

(3.05) (2.95) (3.99) (2.89) (2.81)
Log GNP -0.009 0.016

(-0.25) (0.40)
'Rule of law' 0.039-- 0.025 0.041- 0.032*** 0.039"

(2.15) (1.23) (2.99) (3.10) (2.47)

'Antidirector 0.080-- 0.060

rights' (2.35) (1.49)

One share- 0.347***
0.321

***

one vote (3.42) (3.44)

UA score -0.005*- -0.007***
-0.006

***
-0.008

***

(-2.29) (-3.44) (-4.13) (-4.45)
Scandinavian -0.304- -0.254-

origin (2.57) (-1.74)

Adjusted R2 .17 .29 .34 .47 .50

Note: t-statistics in columns 3 and 4 are obtained using White correction procedure
for heteroskedasticity

5.6 Discussion

In this section we summarize the main results obtained in the last two chapters. We also
discuss whether on the basis of these results we can establish a causality from cultural
characteristics of countries to characteristics of the systems of industrial finance in these

countries, and whether alternative explanations could provide a better insight into cross-

country differences in systems of industrial finance. We postpone the discussion of policy
and research implication of our findings till Chapter 7.

Our investigation of the causes of the differences in the systems of industrial finance
and corporate governance of developed countries has produced the following main results:
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• Differences among developed countries in predominant systems of industrial finance
cannot be explained by differences in their regulatory environment (with a possible
exception of differences in mandatory disclosure rules)

• Differences among developed countries in predominant systems of industrial finance
cannot be explained by differences in basic exogenous or economic factors (size,
wealth and of the country, its economic situation relative to other countries) or
by the character of evolution of these factors (such as the timing and character of

industrialization)

• Main characteristics of a country's system of industrial finance are very closely re-
lated to the cultural characteristics of the country, reflected in Hofstede's dimensions,
and the size of the country's economy (for countries with particular cultural charac-

teristics, namely low Uncertainty Avoidance). This relationship is much closer than

relationships of characteristics of system of industrial finance with other potential
explanatory factors

• It is possible to identify theoretically mechanisms through which cultural charac-
teristics are likely to exercise an influence on characteristics of systems of industrial
finance. In particular, cultural characteristics influence some basic attitudes of po-
litical agents which determine their choice of regulatory environment for financial

systems. Cultural characteristics influence some basic attitudes of investors and

governors of firms which influence their choice of the terms of financial contracts.

Finally, cultural characteristics, through influence on attitudes of agents, shape char-
acteristics of other governance systems which influence the features of the system of
industrial finance. Statistical analysis of those of these mechanisms for which infor-
mation is available confirms that relevant cultural characteristics indeed correlate
with them in the way which would be expected from theoretical analysis.

•  There is some evidence that cultural characteristics influence the character of finan-

cial systems not only in developed countries but also in a wider range of countries

On the basis of these results we can conclude that in the developed Western societies
cultural characteristics of the countries, in combination with the size of their economies,
have significantly influenced the main characteristics of the systems of industrial finance
in these countries. This conclusion should be qualified by the fact that we cannot establish

with certainty that basic cultural characteristics were essentially the same several decades
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ago that they are now.  For one of the characteristic of the financial system - the degree

of development of the market for corporate control - this is not an important concern.

The development of the market for corporate control began not earlier than in 1950s

while Hofstede's survey as conducted in 1968. It seems reasonable to suggest that values

were similar fifteen years earlier. The other main characteristics of present-day systems
of industrial finance in developed countries (the degree of ownership concentration and
the character of bank-firm relationships) have emerged considerably earlier, however. In
Section 2.4 we have provided evidence suggesting that the relevant cultural characteristics
have been reasonably stable in countries under consideration iIi last decades. There is no
objective way to decide whether they were close enough to present characteristics several
decades ago. Thus. there is no objective way to establish whether the time order require-

ment satisfied in respect to the degree of ownership concentration and the character of
bank-firm relationships.  For the present author the evidence of Chapter 2 is sufficient
to suggest that the probability of rejecting a true hypothesis by discarding the propo-
sition that relevant cultural characteristics have been reasonably stable is significantly

higher than a probability of accepting a false hypothesis by accepting this proposition.
Ultimately. however, this must be a decision of a wider scientific community.

Thus, we have established the causal relationship between the cultural characteris-
ties and the degree of development of the market for corporate control. In our opinion,

the causal relationship between the cultural characteristics (and the size of the country)
and the degree of ownership conceiitration and the character of bank-firm relationships
can also be considered established. Finally. we have establish that differences in cul-
tural characteristics of the countries, in combination with differences in the size of their
economies, are a major factor contributing to persistence of the differences among the
main characteristics of the systems of industrial finance across countries.

The correlation of cultural characteristics (combined with the economy's) size and
characteristics of systems of industrial finance is, as we observed in Section 4.4, close

to perfect (given the level of fineness which is possible to achieve in operationalization
of these characteristics). It would, however, be erroneous to conclude that the former
characteristics determine the latter. Characteristics of financial systems are, of course,

determined by many factors, and historically characteristics of financial systems in most
countries underwent significant changes while there are strong grounds to believe that
basic cultural characteristics (the levels of Uncertainty Avoidance, Power Distance and

Masculinity) remained relatively stable. Cultural characteristics, through mechanisms we
outlined in a general form in Section 1.4 and tried to concretize for financial systems in
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Section 5.3, make some types of organizational mechanisms less likely to emerge, and if
they emerge, less likely to be sustained for long, than other types. The same is true for
the country's size. The strength of relationship suggests that tliese two factors have been
quite influential compared to other factors. Whether this pattern of relative influence
of different factors will persist in the future, or other factors (for instance, leadilig to
convergence of systems) would become more: influential, is difficult to say. What we can
conclude from our results is that any discussion about the future development of financial
systems should take cultural factors and size into account as very influential forces which
will hinder the convergence of systems. Simply to argue that internationalization of the
economy or a change in the attitude of the USA to international economic order will
lead to convergence is not sufficient. Of course, we are not the first to make this point

(see Section 3.4), but the authors who did this earlier had mostly abstract theoretical
arguments and anecdotal evidence to support these propositions. Our results provide

some additional, and more systematic, evidence for their validity.
We have not investigated the influence of the strictness of mandatory disclosure rules

on the characteristics of financial systems. Is it possible that the differences in financial

systems are in fact explained by this factor rather than by culture and size? Differences
in disclosure rules are unlikely to provide new insights into the differences in the character
of bank-firm relationships, so differences in disclosure rules would not provide a complete
explanation of the differences of systems of industrial finance.  It is possible, however,
that disclosure rules may provide an equally good or better explanation of the degree of

development of the market for corporate control or of the degree of ownership concentra-
tion. Of course, cultural characteristics perfectly predict the degree of development of the
market for corporate control taken as a binary variable (which appears to be the most
sensible way to operationalize it, taking into account that hostile takeovers are virtually
absent in most countries, and that in countries with active markets for corporate control
the level of its activity fluctuates very significantly).  Thus, if disclosure rules are closely

correlated with the degree of development of market for corporate control, they will also
be closely correlated with cultural characteristics. This would not be unexpected: we
argued in Section 5.3 that cultural characteristics are likely to influence the strictness
of disclosure rules. Disclosure rules thus would have to be interpreted as a mediating
mechanism rather than an independent factor.

The situation would be more complicated if disclosure rules prove to be a good pre-
dictor of the degree of ownership concentration.  In all countries with a relatively high
Uncertainty Avoidance the level of ownership concentration is rather similar.  Thus, if
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disclosure rules explain these pattern, they should be similar: thus, again, they would

be related to the level of Uncertainty Avoidance and could be considered a mediating
mechanism. In countries with low relatively Uncertainty Avoidance the level of owner-

ship concentration differs. Country size provides a good explanation of these differences,
but it can be improved (for example, Switzerland, where dispersed ownership is rela-
tively important, does not differ very much in size from many economies where dispersed

ownership plays practically  no  role). If disclosure rules prove a better predictor  than  the
countries' size, it would be difficult to argue that the relationship is spurious: it is difficult

to suggest the reasons why disclosure rules would be stricter in larger economies. Thus,
for countries with relatively low Uncertainty Avoidance disclosure rules may in principle
replace size in our explanation.

The aspect of the system of industrial finance which we largely left out of the analysis
is the degree of direct state involvement in this system.  Such an involvement has been
significant in the 1940-1980s in all European countries except Germany, Great Britain,
the Netherlands and Switzerland, and also in Australia and New Zealand. There are
no apparent linkages between the degree of state involvement and those characteristics

systems of industrial finance which have been the subject of our analysis.  It is also difficult
to find factors which can explain the differences among countries in the degree of state

involvement.  The best explanation is probably given by the combination of size and
Power Distance differences: the state has played a significant role in most small countries

(except Switzerland and the Netherlands if they are considered as small) and in countries

with relatively large Power Distance. The case for an important role of Power Distance is

quite strong, and it is not difficult to build a theoretical argument supporting it similar
to the arguments in Section 5.3. It is also not difIcult to explain theoretically why the
state intervenes more in smaller countries (the argument would combine these countries'

international openness and vulnerability as driving forces and lower level of economies'

complexity, compared to large countries, as an enabling condition).  It is difficult, however,
to judge how important this factor really is. Overall, it appears that a good explanation of
the differences in the degree of state intervention should without invoke specific political
developments in individual states.



Chapter 6

Industrial relation systems. Systems
of economic policy formation and
implementation

6.1       Introduction

In this chapter we analyze similarities and differences among developed countries in major
characteristics of the system of economic policy formation and implementation (at the
national level) and the system of industrial relations.

The process of economic policy formation and implementation in developed Western
countries is based on the same basic principles and thus exhibits significant similarities.
All these societies are democratic, implying that political decisions are made and imple-
mented by representatives of people. However, two forms of representation of people is
possible - territorial and functional. Modern democratic states are based on territorial
representation, and political decisions in all countries are ultimately made by territo-
rial representatives. These representatives and civil servants appointed by them in all
countries play an important role in preparation and implementation of political decisions.
Western countries differ significantly in the extent to which functional representatives par-
ticipate in the process of formation and implementation of social and economic Policyl.  In
some countries they do not participate directly to the process of preparation and making
of policy decisions. Functional interests may influence this process only through lobbying.

i It should be noted that in all countries institutions of civil society are rarely admitted to the process
of formation and implementation of decisons in other policy areas.

197
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Functional interests also do not participate in implementation of political decisions, which
is conducted by civil servants (appointed by territorial representatives) and private orga-
nizations commissioned by them. In other countries functional interests have a much more
direct and active role in the process of policy formation and implementation. Political
decisions are prepared and implemented largely by bodies consisting of representatives of
the state and major organized interests. At the extreme, the state delegates preparation,
formulation and implementation of decisions in some policy areas completely to organized
interests, limiting its own role to ratification of their decisions. In many countries of the
former group, governments in the post-war era have been making repeated efforts to bring
organized interests to participate more directly and actively in the political process. These

efforts, however, in virtually all cases had no or only temporary success.

Developed countries also differ a great deal in many characteristics of the system of
industrial relations, such as the degree and character of organization of employees and em-
ployers and the intensity and character of interaction between them. We do not consider
here the issues connected with organization of employees and employers, and concentrate
on their interaction. Furthermore, we mostly restrict our attention to the interaction at
the national level. This choice is made for two reasons. First, while cross-national differ-
ences in the character of relationships of employees and unions at the levels below that of
the nation do exist, these differences are considerably smaller than differences in the char-
acter of interaction at the national level. Second, the latter differences appear to have
much more significant economic consequences, especially for macroeconomic indicators
such as the level of inflation and the level of unemployment.

The character of industrial relationships and the character of the process of policy
formation and implementation are analytically distinct but interrelated issues. There are
two reasons for this interrelatedness. First, labour and capital are the major organized
interests, and they must play a major role in any system of policy formation and im-
plementation where organized interests are actively involved (in practice they are often
the only organized interests admitted  in the policy process).    Thus, a system of policy
formation and implementation with an active role of organized interests would be unsus-
tainable if relationships between labour and capital are adversarial and it is very difficult
for them to reach agreements.  On the other hand, participation of labour and capital
in policy-making significantly increases the intensity of their contacts and eases reaching
agreements on industrial relations issues  (such as wages and working conditions), since  a

concession by one of the parties on these issues may be compensated by a concession by
the other party on some other policy issues (not directly concerning industrial relations).
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Second, the range of issues which the state considers as requiring its attention, and which
thus enter the political sphere, has significantly increased in post-war years, especially

since the 1960s. In particular, a concern about inflation has forced the governments to
include the issue of the size of wages into political sphere. The governments in most
countries did not hesitate to resort to inconies policies if the level of wages determined in

negotiations of capital and labour appeared too high. However, considerations of social
stability required the governments to try to curb wage growth through voluntary consent
of labour. Typically the government had to achieve labour's wage concessions through
making concessions to it on some other policy issues, or stimulating capital to make
concessions to labour on some industrial relations issues (other than wages) and compen-

sating capital in some other policy areas. Thus, labour and capital became involved in
the process of policy-making.

Due to this interdependency the researchers tend to analyze the character of the system
of industrial relations and the character of the mode of economic policy formation and
implementation together (sometimes measuring them by a single index). This approach
often leads to theoretical ambiguity as well as to empirical problems (exemplified by
difficulties the researchers   have   with the treatment of Germany and Switzerland).     At
the same time, the characteristics of the two systems are likely to be influenced mostly

by the same factors, and the influence of these factors on one of the systems will often
be mediated by their influence on the other and the influence of this latter system on
the former one. Thus, while the reasons for differences in the character of these systems
should be analyzed separately, it is convenient to present this analysis for the two systems
together. This is the approach we shall employ in this chapter.

Previous researchers have explained a larger role of organized interests in policy for-
mation and implementation, and a higher intensity of labour-capital interaction, in some
countries by their small size (and thus vulnerability to the world economy), strong role
of social-democratic parties, or the existence of consociational arrangements. While it
is plausible that all these factors play some role, none of them had been necessary or
sufficient for a particular characteristic of industrial relations or of the process of policy
formation and implementation to emerge. The theory which provides by far the closest

explanation of the differences in modes of policy formation and implementation (sug-
gested by C. Crouch) uses as the main explanatory factor the differences among societies
in attitudes towards the role of organized interests, towards boundaries between private
and public, between the state and society.

These differences can be (for the most part) explained by peculiarities of political evo-
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lution in individual countries in the nineteenth century, and this is the explanation Crouch

offers. At the same time, as we have seen in Section 2.3, many values and attitudes of

people are bundled together into societal norms reflecting general attitudes of societies

towards some very basic problems facing them. The relations of the state and society is a

too important issue to be left outside societal norms. This is confirmed by the existence

of an interconnection between societal norms and attitudes towards the relationship of
individual, society and the state, which we observed in Section 2.4. Thus, it is likely that
the differences in attitudes towards boundaries between private and public, between the

state and society are connected with societal norms.  If this is indeed a major factor influ-
encing the process of economic policy formation and implementation, the characteristics
of this process will be connected with societal norms.

Our analysis shows that such a connection indeed exists, and is very close. Further-

more, we find that there is a close interrelationship between societal norms and several

characteristics of the system of industrial relations.

We then explore how these interrelationships can be explained. We perform a theoreti-

cal analysis of this issue and review a study which takes a close look at how characteristics
of industrial relations were shaped in practice in several countries, and how culture, in
interaction with other factors, influenced these characteristics.

The rest of this chapter has the following structure. In Section 6.2 we review theoretical
research on modes of policy formation and implementation, describe the character of this

process in the countries we consider in this thesis, suggest a typology of countries according
to predominant modes of policy formation and implementation, and classify countries
according to this typology. In Section 6.3 we study cross-country differences in several

characteristics of the system of industrial relations.  In both these sections we also address

some of the economic consequences of differences in these governance systems. Section

6.4 reviews the existing research on the factors behind these differences. We explore
the possibility that cultural characteristics of countries may be such a factor in Section

6.5. Section 6.6 analyzes how cultural norms are likely to influence the characteristics

of systems of economic policy formation and implementation and systems of industrial
relations. In Section 6.7 we consider how culture, in interaction with other factors, has
shaped characteristics of industrial relations in several major countries. Finally, Section

6.8 draws some conclusions from the results of the chapter.
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6.2   Diversity of modes of formation and implemen-
tation of economic policy in developed countries

In this section we investigate different forms the process of economic policy formation
and implementation takes in Western countries. In particular, we analyze the extent and
character of interest groups involvement in this process. We identify cross-country differ-
ences in some characteristics of this process, suggest typologies based on these differences,
and classify countries according to these typologies.  We also discuss some of the economic
consequences of these differences.

We start from a brief description of the process of economic policy formation and
implementation in three developed countries, illustrating the diversity of organization of
this process in different countries.

In the USA the economic and social policy decisions are made without direct par-
ticipation of interest groups. They, however, can (and do) lobby particular decisions in
executive and legislative branch of the government. Organized interests have no role in
the implementation of the policies.

In contrast, in Sweden at least till the beginning of the 1990s organized interests were

very actively involved in the process of policy formation and implementation. Informal
negotiations over socio-economic issues involving the government, leaders of unions and

enterprise confederations, the Central Bank, and sometimes opposition parties go back
as far as the late 1930s. The areas which such negotiations covered included not only
wages and working conditions but, for example, agricultural and food prices and some
raw material prices, housing rents, taxi fares, and more recently depressed industries and
areas. In most cases there was an informal coordination among various areas rather than
a dependence on grandiose formal package deals between main economic interests.

The legislative process on socio-economic issues actively involves organized interests.
Regular informal consultations among the government, unions and business leaders often

identify issues needing legislative regulation and introduce motions to the parliament. If
the parliament decides to go on with the motion, it asks the government to conduct an

investigation of the issue.  Such an investigation is delegated to one of the Royal Commis-
sions including civil servants, MPs and representatives of major organized interests. The
investigation by the Commission is guided by the government instructions which are pre-
pared after the consultations with organizations of labour and capital. The Commission

prepares a report. The government then asks an opinion of a multitude of various interest
organizations on this report. On this basis the government departments prepare a bill
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which is circulated among the organizations representing labour and capital. After chang-
ing the bill on the basis of their opinions the government submits it to the parliament,
where the legislative procedure is followed similar to that in other countries. The interest

organizations can influence the proceedings through affiliated MPs; in addition, major
interest organizations maintain regular contacts with some parliamentary committees.

Implementation of the laws is carried out by the central administrative agencies.  The
laws often are formulated very broadly and give to the agencies a wide freedom in elabo-

rating detailed normative provisions and determining the specific direction of implemen-
tation.  In the late 197Os, about 80 percent of the agencies were governed by 'lay boards',

consisting of (in approximately equal proportions) civil servants, politicians, and interest

group representatives (Pestoff, 1990).
In Italy the political process in the 194Os-1970s had a character rather similar to that

in the USA. In the middle of the 197Os, however, the government began to encourage an
active participation of trade unions in the political process.  This in 1977 has led to a deal
between the government and the trade unions involving some wage moderation on the part
of the latter in exchange for the creation of employment, greater union influence on the
labour market and industrial restructuring. The exchange resulted in several important
laws (on industrial restructuring, youth employment and vocational training). However,
the government was neither able nor willing to take further decisions required for the

implementation of these laws. The bill on pension reform never became a law because of
the resistance of affected parties.  This led the unions to withdraw from collaboration in
1979. In 1983, however, a new agreement was signed between the government, employ-
ers and unions, again as a 'package deal', but this time involving direct and immediate
compensations from the state budget. However, while the developments in the middle of
the 1970s were an attempt to create a genuine concertation similar to that in Sweden,
the agreement of 1983 was simply a deal based on an ad hoc exchange limited in time.
An attempt at a similar agreement in 1984 only partially succeeded (Regini, 1987; Ferner
and Hyman, 1992a).    Till   1992  no new efforts at concertation were undertaken.    In  the

beginning of the 1990s all major political agents began to perceive the economic situation
as critical and requiring drastic measures. This enabled to achieve an agreement on in-

come policies in 1992. In the next few years, the agreements on the collective bargaining
structure, pension reforms and a 'pact for employment' were reached. However, nothing
similar to the elaborate pattern of involvement of organized interests in the process of
policy formation and implementation we witnessed in the case of Sweden has emerged

(Regini, 1997).
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Theoretical concepts

In the 1970s the researchers began to describe and analyze the differences described

above. While the already existing concept of'pluralism' described the pattern exemplified
by the USA, new concepts had to be introduced to reflect the other patterns we observed.

Several concepts have been suggested. We shall discuss three of these: 'political exchange',

'generalized political exchange'  and
' (neo-)corporatism'.

The use of economic and political power by some agents may have a potential of
disrupting social order.  Such a threat may be very significant from the government's point
of view (if only because it reduces the chances of reelection). For example, full utilization of
their bargaining powers by the unions may result in high inflation and economic instability.
In such cases the government may find it expedient to pay these political agents for not
utilizing their power in full. In other words, the government exchanges some goods in its

disposal for cooperation of these political agents in maintaining social order. Pizzorno

(1978) coined the term 'political exchange' for arrangements of this kind. An example is

the deals between the government and labour (usually with participation of capital) in
which labour agrees to moderate its wage requirements in exchange for some concessions

by the government and capital in other areas. We have seen that such arrangements have
been practiced in Italy; below we will describe analogous arrangements in some other

European countries.
As we have seen, coordination among political agents may become much more ad-

vanced than such isolated and simple barter transactions. To reflect this more advanced

pattern, Marin (1990) has introduced a concept of'generalized political exchange'. Gener-
alized political exchange (GPE) is a comprehensive and durable mechanism of formulation

and implementation of economic policy covering different policy areas. GPE takes place
within well-organized exchange networks. Relatively few people from various political
and functional interest organizations engage in a large number of transactions in different
policy areas. These transactions are regulated by systemic rules of the exchange network.

" IGPE] more often than not requires the capacity of one or some collective
actors to induce other players to systematically forego opportunities for ex-

changes or strategic capacities altogether, in exchange for either process ben-
efits or hardly calculable system payoffs. This tmined incapacity for strategy
through commitment to super-games should be distinguished from Pizzorno's

conceptualization, where strategic capacities can consist in a well-calculated

under-exploitation of opportunities for immediate gains in expectation of fu-
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ture benefits. Renouncing strategy as a kind of meta-strategy is the limiting
case of this development...

This system rationality could not emerge within (even perfectly competitive)
political markets, whereas it comes about within a well-accepted regime of
well-organized networks of political exchange. Opportunistic behaviour of col-
lective actors is minimized by the very comprehensiveness of these networks,
the density and frequency of transactions between few participants, the sys-
temic interdependence of their effects, the restricted, time-limited, short-term
character of any concession compared with the encompassing, enduring, long-
term character of the cooperative regime they are part of" (Marin, 1990, pp.

64-65, emphases in the original).

The transactions in question may concern not only the content of the policies.  The
right to participate in their implementation may also be the object of these transactions.

A major difference between GPE and political exchange (PE) is thus that in the
former case the actors treat a particular exchange as one of a multitude of exchanges over
a prolonged time period, while in PE the exchange is treated as one-off. In game-theoretic
terms, a perceived probability that the game will end after the next round is high in case
of PE and close to zero in case of GPE. This, of course, leads to very different strategies
of actors. Largely because of this difference, the expectations often become self-fulfilling.

Another concept which was suggested to capture the involvement of organized interests
in the process of policy formation and implementation, and which became much more
widely used than the previous two, is '(neo)-corporatism'. The concept was introduced in
political science almost simultaneously by Lehmbruch (1979 (1974)) and Schmitter (1979
(1974)). The two authors, however, attached somewhat different meanings to it.

Lehmbruch understands corporatism as " a mode of policy formation, in which formally
designated interest associations are incorporated within the process of authoritative de-
cision making and implementation. As such, they are officially recognized by the state...

as co-responsible 'partners' in governance and societal guidance. <...> Their consent be-
comes necessary for policies to be adopted; their collaboration becomes necessary for poli-
cies to be implemented. <...> These agreements are subsequently implemented through
the associations..." (Schmitter,   1981,  p.   295)2. An important feature of neo-corporatist

2 Lehmbruch has never given a concise definition of corporatism. We therefore use this characterization
given by Schmitter in his review article.
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arrangement is that the border between the 'state' and 'society' becomes blurred (Lehm-
bruch, 1979 (1974)).

Schmitter, on the other hand, understands corporatism as a mode of interest inter-
mediation. He defines corporatism as "a system of interest representation in which the
constituent units are organized into a limited number of singular, compulsory, noncom-

petitive, hierarchically organized and functionally differentiated categories, recognized or
licensed (if not created) by the state and granted a deliberate representational monopoly
within their respective categories in exchange for observing certain controls on their se-
lection of leaders and articulation of their deniand and support" (Schmitter, 1979 (1974),
p. 13).

Corporatist mode of policy formation and corporatist mode of interest intermedia-
tion are different concepts theoretically, and empirically one can exist without the other.
Multiple competing associations can be incorporated by the government into the decision

making and implementation, and monopolistic associations can be excluded from the pol-
icy process. However, in most cases there is at least an elective afEnity between the two,
and quite possibly a historical causality from corporatism as a mode of intermediation to
corporatism as a mode of decision-making (Schmitter, 1981).

Subsequent theorists gave the concept of corporatism a variety of other meanings,
for instance as a type of political economy (different from capitalism and socialism) or
a type of the state organization (different from, in particular, parliamentarism).  The
authors using the concept in applied research for the most part have been using one of
the two initial definitions of corporatism given above. These definitions, however, allow
considerable freedom of interpretation, and different authors using them have different
notions about what they mean in terms of concrete structures and processes.  All this has
led, unfortunately, to a considerable ambiguity of the term 'corporatism'3. Each author
using it has thus to explain what exactly he understands by the term. In this thesis,
we treat corporatism in terms of the first definition above, that is, as a mode of policy
formation and implementation. In our own arguments we use the term 'corporatism' as
covering both PE and GPE, when we discuss a specific study the meaning given to the
term is that of the author of the study (we always explain this meaning).

3It is beyond the scope of this thesis to review all suggested definitions and interpretations of corpo-

ratism.  See Cox (1988) for a critical review of the development of this concept, and Pryor (1988) for a
partial list of the definitions which have been given to the term.
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Diversity of modes of formation and implementation of economic policy in
developed countries

We shall now describe briefly the diversity of models of policy formation and imple-

mentation  in the countries we consider  in this thesisi.
In Denmark and Norway after the Second World War unions and employers' organiza-

tions become deeply engaged in a range of national-level institutions where they actively

participate in decision-making on incomes and social policy. The Swedish pattern of GPE
described above is also observed in these two countries. In all three countries since the

1980s it proved to be more and more difficult to achieve agreements among the state

and main organized interests on major issues, which led to a considerable tensions in
the system. In all countries the government on occasions introduced policy measures (in
particular, in the field of income policies) unilaterally when the agreement with organized

interests proved impossible to achieve. At the end, the tensions have been resolved in
different ways. In Norway the basic character of the process of policy formation and

implementation was never questioned, and the system has survived intact to the present

day   (Dolvik and Stokke,   1998). In Denmark  the  role  of GPE mechanisms  has  been  re-

duced somewhat since the beginning of the 1980s as far as major national-level decisions

is concerned, but remained considerable for lower-level decisions and in implementation.

The beginning of the 1990s marked a return of the important role of this system also at
the level of major decisions (Scheuer, 1998). In Sweden, on the other hand, the confeder-

ation of employers has in 1992 withdrawn from most of the corporatist arrangements thus

effectively abolishing the system (Kjellberg, 1998; we have not found the information on

developments in this country in most recent years).

In Germany and Austria participation of organized interests in political decision-

making on economic issues was institutionalized in the nineteenth century, trade unions

were admitted to the system during the First World War (in Germany) or immediately
after it (in Austria). In the 193Os, when both countries came under the fascist control,
autonomous trade unions were destroyed. Both countries, however, reestablished the

pre-1930s mechanism of decision-making after the Second World War.
In Germany since the 1950s unions and employer organizations became increasingly

involved in policy-making administration on national and provincial level. In 1958 a law
was passed making such participation obligatory in many areas.

The system of policy formation and implementation which emerged in Austria after

4This review is based, besides the references given below for particular countries, on Crouch (1993).
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the Second World War is considered a classical and most advanced case of neo-corporatism

(except possibly the Netherlands before the 1960s),  it also proved  to  be  the most stable.

Every working citizen in Austria is a member of at least one Chamber of Labour,
Commerce, Agriculture, etc. The law grants to chambers the right to be consulted about

legislative proposals and to fulfil advisory functions in hundreds of public bodies. Cham-
bers are obliged by law to resolve internally conflicting member interests before confronting
other associations or the state. This inclusive chamber system is complemented by a large
number of various voluntary associations.

This system and the 'traditional' system of interest intermediation through political

parties are closely connected. Political parties are more or less composed of associational
segments; associations, on the other hand, are differentiated by political factions, and
associations' leadership is constituted according to factions' electoral strength. In this way
associations internalize political competition, and parties internalize corporate interest
intermediation. A majority of parliamentaries come from interest associations. About 85
percent of legislative proposals in economic and social policy are adopted unanimously

as a result of preliminary consensus formation among associations. The state does not

participate in these negotiations nor arbitrates among associations, but bases its decisions

on agreements reached among associations.

Till quite recently about a third of the prices covered by the consumer price index

was regulated by the state, a third by the Parity Commission, and only a third was
free. The Parity Commission consists of representatives of the government, employer
organizations and trade unions. It decides upon claims from firms on increases in prices it
regulates, ratifies the results of collective bargaining, develops economic policy proposals

and discusses measures proposed by the government and the Federal Reserve Bank. The
Commission closely interacts with many other institutions (Marin, 1985).

In Switzerland, a very important role in economic policy formation and implementation
is played by a system of standing and  ad hoc commissions which include representatives of
the state administration, main associations, territorial units and large private firms. These

commissions continuously coordinate the activities of the state and economic associations.

Commissions also prepare initial drafts of legislative proposals on socio-economic issues.

After a proposal is submitted, the government asks written opinions of main interest

organizations and a large number of smaller associations and groups, as well as of political
parties, over the proposal; the obligation of the government to do this is stated in the
Constitution. The corrections in the proposals are, however, usually marginal, since

the initial proposals reflect a compromise of major interest organizations (represented in
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commissions). Since a substantial number of deputies are officers of major associations,
organized interests exercise a control over the legislative proposal on the parliamentary
stage as well. The legislative process in the parliament plays an important role only if a

compromise has not been achieved at a preparliamentary stage, otherwise the legislative
process practically never changes the substance of the proposal.

Private-public cooperation also plays an important role in implementation of decisions.

The staff of a corresponding public administrative institution and the designated staff
of associations closely cooperate within special bodies to tackle particular economic or
social problems. For example, the management of foreign trade policy is carried out

by seven such bodies, involving representatives of the corresponding federal offce, the
national bank, the industrial association, the unions and the bankers' association. In
watch industry, several bodies coordinate industrial structure and perform quality control
and export control. The influence of the unions in such bodies (except those dealing with
labour and social issues) is, however, very small (Parri, 1987).

In the Netherlands, the Federation of Labour was established in 1945 as a forum for
consultations of employers and trade unions about wages and working conditions.  In
the same year it was recognized by the government as its main advisory body on these

issues. These consultations may result in multi-sector agreements (which are not binding
for lower-level negotiations) and recommendations.

There is a highly developed and complex web of institutions through which employers
and unions participate in formulation and implementation of public policy. In 1950 the
Socio-Economic Council was established as a tripartite organization (with equal amount
of members from the government, unions and employers) to function as the main advisory
body to the government in the corresponding policy areas. Until 1995 the government
had a legal obligation to consult the Council before introducing legislative proposals to
the parliament. In the 1950s and the 1960s the council was able to achieve unanimity
on major issues, but this became rare in the 1970s and the 1980s. In this situation the
government, especially after 1982, often ignored its recommendations, and it seemed set to

be abolished. Since 1992, however, the Council issued several reports agreed unanimously
which were very influential in determining governmental policy (Visser, 1998).

Originally the Council was planned as an apex of a multi-level system of 'statutory
economic organizations' which would assume some responsibilities usually reserved to the

government. This project was never completely implemented, but organizations with
more limited functions were created in sectors dominated by small enterprises; they play
a vital role in regulating relations among businesses and perform some other functions
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(such as maintaining the relationships with the EEC). These institutions are bipartite
and are supervised by the Socio-Economic Council. Also supervised by the council are
eighty-five tripartite Bedrufscommissies which in turn supervise the work councils at the
firm level. Issues related to labour markets are dealt with by tripartite Councils for
Labour Market (a peak council and a council in each province are established). Eighty-
five sectoral pension funds are bipartite organizations. Important tripartite agencies exist
in the area of social insurance: Social Insurance Council and Health Insurance Council.
The former till the beginning of the 1990s supervised twenty-two bipartite Councils of
Labour which administered some of the programmes. The system of social security was
run by twenty-six bipartite sectoral associations (Scholten, 1987). In the 199Os, however,
the bipartite governing boards of social security institutions were increasingly replaced by
boards consisting of independent members, and some of such institutions were replaced
by private organizations (Visser, 1998).

Finally, there exist, as in Scandinavian countries, a multitude of external advisory
agencies to the governments of different levels, which include civil servants and represen-
tatives of social partners.    In 1981 there  were   1,300 such agencies  at the national level
alone (reduced by about a half by 1985). The access to these bodies is determined by
the government (often explicitly) on the basis of representativeness of the given organiza-
tion and its capacity to mobilize its followers. Not very much is known, however, about
what type of influence these committees exercise, during which policy stages and in which
policy areas (Scholten,  1987).

Concertation of policy-making has been consistently important in decision-making on
specific policy issues at the national level, and all issues at lower levels, and in implemen-
tation of decisions.  The role of concertation, however, varied throughout the post-war
period as far as decision-making on major issues on the national level is concerned.  (This
picture is similar to that we observed in Scandinavian countries.) Concertation in decision-

making on major issues was very important during the 1950s and the 196Os, but much
weaker in the 1970s and the 198Os, when the major organized interests found it difficult
to reach consensus and, while consultations with these interests always took place, the

government introduced many major economic and social policy decisions without their
consent. The demise of GPE pattern was predicted by many authors (Visser, 1992).
However, concertation became again the dominant mechanism of making major economic
and social policy decisions in the 199Os, as is evidenced, in particular, by the changes in
the role of the Socio-Economic Council mentioned above (Visser, 1998).

In Belgium, at the industry level, Special Advisory Commissions make recommenda-
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tions on economic matters. Bipartite Socio-Economic Councils of Flanders, the Walloon

Region and the Brussel region provide recommendations to regional governments on eco-
nomic and social issues: in Flandres there is also a tripartite Flemish Economic and Social

Concertation Council (van Ruysseveldt and Visser,  1996).
A multitude of more specialized concertation and advisory bodies was established

during the 1950-60s at alllevels.  In the early 1970s there were at least 150 of these at the

national level (van den Brande,  1987). The management of social security and vocational

training systems is delegated by the state to bipartite bodies (Vilrokx and Leemput, 1998).
At the national level, employer's associations and union federations every two years

attempt to negotiate national collective agreements within a bipartite National Labour

Council established in 1952. Agreements have been consistently reached in 1960-74 and

1986-1994. The Council also provides advice to the government (by its request or on own

initiative) on social issues. Unanimous recommendations are practically always imple-

mented by the government: in some cases the Council's recommendations are mandatory.
In times of social tension, when the normal bipartite mechanisms appear to be failing,

the government convenes tripartite National Labour Conferences.

A bipartite Central Economic Council was established in 1948 to perform a similar
function for economic issues; however, it quickly evolved into a mere research organization.
In 1960 a tripartite National Council for Economic Expansion was created as an institution
for concertation on economic planning issues. In the 1960s it made a considerable impact
on economic policy, but it ceased to be active with worsening of economic situation at
the beginning of the 197Os, though it still formally exists. In addition, major organized

interests may seek agreements on specific economic issues through negotiations outside

the formal institutional framework (van Ruysseveldt and Visser,   1996).

As in many other countries we have considered, concertation has been consistently im-
portant in Belgium on the levels other than those of major national-level economic policy
decisions, but varied at this latter level. Belgium, however, differs from other countries

in several respects. First, the influence of organized interests on economic (rather than
social and incomes) policy decisions since the 1970s has been consistently less important
than in other countries. Second, major organized interests have been much less able to
achieve agreements, and the government acted without a consent of organized interests

more often than in other countries we have considered. While in the Netherlands, for ex-
ample, the parties were able to revitalize the system of making major political decisions

through concertation, this has not really happen in Belgium. This is evident in the failure
to reach an agreement on productivity after almost two-year discussion in the beginning
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of the 199Os, and the failure to reach a comprehensive agreement in 1996.

In some other countries brief experiments with different modes of policy-making took
place in the immediate post-war period, but quickly faded. In Finland, France, Great

Britain, Ireland and Italy pluralism characterized the policy-making process at least till
the 1960s and sometimes longer. In all these countries except France at some point in the
1960s or the 1970s the governments began to undertake efforts to establish corporatist

arrangements at least in some policy areas.

In Finland the government since the middle of the 1960s has been trying to intro-
duce corporatist arrangements. The first national-level collective agreement was signed in
1968. While there was much resort to statutory intervention during the 197Os, this prac-
tice practically ceased during the 1980s. Through the 1970s mechanisms for tripartite

cooperation multiplied, and by the 1980s the GPE system has been established.

In Gmat Britain, in the early 1960s the Conservative government tentatively moved to
national economic planning, establishing the tripartite National Economic Development

Council  (NEDC),  and  to a more coordinated approach towards national wage bargaining.
After 1964 the Labour government moved more strongly in this direction. A tripartite
'Joint Statement of Intent' covering wages and prices was agreed UpOIl. However, this
approach foundered on an international sterling crisis in 1966, followed by a statutory
imposition of wage freeze and, subsequently, price and wage restraint. The first attempt
of corporatist regulation thus collapsed. The succeeding Conservative government from
1970 dismantled much of the apparatus of economic planning and incomes policy, but
reintroduced the latter in 1972. The Labour government which came to power in 1974
upgraded the role of NEDC, established several other tripartite bodies and achieved a
bilateral agreement with unions over wage restraint. In 1977 the sterling crisis again led to
statutory incomes policies. Even before that, however, the shop-Hoor union organizations
began to show a growing resistance to the restriction of their freedom of bargaining by

the confederation, and the latter had difficulties in disciplining them. After 1979 the
Conservative government downgraded NEDC and other tripartite bodies (most of which
were soon abolished) and severely restricted even an informal access of trade unions'
and employers' confederations to economic policy making. The corporatist approach was

firmly rejected both on ideological and efficacy grounds (Goodman, 1994).
In Ireland there are no arrangements involving organized interests into policy-making.

However, the government, especially in the 197Os, has encouraged centralized collective

agreements over wages and other issues, as a substitute for statutory incomes policy.
Such agreements were reached sporadically in 1948-64 and consistently in 1970-78. In
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1979 unions decided not to negotiate a new agreement. The government has suggested
a deal to the unions consisting of a combination of a pay agreement (which had much
less precise terms than the previous ones) and a social pact-like agreement on economic

and social policy. The pact was agreed upon, and another similar agreement was reached

in 1980. All these agreements were unsuccessful in restraining the increase of nominal

wages, reducing unemployment, or curbing industrial conflict, and observes spoke about
a failure of corporatism in the country (Hardiman, 1987). In 1981-1987 no centralized

agreements were concluded; the government conducted a statutory income policy.  In 1987
the government initiated a new social pact, a 'Programme for National Recovery', which
covered the same issues as those of 1979 and 1980, but was formulated in much less precise
terms. The statements about economic and social policy included in the programme were
not considered as government commitments, as was the case with earlier pacts, but as
general targets. After the agreement was signed, the government has undertaken several

measures, not included in the Programme, which met with stiff union resistance when
the pact was negotiated. Similar agreements were concluded in 1991, 1994 and 1997 (von
Prondzynski, 1998).

In lihlnce capital and labour traditionally have been adversarial towards each other;
in addition, labour and government have been mutually adversarial, and labour has been

ideologically divided. While some consultative tripartite bodies exist, observers agree
that they do not allow labour representatives to influence political decisions and func-

tion mainly as institutions for information exchange. Serious efforts to establish durable
corporatist arrangements were never undertaken in the country. At two points, however,
the PE pattern briefly existed: for a very short time after the upheavals in May 1968

and during the period when the socialist government was in office in the first half of the
1980s. 'Ikade union representatives during these periods received a better access to the

government. However, this never led to an establishment of a GPE pattern.
In Spain, after the transition to a democratic political system in 1977 the government

has attempted to introduce corporatist arrangements.  In five of the first seven years after
1977 tripartite agreements were achieved. This practice has ceased after 1984, and till
the beginning of the 1990s participation of organized interests in policy-making involved

only sporadic bilateral consultations of the government with unions and business associ-

ations. A new attempt at a comprehensive agreement was made in 1993 but failed. In
1994, however, employers and unions achieved a comprehensive agreement covering such

issues as hiring procedures, apprenticeship, working hours, part-time work and collective
redundancies (Schmitter and Grote,  1997).
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Finally, in Australia, Canada and New Zealand, as in the USA, interest groups in-
fluence economic and social policy decisions only through lobbying, and play no role in
implementation of the policies (Lehmbruch, 1984).

Several regularities emerge from this description.

1. In most countries the relative role of pluralist, PE and GPE mechanisms in policy
formation at the national level underwent changes during the post-war period. The
only countries where the same mechanism remained dominant throughout the whole

period are the USA, Austria, Germany, Norway and Switzerland (we do not have
enough information on Australia, Canada and New Zealand to judge whether they
also should be included in this list)

2.   There are some regularities in the pattern of this change.  None of the countries where

corporatist arrangements have not been established before or immediately after the
Second World War made an attempt at this till the late 196Os-early 1970s. During
this period most of such countries made attempts of this kind.  All such countries

moved away from corporatist arrangements in the late 198Os-early 1990s. In most
countries where the GPE pattern was established before or immediately after the
war it remained stable till, again, the late 198Os-early 1990s. The exceptions are
Belgium and the Netherlands where the role of corporatist arrangements decreased
has occurred in the 196Os-1970s. During the late the 198Os-early 1990s there was
a countercurrent: in the countries in which the role of GPE on a national level
declined early (Belgium  and the Netherlands),  this role increased again (although
with different effectiveness),  and  some  of the countries which  have  not made efforts
to establish corporatism in the 1960-197Os, began to undertake such efforts

3. In all of the countries wliere corporatist arrangements have not been established
before or immediately after the Second World War, the efforts to introduce them
were led by the government, while this is not the case in some of the countries which
established these arrangements earlier

4. In all countries which resorted to PE during the post-war period these exchanges
were very fragile and difficult to make. They never were continuous: periods in
which political agents were able to achieve such deals were interspersed with peri-
ods when they were unable to do so, often despite the government's efforts. GPE
arrangements, in contrast, were continuous (even if their role in policy-making at
the national level declined in some periods)
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5. Practically none of the countries which did not possess GPE mechanisms before

the 1970s has succeeded in their establishment at that period; Finland is the only

exception

The latter two statements require some qualifications: while they are true for the
'first wave' of corporatist attempts in the 1960-7Os it is too early yet to make conclusive

judgements about the efforts to establish corporatist arrangements in the 1990s.

The pattern mentioned under (2) has been explained by the theorists in the following
way. The development of the welfare state led to two significant problems in the political

systems of many countries (see the reviews by Crouch (1993) and Regini (1995)).  One of
these problems was that a significant increase of the role of the state in the economy, and

especially its role in a redistribution of the national income, led, in the pluralist political
environment, to a proliferation of interest groups which applied the pressure on the state

to redistribute the national income to these groups.  This led to inflation, which in turn led

to a new vigorous activity of the interest groups to obtain new resources to compensate

for higher prices. The state appeared to be unable to resist the pressure from many of
these groups. The efforts to replace a plethora of pluralistic interest groups with a few

orderly organizations, which would absorb competitive struggle, was a rational response

of the governments to this problem.

The second problem was a large bargaining power of labour versus capital, which re-

sulted form the achievement of full employment. The employees became able to negotiate
much higher wages than before; this often resulted in high inflation. In this situation

many governments tried to shift the negotiation over the distribution of value added be-

tween capital and labour from the market to the political system, where the trade unions'

willingness to restrain themselves could be rewarded with benefits of another kind.

In the 1980-9Os the situation has changed significantly. First, with the demise of the

welfare state and of neo-Keynesianism combatting inflation ceased to be the single most

important problem facing the government. Other issues such as international competi-

tiveness, reduction of unemployment and job creation became dominant on the political
agenda. Corporatist structures seemed to be much less suited to deal with these is-

sues.  Second, the composition of the workforce in all industrial countries has changed

considerably. The employment shifted from manufacturing to services, often to public

ones. Employees in services usually work in more scattered enterprises and perform more
individual tasks than manufacturing employees. Centralized wage negotiations are thus

difficult and are resisted by both employees and employers. Third, partially for the reasons

mentioned, the strength of the unions considerably decreased, and the governments and
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business in many countries found it unnecessary to make concessions to them. Fourth,
new production technologies made the description of job categories much less precise,
which made nation-wide or even industry wide wage deals difficult. Finally, internation-
alization of competition for firms made flexibility much more important than before, and
the costs of adhering to national- and brancli-level agreement for employers significantly
increased. At the same time, employers now could threaten to switch production to the
other countries, which allowed theni to put a great pressure on workers on the enterprise
level to make concessions. For these reasons employers became very reluctant to conduct
national-level negotiations. All this led to a demise of corporatist arrangements in many
countries in the 189Os-early 1990s. The researchers writing during that period consider
these arrangements them unlikely to reenierge

Despite a continuing influence of all these factors, as we have seen, corporatism
reemerged in the 1990s in several countries where it was in decline, and its elements
appeared in some countries where it never was important. Was the analysis of the rea-
sons for decline in use of corporatist arrangements flawed? Schmitter and Grote (1997)
argue that this analysis was correct, given the assumption that corporatist institutions
could only perform the functions they carried out in the 1960s and the 197Os, namely

curbing wage increases and thus inflation. The researchers did not acknowledge the pos-
sibility that these institutions may perform different functions, such as policy-making in
the areas of employment and international competitiveness.

Classification of countries

It would be an unfeasible task to try to explain all the specificities of the evolution
of the relative role of different political mechanisms in various countries. We should
therefore concentrate on important specific aspects of this evolution. First of all, we will
concentrate on the relative importance of GPE and other arrangements, and pay little
attention to differences in the relative role of pluralist and PE arrangements. This choice
is justified for two reasons. First, practically all countries have at some point attempted
to  establish PE arrangements5,  and thus there  are no differences among countries  in  this

respect. Second, PE arrangements in the absence of GPE proved to be unstable in all
countries. Thus, there appear to be two stable non-authoritarian modes of policy-making

- pluralism and GPE.

SThis is true even for the USA during the Carter administration (Crouch, 1993). We have no infor-
mation in this respect about Canada and New Zealand.
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We shall be interested in how easy it is for a country to establish and maintain GPE

arrangements, and why.  Thus, we shall concentrate on two major issues. First, we
investigate why some countries were able to establish GPE arrangements and sustain
them  for  a  long  time  (even if temporarily diverting  from them), while others were unable

to do so.  Thus, we aim to distinguish between countries in which GPE arrangements

have been established and maintained for considerable periods of time, and which, in
case the role of these arrangements was downplayed during some periods, have shown

the ability to restore their role without major problems ('GPE countries'), and countries
where GPE arrangements have not been established ('non-GPE countries'). There is a
borderline case of Belgium where these arrangements existed for some time, but their role
has declined and has never been reestablished at the former level. We shall thus refrain
from classifying Belgium. Another country which is not easy to classify is Sweden. As we

noted, employers in 1992 withdrew from participation in most of the GPE arrangements,
preferring to rely on lobbying. This event is too recent (and not enough information is

available) to evaluate whether it is a permanent or temporary decline of the GPE pattern.
In this situation, and given the criterion we use, the ability of the country to maintain

GPE arrangements for more than 50 years should be considered as a decisive factor for
the classification.

From above the description of the evolution of the role of GPE arrangements, the
following classification according to this criterion emerges (Table 6.1).

Table 6.1: Classification of countries according to the predominant modes of formation

and implementation of economic policy

Generalized political Austria, Denmark, Finland, Germany,
exchange the Netherlands, Norway, Sweden, Switzerland

Pluralism and/or political Canada, France, Great Britain, Ireland, Italy,
exchange (thus, no New Zealand, Spain, USA, (Australia)
generalized political exchange)

Our secondary but important interest is the degree of stability of GPE arrangements
in the countries where they were established. Some countries, as we saw, experienced

considerable tension in maintaining these arrangements at some point or the other, in
most cases resulting in a temporary decline of their role, while in other countries there
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appears to be very little tension throughout the whole post-war period. Two typologies

are possible. We can distinguish between countries which never experienced significant
tension in maintaining GPE arrangements, and those that did at some point. On the
other hand, we can distinguish between countries where the role of GPE arrangements
declined at some point, and those in which it did not. We employ both criteria; the two
classifications largely coincide, with only one country (Norway) is classified differently.
We should note that the degree of stability of GPE arrangements may be interpreted very
differently:  the lack of such stability may be a sign of tensions they cause, or a sign of

a flexibility of the system and its ability to use different political modes adjusting their
relative role as circumstances require. The stability is then a sign of a rigidity of the
system. We shall not discuss this issue in detail, although we shall make some further
remarks in Section 6.5.

The following classification of the GPE countries according to the degree of tension
in maintaining GPE arrangements emerges from the above empirical description (Table
6.2).

Table 6.2: Classifications of countries according to stability of GPE arrangements

No significant Austria Stability in use of
tensions in GPE Germany GPE arrangements
arraxigements Switzerland

(Finland)
Significant Norway
tensions in GPE Denmark Decline in use of

arrangements Netherlands GPE arrangements
at some point Sweden at some point

6.3    Diversity of industrial relations systems in devel-
oped countries

In this section we describe cross-country differences in some aspects of industrial relations.
We consider, in particular, the differences in the extent to which centralized bargaining
takes place, in the extent of economy-wide coordination in wage determination, in the
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intensity of interaction between capital and labour, and in the way industrial order is
structured in the countries which managed to achieve low levels of industrial conflict. We
restrict our analysis to the period between 1945 and 1990. The 1990s have witnessed

significant changes in the character of industrial relations in some countries, mostly in the
direction of decentralization of collective bargaining.  It is unclear, however, how perma-
nent these changes will be. An additional reason for restricting attention to the period

before 1990 is that for all characteristics mentioned above, except for the first one (the
extent of centralized bargaining),   we   use the classifications elaborated by previous   au-
thors. All these classifications r3efer to the period before 1990. Because of the mentioned

changes in the 199Os, they may not be applicable without changes to industrial relations
in this decade.

We first investigate to what extent centralized nation-wide bargaining between capital
and labour takes place and is successful. The analysis of the history of industrial rela-
tionships in various countries allows to divide the countries into the following categories

(see  Table 6.3)6.
For practical purposes, the first two groups of countries may be considered together.

We can also utilize a more coarse classification, distinguishing between countries where

centralized bargaining did not occur for most of the period (groups 1-3) and countries
where it took place for most of the period under consideration, successfully or not (groups
5 and 6). Finland is the only country which cannot be classified according to this typology.

Several authors (e.g. Soskice, 1990; Therborn, 1992) have shown recently that the
degree of formal centralization of collective bargaining fails to emerge as a significant
explanatory factor for cross-country differences on some economic indicators for which
we would expect the character of capital-labour relationships on the national level to

be important, such as the level of inflation, the level of unemployment and the level

of industrial conflict. These authors have suggested alternative variables reflecting the
character of capital-labour relations, variables which they argue better explain cross-

country differences in the mentioned indicators.

Soskice (1990) suggests that, from the theoretical point of view, what is important for
the levels of inflation and unemployment in the country is not where wages are technically

6A wealth of the literature describing the development of industrial relations in various countries is
available. In particular, country chapters in two editions of the book edited by Ferner and Hyman (1992,

1998) provide very detailed descriptions for all European countries. The analysis in the 1998 edition is
more up to date, but some chapters exclude much of the material on earlier years contained in the 1992
edition.
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Table 6.3: Culture and the role of centralized bargaining between labour and capital

Incidence of Years covered by centralized
centralized bargaining agreernents

1. Never Australia
Canada

New Zealand
USA
Switzerland

2.   On one or two Great Britain 1964-66

occasions France 1968-69

Italy 1977-79, 1982-83

3.   On a few occasions Germany 1967-1977

4.    Most of time in the Finland 1968-1990 (except some of the years
latter half of the period, in the 197Os)
almost always successful

5.    Most of the period Belgium 1960-1975 , 1986-90
Often unsuccessful Ireland A few years in 1948-1964; 1970-78,

1980-81, 1987-1990

Netherlands 1946-1970, 1972-73; 1982-1990

6.    Most of the period. Austria
Almost always Denmark All till 1984
successful Norway All except 1977-78

Sweden All except some of the years after 1984
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Table 6.4: The strength of economy-wide coordination of wage determination in mid- to

late 1990 (on the 0-5 scale)

USA 0 Netherlands 3 Norway 4
Great Britain 0 Germany 3.5 Switzerland 4
France 1.5 Sweden 4 Austria 5
Italy             2

Source: Soskice (1990).

set but to what extent wages in different sectors of the economy are set in a coordinated
fashion. Soskice argues that some systems of wage determination, though formally de-
centralized, are actually highly coordinated. In fact, the absence of formal arrangements
may be a sign that they are unnecessary for such coordination. The example of Germany
is instructive: centralized bargaining, which existed in this country since 1967, was in
1977 abandoned by the unions for reasons completely unrelated to its effectiveness or to

wage determination in general (unions withdrew in a symbolic protest at the employers'
challenge of the legislation on codetermination in the court). Unions would be unlikely
to take this step were centralized bargaining important.

Soskice suggests that Germany and Switzerland are the countries where wages are
determined in a highly coordinated fashion across industries, despite the absence of cen-
tralized negotiations. In Germany, the first industry-level agreement (always in engineer-

ing industry) is concluded with participation of the government and peak organizations
of employers and unions. These peak organizations later put a considerable pressure on
industry- and company-level bargaining partners not to deviate much from this first indus-

try agreement concluded. In Switzerland coordination is achieved through very powerful
employer organizations playing tacit coordinating role (in particular through the arbitra-
tion system which settles company wage disputes in key industries. Soskice suggest that
this produces the level of coordination similar to that in Scandinavian countries.

Soskice suggests that the strength of coordination of wage determination at the na-
tional level (in mid- to late 198Os) can be characterized by the following scores (see Table

6.4).

Soskice shows that the index he suggests is indeed a significant explanatory variable
for the level of unemployment in the corresponding countries.

Crouch (1993) argues that the degree to which wage restraint can be accomplished in
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the economy is influenced by the intensity of relations among labour and capital.  The
author distinguishes among three modes of industrial relations according to intensity
of relations among labour and capital. Crouch speaks of contestation when there are
sparse institutions with few points of contact; of pluralist collective bargaining when there
are elaborate mechanisms of interaction aiid handling COriflicts at some levels (the firm,
branch, region),  but  no such niechanisms (other thaii  cotisultative  ones)  at the national
level and no mechanisms for coordinating issues across levels; and of neo-corporatism and
generalized political exchange when "there is a dense web of exchanges, binding employers
and unions across levels, especially involving national political coordination, extending
over a wide range of issues going beyond industrial relations per se and involving in
particular a joint administration of policy areas as well as bargaining relations" (p.  61-
62).   While  we  do  not  find a special emphasize  on the character  of wage determination  in
these definition. in practice Crouch uses it as an important indicator. Thus, Crouch uses
two criteria for classification: the degree of development of generalized political exchange

(involving labour and capital as participants), which we discussed in Section 6.2, and the
character of wage determination, discussed earlier in this section.

Crouch argues that bargaining and neo-corporatist modes induce very different strate-

gies of labour and capital in negotiations on wages and other issues. Under neo-corporatist
mode the actors treat a particular exchange as one of a multitude of exchanges in dif-
ferent areas over a prolonged time period, and may be ready to make concessions in one
area in exchange for concessions in another or concessions in the same area in the future.
In addition, coordination of wage determination across industries induces the actors to
consider wide economic implications of their strategies. Under bargaining modes, such
coordination does not exist and the agents in sectoral or company-level bargaining do not
consider economy-wide implications. In addition, the absence of coordination of issues

and a dense network of transactions implies that the agents treat each deal as one-off;
this is true even in the case when centralized negotiations take place. These differences

in strategies will have important consequences for the outcome of negotiations and thus,
very likely, for the country's economic performance.

Crouch classifies the countries according to this typology for several specific dates from

1870 to 1990, in most cases divided by 15-year intervals. We shall consider the classifi-
cations  for  the two latest dates  ( for around  1975 and around 1990). These classifications
are reported in Table 6.5. In the 1975 classification, a separate category is introduced for
two countries, Portugal and Spain, where the character of industrial relations was thus
not clear enough since they had only very recently abandoned authoritarian regimes.
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Table 6.5: Table Classification of countries according to the intensity of relations between

labour and capital

1975 1990

Extensive Austria Austria
neo-corporatism Norway Norway

Sweden Sweden

Denmark         1
Finland

Neo- Germany Germany
corporatism Switzerland Switzerland

Belgium          1
Netherlands 1

Declining Belgium
neo-corporatism Denmark

Netherlands

Bargaining/ Finland           ft
contestation; Ireland Ireland

incipient Italy Italy
neo-corporatism Great Britain  1

France

Portugal
Spain

Contestation/ France        T

bargaining Great Britain

'Itansitional Portugal         ft
Spain            f

Source: Crouch (1993).
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Table 6.6: Classification of countries by intensity of relations between labour and capital

Neo-corporatism Austria, Belgium, Denmark, Finland, Germany,
the Netherlands, Norway, Sweden, Switzerland

Bargaining/contestation France, Great Britain, Ireland, Italy, Spain

Source: Adapted from Crouch (1993).

The distinction between neo-corporatism and extensive neo-corporatism in these clas-
sifications requires some explanation. In countries in the former subcategory wages are
determined in negotiations of labour and capital (possibly on the branch level), sometimes

with participation of the government. The latter occasionally engages in statutory income

policies, but in general the stability of bargaining mechanism is not questioned. Labour

and capital are significantly involved in various areas of economic policy. In countries
with extensive neo-corporatism there is a dense network of interactions of the government,
unions and business on various issues, social partners actively engage in formulation and
implementation of economic policy, and wages are determined in negotiations between
social partners, with occasional interventions from the government.

For our purposes this typology is excessively detailed. We shall use a coarser typology,

distinguishing only between the countries where neo-corporatist arrangements dominate
and where bargaining/contestation dominates. Under this typology, in 1990 the classifica-
tion of countries remains the same as fifteen years before, with a single exception: Finland
is transferred from the bargaining/contestation to the neo-corporatist group (in fact, it
is classified now as 'extensively neo-corporatist'). Table 6.6 presents the classification of
countries according to this typology.

Finally, Therborn (1992) analyzes the interrelationship of the level of industrial conflict
with characteristics of industrial relations. In the post-war history, the level of industrial
conflict has been on the whole much lower in Austria, Denmark, Germany, the Nether-

lands, Norway, Sweden and Switzerland than in other industrial countries. Some of these
countries have centralized and some - decentralized bargaining. Therborn concludes
that whether centralized bargaining is present is not essential for the level of industrial
conflict in the country.

Therborn argues that a relatively peaceful industrial order in these countries is struc-
tured in two fundamentally different ways. One way, characteristic for Austria, Germany,
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Table 6.7:  Two ways of structuring of a peaceful industrial order

Institutionalization of consensus Austria, Germany, Switzerland, (the Netherlands)

Institutionalization of conflict Denmark, Norway, Sweden

Source: Therborn (1992).

Switzerland, and the Netherlands till the mid-196Os, is institutionalization of consensus
and partnership, with formalized decision-making bodies and extensive legal backup. The
freedom of action of 'social partners', in particular a right of industrial conflict, has been
severely curtailed. The other way, characteristic for Scandinavian countries, is institu-
tionalization (or perhaps ritualization) of confict. Capital and labour are not 'social

partners' but labour market parties whose autonomy and right of industrial conflict are
held sacrosanct. This order is thus formed not around partnership but around an orderly
regulated positive sum conflict (which in practice always remains potential). Therborn's
classification is presented in Table 6.7.

6.4  How can the differences in modes of formation

and implementation of economic policy and in-
dustrial relations systems be explained? Review
of the literature

The origins of the differences in predominant modes of policy formation and implementa-
tion and in characteristics of industrial relations systems received a considerable attention
in the literature.

Early research explained a larger role of organized interests in policy formation and
implementation, and a higher intensity of labour capital interaction, in some countries

either by a strong role of social-democratic parties (Korpi and Shalev, 1979; Johansen and

Kristensen, 1982; Lange and Garrett, 1985), or by the existence of consociational arrange-
ments (Lehmbruch,  1979). The latter term refers  to  the  type of political accommodation
established in several countries with deep religious or ethnic cleavages (the Netherlands,
Belgium, Switzerland), under which the major public activities of both state and civil



6.4.  Explanations of diversity: literature review 225

society are compartmentalized and run separately by and for the different religious or
ethnic groups groups. Consociationism certainly facilitated the emergence of corporatist
arrangements and probably has to be a significant element of any detailed explanation for
the countries concerned, however, corporatist structures emerged in a much larger group
of countries. Strong social democracy was also adIrlittedly a factor which facilitated cor-
poratism, but it has been neither a Ilecessary nor a sufficient condition.

The two most elaborate and influential theories of the causes of cross-country differ-
ences in modes of policy formation and implementation and in the character of interaction
between labour and capital have been proposed by P. Katzenstein (1985) and C. Crouch

(1987, 1993).

Katzenstein (1985) characterizes 'democratic corporatism' by three traits:    "an   ide-

ology of social partnership expressed at the national level, a relatively centralized and
concentrated system of interest groups; and voluntary and informal coordination of con-

flicting objectives through continuous political bargaining between interest groups, state

bureaucracies, and political parties" (p. 30). Katzenstein investigates six small European
countries which are characterized by a high degree of development of 'democratic corpo-
ratism': Austria, Belgium, Denmark, the Netherlands, Norway, Sweden and Switzerland.

Katzenstein suggests that the economic openness and the dependence of small coun-
tries is the main reason why corporatist arrangements there emerged and proved sustain-
able. These openness and dependence "established a compelling need for consensus, which
through complex and delicate political arrangements has transformed conflict among the
main social forces" (p. 34). These arrangements emerged in the 1930s and the 1940s

amidst the Great Depression, fascism and the Second World War; external threat im-
posed upon the elites the need for unity and cooperation. Political metaphors which
emerged at that time and still are influential "emphasize that all members of society are
in the same small boat, that the waves are high, and that everyone must help to pull
the oars. Domestic quarrels are a luxury that prudent persons will not tolerate in such
adverse circumstances" (p. 35).

However, this need for unity and cooperation by itself would not be enough for corpo-
ratist arrangements to produce political peace. These arrangements had to be legitimate
in the eyes of the political agent. This legitimacy in the countries considered, was ensured
by a tradition of accommodative politics in these countries dating back to the nineteenth

century. This tradition,  in turn,  was the result of specific patterns of development of socio-

economic institutions in earlier centuries. Thus, for historical reasons a landed aristocracy
was very weak in the Scandinavian countries, Belgium, the Netherlands and Switzerland



226 6. Industrial relations. Policy formation and implementation

in the seventeenth-nineteenth centuries7.  This led to the weakness of the political Right
in the nineteenth and the twentieth centuries. In addition, in the latter three countries
the Right were divided for ethnic or religious reasons. This has led to the establishment
of the tradition of political accommodation (in case of Belgium, the Netherlands and
Switzerland - to 'consociational' political arrangements). Thus, these countries found
corporatist patterns compatible with the existing political tradition.

All this made possible the corporatist compromise in the 1930s and the 1940s. The
corporatist arrangements established at that time survived for decades after World War
II because the developments in the increasingly liberal international economy constantly
reminded the politicians how vulnerable their countries are and how costly for everybody
would a political conflict be.

Austria presents an exception from this pattern. The Hapsburg empire was not small.
Urban interests were weak and aristocracy was strong (which resulted in strong political
Right), and the policy of protectionism was favoured.  As a result, in the 1930s Austria in-
curred a civil war, a fascist regime, and the defeat in the war with Germany. Corporatism
after 1945 was the result of these experiences and not long-term developments.

Katzenstein's argument thus consists of two rather distinct parts. The first argues
that small size of a country creates the need of unity and cooperation within the country
and thus facilitates corporatist arrangements, the second part identifies the background
socio-economic conditions which led to the emergence of the tradition of political accom-
modation. Katzenstein admits that the model is over-determined, and thus does not
satisfy strict scientific criteria. Still, the explanation in the second part seems to have
sufficient plausibility and is widely accepted (e.g., Crouch, 1993). It should be noted that
the two parts of the theory do not play an equal role in the explanation. Size is neither a

necessary condition for corporatism (as demonstrated by Germany) nor a sufficient con-

dition   (and is shown by Ireland and Portugal).    If  we  omit the first  part  of the theory
and rely only on institutional explanations, the theory does not loose its validity. Still,
Katzenstein's argument about the role of size seems quite plausible.

Katzenstein suggests that corporatist arrangements have been legitimated by a po-
litical tradition. It can be argued that ultimately political arrangements are legitimated
by culture, and such legitimation is necessary for these arrangements to endure. Thus,
if legitimation is indeed an important factor, we may expect the character of the process

TIn the Scandinavian countries and Switzerland an independent peasantry retained a very strong role,
while the Netherlands and Belgium were politically dominated by urban producers and merchants, with
close connections to rural communities.
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of policy formation and implementation and the character of industrial relations to be
influenced by cultural characteristics of societies.

Crouch (1987, 1993) suggests that the differences in the predominant modes of eco-
nomic policy formation and implementation are largely determined by differences in basic

attitudes of the agents involved. Crouch argues that political agents and groups, in dealing
with a conflict that has occurred in the relations between them, use a satisficing model.

The information is too imperfect and cognitive capacities are too limited for using the

perfect rationality model. Usually therefore "a solution will be thought that involves as

little disturbance as possible to known and understood principles of organization, that
enables most use to be made of predictabilities from past experience" (Crouch, 1987, p.
179).    Innovations do happen,  but will usually be carried  out  in  a  way that preserves  as

many familiar aspects as possible.   " The issue  is not legal  form or ideology. but differing
national traditions of how interests are to be dealt with. Is the use of functional organi-

zatioIls as co-opted agents of order something that contradicts fundamental assumptions

about the occupation of political space, of legitimate boundaries between public and pri-
vate, state and society? Or is it something which political elites and dominant groups
find familiar and unchallenging?"  (p.  189).  Thus, "once certain patterns of state/society
relations have become established, they can be very enduring indeed, surviving dramatic

regime changes and major shifts in the balance of power between interests" (p. 210).
A central concept Crouch employs is that of 'political space', which is "that range

of issues over which general, universal decisions are made within a given political unit,
particularly decisions which are seen by political actors to affect overall social order" (p.

180). Although this range varies with time and between societies, this issue is left beyond
the scope of analysis.

Till the eighteenth century the main actors in politics were organized functional in-
terests (land-owners, guilds etc.). The political space was shared: the states delegated
several political functions to guilds and similar corporate bodies. Each society at some
point in the eighteenth or the nineteenth century entered a phase of parliamentary lib-

eralism (and thus, bourgeois individual representation rather than the functional one).
Sharing the of political space came to an end, the space was monopolized by specialized

political institutions: legislature, executive and judiciary. Civil society influenced these

institutions only through elections. Functional interests could approach the political in-
stitutions as pressure groups, but their direct involvement was considered as a form of

corruption. Economic collapse of 1873 led everywhere to a transition from a purely com-
petitive phase of capitalism into that of 'organized capitalism'.  At the same time the
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organization of labour became an issue that all countries had to take seriously. Thus, a
new rise of organized economic interests (mainly capital and labour) began. The state
could either continue to cope with organized interests through a mixture of market forces
and external regulations, or interpenetrate them and engage them in the task of securing
order. Different states made different choices, and these choices have determined the dif-
ferences in polities that remained essentially unchanged till present. While the events of
the twentieth century influenced the balance of powers among the different social forces,
the way in which these changes have been accommodated has deeper historical roots.

Crouch suggests that the extent to which modes of behaviour of a pre-parliamentary
phase survived during the period of parliamentary liberalism had a significant impact
on the choices mentioned and thus on modern forms of interest accommodation (and in
particular,   on  the role which neo-corporatist institutions acquired). In particular,   two
aspects of the evolution of political organization were crucial.

The first aspect is the character of settlement of the relationship between the state
and the church in a given society. How this relationship was organized largely determined
whether and to what extent the political space was shared long before the eighteenth-
nineteenth centuries, when the issue of the civil society emerged; in several societies it
remained an important issue throughout the subsequent period.     " To the extent   that
the liberal state had to struggle to assert its autonomy from and superiority over an
established religion, it became exceptionally 'jealous' of the political space, reluctant to
share it, and thus exclusive in its claims to sovereignty, while-pro-church forces tended to
inherit traditions of space-sharing.  This led to profound 'divisions over access to political
space. Other religious patterns have been less determinative or have inclined towards
greater consensus over space-sharing" (p. 182).

Four basic patterns can be distinguished. Where Catholicism was a dominant religion,
it claimed a political loyalty independent and superior from that of the state. The Catholic
concept of the state was corporatist.  In some countries these claims never were challenged
by a secular liberal state. Catholicism was able to secure a hegemony that eventually
ensured a general acceptance of its concept of the state. In other countries a secular
liberal state claimed a political loyalty of its own, and thus confronted Catholicism in a
fundamental way. Such confrontations typically lasted for decades. Protestantism, on the
other hand, did not claim a superior political loyalty, and the state had no reasons to
guard a 'political space' on these grounds. Finally, in some countries religious cleavages
existed. These eventually led to emergence of consociational practices.

The second aspect is the length of the interval between the destruction of ancient



6.4.  Explanations of diversity: literature review 229

guilds and corporate institutions and the construction of typically 'modern' interest or-
ganizations (after 1873). In some societies a successful attack by liberal forces on old
corporatist institutions occurred long before the 1870s and effectively destroyed the lega-
cies of shared political space. In other societies a liberal attack was not as successful, or
even did not occur at all. The larger is the interval between the abolition of old corporate
institutions and the 187Os, the less likely became the state to tolerate sharing the political
space, and the less likely were organized interests to aspire for participation of that kind.
Thus, the larger is the interval between the abolition of old corporate institutions and the
187Os, the less likely were neo-corporatist institutions to appear.

Crouch proceeds to apply this theory to the political evolution in Western European
countries.

In France, after the revolution of 1789, the state attempted to integrate the nation
around republican symbols as opposed to the Catholic Church. This caused a long-term
confrontation between the state and the Church. Guilds and other corporate forms were
thoroughly absorbed within the old regime and connected with the Church; their abolition
was therefore central from the state's point of view. The Le Chapellier laws of 1791, and
later the Code Napoleon, essentially placed all functional associations outside the law.
Trade unions remained illegal till 1884. The labour movement which began to develop (at
first illegally) had found the state unaccessible and thus became highly oppositional. This
made labour increasingly unattractive as a potential 'social partner', and thus reinforced
the tendency of the state to guard the political space. In addition, the early onset of
industrialization meant that when the era of organized capitalism arrived, reemergence
of old corporate traditions was hardly a possibility. Thus corporatist principles could be

implemented only if Catholic conservatism won over liberalism. This happened following
German occupation in 1940, and led to the establishment of the Vichy regime. The corpo-
ratism of the latter was, however, only a facade. After the war corporatist arrangements
had been abolished and were never reestablished.

Rather similar developments occurred in the other Southern European countries where
the liberal state found it necessary to take a militantly anti-Catholic stance: Italy, Spain,

and Portugal. The difference was mainly that authoritarian regimes with corporatist
facades were established without external intervention and lasted longer.

The legacy of liberalism in the Hapsburg empire was one of the weakest in Europe.
The state remained unmodernized and dominated by the Church. It continued to share
the political space with the approved organized interests, and the old corporatist struc-
tures continued to play a significant role. The rise of liberal movement in the late 1940s
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did not lead to the abolition of these structures, but rather to an incorporation of new
middle classes into them.  What the Austrian, Czech and Hungarian middle classes sought,

and obtained, was not laissez-faire but the representation in the compulsory Kammern.

For the young labour movement a participation in this system was an obvious route to

acceptance and influence. Organized labour has secured it after 1918. Thus, in no other
country the continuity of functional interests representation was less broken. While the
balance of forces changed dramatically throughout this century, the model survived and

shaped the strategies of both fascists after their victory in the civil war in the 1930s

and socialists and Catholics who emerged as dominant political forces after the Second

World War. It is not surprising that nowadays the Austrian political system has, in many
researchers' opinion, the strongest degree of corporatism in Europe.

Lutheran churches have historically been obedient to national institutions, having a
status approaching the one of 'civil service' within the state and not claiming a superior
political loyalty like the Catholic Church did. Liberal states in countries where Protes-

tantism dominated had thus no need to guard the political space from the Church. Thus,
the second aspect - the interval between the abolition of old corporatist structures and
the rise of organized capitalism - was decisive in this group of countries.

The Swedish state remained rather authoritarian until the end of the nineteenth cen-

tury. Corporate institutions, to which some political functions were formally delegated,
lasted until 1865.  The era of liberalism in the political system thus began less than a
decade before the era of organized capitalism. The subsequent establishment of neo-
corporatist arrangements thus should not be surprising.

In Denmark liberalism has won relatively early. But the modernization thrust em-
braced mainly agriculture and related industries, without the development of large-scale
enterprises. The farmers, even the liberal ones, did not welcome the introduction of free
markets. From the 1840s the crucial unit in agriculture was a cooperative; from this base
a network of state-subsidized but autonomously organized local institutions (schools etc.)
developed; guild structures remained relatively intact. When the labour movement de-
veloped at the end of the century, the employers found it easy to engage it in centralized

negotiations over labour market conditions, and state showed no reluctance to share the

political space in this way.
Norway, although a Swedish colony, was allowed to develop institutions autonomously;

the character of this development was very similar to that in Denmark.
Finland was a Grand Duchy of Russia throughout the nineteenth century. However,

the religious organization and governmental structures, formed during the preceding five
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centuries of Swedish rule, were left almost intact. A liberal challenge in Finland did not
emerge. Old corporate structure lasted till 1906.

Thus, corporatism in Nordic countries is well anticipated by the model.
The Prussian-German state had a sizable Catholic minority in the south, but it could

not threaten the political form in the whole country and thus was not a big problem
for the state. Since the dominant church was Lutheran, the situation regarding the first
explanatory factor was similar to Scandinavian countries. At the same time, initially 'a
state in search of a society', Prussian state had to absorb existing corporate structures
into itself in order to achieve legitimacy. Guilds and corporate structures were never fully
abolished. Liberalism was weak. The regime thus never found it necessary to establish a
clear state-society distinction. Labour movement developed in tightly organized bureau-
cratic organizations initially out of oppositionism: if capital and the state expressed their
strength in this way, labour must too. But once such organizations developed they took
advantage of representational opportunities provided by the German state.

Thus before Nazism Germany was as rich in corporatist potential as any other country
in Europe (with a possible exception of Austria). However, Germany has not developed
as extensive neo-corporatist arrangements as Austria or Scandinavian countries. There
are, of course, inherent difficulties in maintaining straightforward neo-corporatism in a
large country (especially   the   one   with a federal structure). In addition, the events   of
this century influenced the mode of policy formation much more than in other countries.
First, German capital was extremely authoritarian, which made it difficult for labour
to get access to corporatist institutions till this authoritarianism diminished after 1945.
Second, efforts to impose certain Anglo-American political forms after the Second World
War weakened the corporatist tendencies somewhat; indeed, given the magnitude of these
efforts, it is remarkable how corporatist institutions were rapidly reconstructed.

The Anglican Church relied on informal, 'gentlemanry' arrangements in order to keep
its peace with the ruling class. The British state had no grounds for jealousy over the
political space.  At the same time, Britain was the first country to industrialize, and
the attack of liberal bourgeoisie on corporatist structures came very early  Thus, the
tradition of sharing the political space had largely disappeared by the time employer
and labour organizations began to form. The state had not shared the political space
for centuries and was not prepared to start at the end of the nineteenth century.  On
the other hand, participating in the political space by functional interests was something
completely unknown and barely imaginable for leaders of emerging new organized interests
- labour and capital; they did not expect and did not seek any political role.  As a by-
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product of this, the organizations of capital and labour remained extremely decentralized.

Crouch argues, however, that this is not a sufficient explanation for the British pattern,
and invokes another factor (which he names 'ideological', although 'cultural' may be a
better label). Until at least the 1970s the organized interests were considered as being
outside the Common Law. "The most significant moment was the Trade Union Act of

1871, which made the historically important decision to embody trade union rights in
the negative form of immunities rather than positive rights, on the grounds that to grant

rights to organizations would impugn the essential individualism of the Common Law.

This is significant, not only in itself, but in demonstrating how alien to English liberalism

was the idea of co-opting organizations as elements of public order" (Crouch, 1993, pp.

193-194).

Ireland was in the nineteenth century completely dominated by British authority and
did not have an opportunity to develop its own polity. This British legacy continued to

determine the forms of interest representation throughout this century.

In Switzerland and the Netherland the Catholic-Calvinist division existed. In both

countries, the attempts by any one community to dominate failed. At the end, a consoci-

ational political accommodation was established. The state needed to share the political
space with civil society groups because it could not effectively monopolize this space.

Consociational and corporatist principles of organization are, obviously, easily compat-

ible, and there was not much difficulty for actors who have accepted one set of principles

to accept the other set. Since Catholic groups were established as a part of the modern

state, the Catholicism's doctrines of corporatism were able to enter political relations.

In Switzerland, the additional factor was that the state was extremely weak; it was
dominated by aristocratic groups and did not experience an absolutist phase. All these

factors led to virtually indefinite boundary between the state and society, with many

public functions borne by private groups. It is not really a straightforward corporatism
because of the degree of decentralization, but it is not a straightforward liberalism either.

The state in the Netherlands was not much stronger and also did not have an absolutist

phase, although it was dominated by bourgeois rather than aristocratic groups. The
character of corporatism which finally emerged was, however, more orthodox than in
Switzerland.

Belgium till 1831 was under the Dutch Calvinist rule. Antagonism to this rule led to
an early Catholic/Liberal alliance. After the independent Belgian state was formed, the
southern European pattern of conflict between a liberal state and Catholicism emerged.

However, because of the earlier Catholic/Liberal alliance the conflicts never were as strong
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as in Southern European countries. In addition, the newly formed state was to some extent
dependent on private groups in managing the public space. Thus, important elements
of consociationism developed, although to a lesser extent than in the Netherlands.  At
the same time, an early industrialization meant that old corporatist structures eroded

long before the onset of organized capitalism. Thus, Belgium draws on many different
legacies; it is therefore not surprising that it has developed corporatist elements but their
maintenance encountered  with very significant  tensions8.

Crouch's book (1993) was highly praised by the reviewers, who contrasted it with pre-
vious 'superficial' explanations of incidence of neo-corporatism (e.g., Brown, 1995).  This
theory is rich enough both to identify important general regularities and to provide a

quite comprehensive explanation of developments in each Western European country; in
this sense it has been an exceptional achievement. Equally powerful and more plausible
explanation seems unlikely to emerge. This approach does not directly address character-
istics of industrial relations. However, to the extent the latter are influenced by the mode
of policy formation and implementation in the country, Crouch's theory can have some
power in explaining differences in systems of industrial relations as well.

The main explanatory factor Crouch uses - the differences among societies in atti-
tudes towards boundaries between private and public - is cultural. True, these differences

can be (for the most part) explained by peculiarities of political evolution in individual
countries. At the same time, the attitudes in question are an extremely important for
society's functioning. As such, they are unlikely to be uninfluenced by society's societal
norms. If these attitudes are indeed a major factor influencing the process of economic

policy formation and implementation, the characteristics of this process will be connected
with societal norms. To the extent modes of policy formation and implementation influ-
ence characteristics of industrial relations, the latter will then be connected with societal
norms as well. Societal norms, of course, may influence systems of industrial relations
also through other channels. Whether the connections we hypothesized in this paragraph
indeed exist is the subject of our analysis in the next section.

8 Note  that for countries Katzenstein considers (except Austria and partially Belgium), Crouch gives

the same explanation as Katzenstein does, except Crouch omits size as an explanatory variable.  In
Crouch's explanation, Katzenstein's vulnerability because of the country's size is replaced by a satisficing
model of decision-making.
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6.5 Cultural characteristics, industrial relations and
modes of economic policy formation and imple-
mentation: Empirical analysis

In this section we investigate whether the differences and similarities among countries in
the character of their industrial relations systems and countries' predominant modes of

policy formation and implementation, identified in Sections 6.2 and 6.3, are related to
differences and similarities in cultural characteristics of the countries.

We start with modes of policy formation and implementation. Table 6.8 reproduces
Table 6.1 and also groups countries according to the scores on cultural dimensions. We
see that organized interests have been for considerable periods of time closely involved in

policy formation and implementation in countries with high Uncertainty Avoidance and
small Power Distance, and in countries with low Uncertainty Avoidance and low Masculin-

ity. No close involvement of organized interests in policy formation and implementation
is observed in countries with large Power Distance, and in masculine enough countries
with low Uncertainty Avoidance. In these countries attempts to establish the mecha-
nisms in question have been unsuccessful (although it is too early to make judgements on
developments  in this respect occurring  in the 199Os).

Two other typologies introduced in Section 6.2 distinguish, among GPE countries,
societies which never experienced significant tension in maintaining GPE arrangements
from those that did at some point, and countries where the role of GPE arrangements
declined during some period from those in which it did not. Table 6.9 reproduces columns
1 and 2 of Table 6.2 and also includes the Uncertainty Avoidance scores.  We see that
the degree of stability of GPE arrangements has been different in countries with different
cultural characteristics: in countries with low Uncertainty Avoidance these arrangements
underwent significant tensions, while there have been few such tensions in countries with
high Uncertainty Avoidance. Table 6.10 reproduces columns 2 and 3 of Table 6.2 and
also includes the Uncertainty Avoidance scores. While the correspondence of cultural
characteristics with presence or absence of a decline in the use of GPE arrangements is
not as perfect as in the previous case, in fact Norway, the only country where the use of
GPE arrangements experienced considerable tensions but has not declined, has a rather
high UA score (50). This suggests that among forces leading to GPE arrangements,
those connected with high Uncertainty Avoidance are stronger than those connected with
Femininity. It may also be conjectured that although GPE arrangements in both types
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Table 6.8: Culture and modes of policy formation and implementation
Generalized Austria High
political Finland Uncertainty
exchange Germany Avoidance

Switzerland (258)
Denmark Low

Netherlands Masculinity Small

Norway (514) Power
Sweden Low Distance

Pluralism and/or Canada Uncertainty (540)

political exchange Great Britain High Avoidance

(thus, no Ireland Masculinity (553)

generalized New Zealand (252)

political exchange)  USA
(Australia)
France Large

Italy Power Distance

Spain (250)

of countries have some characteristics in common (which allows to call them both GPE),
they in fact may be rather different arrangements with different stability properties. We
shall return to this issue later in this section.

We turn now to the indicators reflecting the character of industrial relations systems,
introduced in Section 6.3. We start from the extent to which bargaining between labour

and capital is centralized.

Table 6.11 reproduces Table 6.3 with the addition of countries' scores on cultural
dimensions. Analyzing the table, we can identify some relationships between cultural
characteristics of countries and the extent of centralization of bargaining. Countries where
centralized negotiations took place only on one or two occasions, if ever, are mostly
countries with relatively large Power Distance, or masculine small-PD low-UA countries.
Switzerland is a conspicuous exception. On the other hand, countries where centralized

bargaining took place for most of the period are mostly rather feminine countries; the
exception is Austria. At the same time, countries of the intermediate groups (group 5 in

particular) are very diverse in their cultural characteristics.
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Table 6.9: Culture and the level of tension in GPE arrangements

UA score
No significant Austria               70
tensions in GPE Germany         65
arrangements Switzerland         58

(Finland)          59
Significant Norway             50
tensions in GPE Netherlands      53
arrangements Sweden              29
at some point Denmark             23

Table 6.10: Culture and stability of GPE arrangements
UA score

Stability in the use of Austria            70
GPE arrangements Germany          65
in the post-war period Switzerland       58

(Finland)         59
Norway            50

Decline in use of Netherlands         53
GPE arrangements Sweden               29
at some point Denmark             23

The same tendencies are visible in a more coarse classification: countries where cen-
tralized bargaining did not occur for most of the period (groups 1-3) are mostly countries
with relatively large Power Distance, or masculine small-PD low-UA countries (with the
exceptions of Germany and Switzerland), while countries where centralized bargaining
took place for most of the period (groups 5 and 6) are mostly feminine countries (with
the  exception of Austria, Belgium and Ireland).

Looking from the perspective of cultural characteristics, in most of relatively high-PD
or relatively masculine small-PD low-UA countries centralized bargaining did not occur for
most of the period (Belgium and Ireland are the exceptions)9,  and in all relatively feminine

gThese exceptions are not artefacts of using the groups of countries. Belgium and Ireland are not
marginal countries in their cultural groups, rather the opposite. Belgium has the second highest Power
Distance score in the whole sample, and thus cannot be moved from the group of large-PD countries to
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countries it took place for most of the period . There seem to be no regularity whatsoever

among relatively small-PD high-UA countries (Austria, Finland, Germany, Switzerland):
we find two of them in each of the 'coarse' groups, and in a finer classification we find each

of the four countries in a different group, with Austria and Switzerland on the opposite

ends of the spectrum. Given that the modes of policy formation and implementation in
relatively small-PD high-UA countries are similar to each other and are the most stable of

all the countries involved, and that the character of policy formation and implementation
and the character of industrial relations are related, the diversity of the organization of

bargaining in these countries is very surprising and suggests that formal organization
of collective bargaining may not reflect well enough how these relationships are indeed

organized. This suggestion is reinforced by the fact that Belgium and Ireland, with
centralized negotiations, have significantly higher incidence of industrial conflict than
other countries where centralized bargaining takes place, and that these are precisely the
countries which represent the exceptions from general tendencies.

We can conclude that there is a correlation between the degree of Masculinity and
the extent of resort to centralized bargaining. There is also a tendency for large-PD

and for masculine low-UA countries not to conduct negotiations at the national level,

although exceptions exist. However, almost a third of the countries does not correspond
to identified tendencies.

As we have seen in Section 6.3, several authors argued recently that the degree of
centralization of collective bargaining perform much worse than some other variables

reflecting the character of capital-labour relations in explaining cross-country differences

on some important economic indicators. We shall now consider whether the alternative
variables suggested by these authors and described in Section 6.3 are correlated with
cultural characteristics.

We start with Soskice's evaluation of the degree of economy-wide coordination of wage
determination, reported in Table 6.4. Table 6.12 reproduces that table and also shows

positions of countries on cultural dimensions. We observe clear relationships between cul-

tural characteristics and the degree of coordination of wage determination. Coordination
is low in large-PD and in masculine low-UA countries, and relatively high in feminine and

in small-PD high-UA countries. Thus, we observe the same tendencies as for the previous

indicator, but now small-PD high-UA countries also come together. Note also that the
emerging pattern corresponds to the pattern observed in the case of GPE arrangements.

another group. Ireland has the lowest Uncertainty Avoidance score and the highest Masculinity score in

its group of low-UA masculine countries and thus also cannot be moved to another group.
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Table 6.11: Culture and the role of centralized bargaining between labour and capital,
1946-1990

Incidence of
centralized PD UA MAS
bargaining

1. Never Australia  36 51 61
Canada  39 48 52
New Zealand    22    49     58
USA   40 46 62
Switzerland 34 58 70

2.   One or two Great Britain   35   35    66
occasions France         68   86   43

Italy   50 75 70

3.   A few occasions Germany  35 65 66

4.    Most of time in the Finland  33 59 26
latter half of the period,
almost always successful

5.   Most of time. Belgium  65 94 54
Often unsuccessful Ireland  28 35 68

Netherlands 38 53 14

6.   Most of time. Austria                            11           70             79

Almost always Denmark  18 23 16
successful Norway  31 50 8

Sweden  31 29 5
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Table 6.12: Culture  and he strength of economy-wide coordination of wage determination

(Soskice, 1990)
Soskice's index  PD  UA  MAS

USA            0      40  46  62
Great Britain         0         35   35    66
France 1.5       68   86   43

Italy     2  50 75 70
Netherlands   3  38 53 14
Germany 3.5              35     65       66

Sweden    4  31 29 5
Norway 4        31   50    8

Switzerland   4  34 58 70
Austria 5 . ,   11  70  79

We should note that Soskice does not consider the two countries which were the exceptions
from general tendencies when we considered the level of collective bargaining: Belgium
and Ireland. We shall not speculate about these countries and will simply note that we
should exercise some caution in the interpretation of these results.

Table 6.13 reproduces Crouch's (1993) classification of countries according to inten-

sity of interaction of labour and capital introduced in Table 6.6, and adds the grouping of
countries by their positions on cultural dimensions. We can see that there is a close cor-

relation between the cultural characteristics of the countries and the intensity of relations
between labour and capital. Not surprisingly, given the criteria Crouch uses, the character
of correlation is similar both to the character of correlation of cultural characteristics with
the extent of resort to centralized bargaining (the present correlation is, however, much

sharper) and to the character of correlation of cultural characteristics with the predomi-
nant modes of policy formation and implementation. Belgium is the only exception from
the pattern.

Finally, we consider Therborn's classification of the ways industrial order is struc-
tured in countries which enjoy industrial peace (see Table 6.7).  We note first of all that
all countries with a low level of industrial conflict in the post-war period - Austria, Den-
mark, Germany, the Netherlands, Norway, Sweden and Switzerland - are either feminine
low-UA societies or small-PD high-UA countries. Table 6.14 reproduces Table 6.7 with
additional columns indicating the UA and Masculinity scores of the countries.  It is obvi-
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Table 6.13: Culture and intensity of relations among labour and capital
Neo-corporatism Belgium Lange POll)€T Distance (65)

Austria                       High
Finland Uncertainty
Germany Avoidance
Switzerland (258) Small

Denrnark Low Power

Netherlands Masculinity Low Distance

Norway (514) Uncertainty (640)
Sweden Avoidance

Bargaining/ Great Britain High Mascu- (553)
contestation Ireland linity (252)

Ftance Large

Italy Power Distance

Spain (250)

ous that generally a peaceful industrial order is achieved through 'institutionalization of
consensus' in (small-PD) high-UA countries and through institutionalization of conflict'
in (feminine) low-UA countries. When the level of Uncertainty Avoidance is intermediate
the outcome is less certain: the two countries with an intermediate level of Uncertainty
Avoidance - the Netherlands and Norway - established different mechanisms of indus-
trial order.  It is notable that, as we have seen in Sections 6.2 and 6.3, 'institutionalization
of consensus' proved to be significantly less stable in the Netherlands than in other coun-

tries, while 'institutionalization of conflict' in Norway proved to be more stable than in
other countries. It emerges thus that the degree of stability of mechanisms through which
a peaceful industrial order is maintained is correlated with the level of Uncertainty Avoid-
ance. However, countries where this level is intermediate can sustain 'institutionalization
of conflict' better than institutionalization of consensus'.  A high level of Uncertainty
Avoidance thus appears to be a prerequisite for stability of the latter mechanism.

We have seen above that the degree of stability of GPE arrangements is also correlated
with the level of Uncertainty Avoidance. The results on the mechanisms of peaceful indus-
trial order corroborate our suggestion made in the course of that analysis that although
GPE arrangements in (small-PD) high-UA countries and in (feminine) low-UA countries
have some characteristics in common, they in fact may be rather different arrangements
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Table 6.14: Culture and ways of structuring of a peaceful industrial order

UA MAS
Institutionalization Austria   70 79
of consensus Germany 65 66

Switzerland 58 70
(Netherlands) 53 14

Institutionalization Denmark   23 16
of conflict Norway 50    8

Sweden 29    5

with different stability properties.
To conclude, the formal structure of industrial relations has some correlation with

cultural characteristics of the countries.  At the same time, formal structure organization
of industrial relations often does not reflect important aspect of how these relationships
are really organized. It appears necessary to take these features into account if we are
to understand the impact of the character of industrial relationships on economic perfor-
mance. Different aspects of this, captured by the classifications of Soskice, Crouch and

Therborn, have high correlations with cultural characteristics of the countries.
For all indicators we have considered, both relating to modes of policy formation

and implementation and to industrial relations, a similar pattern emerges: (almost all)
relatively large-PD countries and relatively masculine small-PD low-UA countries have
different characteristics than (almost all) relatively feminine small-PD low-UA countries
and relatively small-PD high-UA countries. Some differences exist also between the two
types of countries within the latter broad groups.

6.6 Cultural characteristics, industrial relations sys-
tems and modes of economic policy formation
and implementation: Theoretical analysis

The evidence of the previous section indicates that cultural characteristics of a country
have an influence on the predominant mode of economic policy formation which emerges

in this country, and on at least some characteristics of its system of industrial relations.
Can we identify mechanisms of this influence? Since culture is a collective mental pro-
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gramming, it will influence these organizational phenomena through mental programmes
of agents involved, in this case members of the governments and leaders of trade unions
and employers' organizations. As we have seen in Section 6.4, the theory (suggested by
C. Crouch) which to date provides by far the best explanation of the differences in the
predominant modes of economic policy formation and implementation and in intensity of
industrial relations, also suggests that these differences are largely determined by differ-
ences in particular basic attitudes of the agents involved. "The issue is not legal form
or ideology, but differing national traditions of how interests are to be dealt with. Is the
use of functional organizations as co-opted agents of order something that contradicts
fundamental assumptions about the occupation of political space, of legitimate bound-
aries between public and private, state and society? Or is it something which political
elites and dominant groups find familiar and unchallenging?" (Crouch,  1987,  p.   189).   As
we have seen in the previous section, Crouch argues that the former was the case in the
countries listed in the bottom part of Table 6.5, and the latter - in countries listed in
the top part. Our task is thus to try to show how these attitudes are connected with rele-
vant cultural dimensionsio. It should be noted that these attitudes  are  also the object  of

analysis by Jepperson and Meyer discussed in Section 2.4, who also arrive at a classifica-
tion correlated with countries' differences on cultural dimensions. The attitudes towards

sharing the political space and the legitimate boundaries between state and society are
exactly the attitudes we would identify as potentially influencing the governance system

in question. We would argue, however, that at least one other component of mental mod-
els is important, particularly for the system of industrial relations: the attitude towards
different ways of handling disputes.

We employ the same methodology as was used for the systems of industrial finance in
Section 5.3. We proceed from an empirical observation that modes of policy formation
and implementation and systems of industrial relations in developed Western countries

10Crouch suggests that basic attitudes he identifies were shaped in each particular country by a charac-
ter of political development in the country in the eighteenth and nineteenth century. The correlation with
Hofstede's dimensions suggest, at the very least, that these attitudes are coherent with some other basic
attitudes and are a part of a societal norm. Such coherence is unlikely to be completely accidental, and
it may be suggested that the attitudes in question were influenced not only by the character of political
development but also by the value system of society reflected in Hofstede's dimensions.  In fact, Crouch
has to refer to broader cultural characteristics of the countries in explaining the developments in Britain.
We will not speculate about the relative importance of value systems and political developments in shap-
ing attitudes in question, or the extent to which value systems have influenced political developments or
were influenced by them.
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have different characteristics on some dimensions. We do not investigate under what
conditions the differences would indeed exist. We first analyze how differences on partic-
ular dimensions may lead to differences in the two attitudes mentioned above; we thus
consider two 'ideal types' of societies on each dimension.  We then consider combinations

of 'ideal types' of several dimensions (e.g. a 'masculine small-PD low-UA society').  As

we noted in Subsection 5.3.1, in the analysis of developed Western countries we can re-

strict our attention to four combinations of'ideal types': (1) small-PD low-UA masculine,

(2) small-PD low-UA feminine, (3) small-PD high-UA masculine, (4) large-PD high-UA

(masculine) societies. 'Ideal types' (1) and (2), (1) and (3), (3) and (4) differ only on

one dimension. We compare the three pairs of combinations of 'ideal types' mentioned

above, which are similar on all cultural dimensions except one. We thus compare two
'ideal types' on the dimension which is not fixed, given the position on other dimensions.

We analyze whether, given the characteristics which are fixed, one of these 'ideal types'

is more conductive to the development of intense and peaceful labour-capital interaction,
or of GPE pattern of policy formation and implementation, than the other 'ideal type'.  If
cultural factors indeed exercise an important influence of the characteristics of the system
of industrial finance, and if we can identify major channels of such influence, the empirical
differences should correspond to theoretical ones. We investigate whether this is indeed

the case.

The readiness of the state to share the 'political space' depends on the perception of the

nature and functions of the state by its officials and other political agents. The differences

in Power Distance will obviously have the largest influence here. Recall from Section 2.3

that in large-PD societies inequality is existential: a majority of people perceive that

there should be an order of inequality in which everybody has a rightful place, and such

an order provides the best protection for everyone; powerful should be interdependent,

and powerless - dependent; superiors consider subordinates as being of a different kind;
subordinates also consider superiors as being of a different kind, powerful people try (and
are expected) to look as powerful as possible. Sharing political space is in fundamental

contradiction with these attitudes; it is thus unlikely to be contemplated by the state or

expected (or sought) by organized interests. On the other hand, in small-PD societies

hierarchy in society is an inequality of roles established for convenience; powerful and
powerless are viewed as interdependent; superiors consider subordinates as people like
them; subordinates also consider superiors as people like them; powerful people try (and
are expected) to look less powerful than they are. In this societies the government may

have little qualms about sharing of political space.
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The attitudes towards diferent mechanisms of handling disputes. Consider two parties

which are involved in a dispute over some issue, such that the gain for one party involve

a concomitant loss for another party (the example is a dispute of the employer and the
employees over the size of wages). This dispute can be resolved in two ways, which call
be called competition and achieving compromise (or cooperation). In the former case the

dispute is resolved through 'measuring relative strength' of parties, their relative ability
to incurring some damages on each other. In the compromise mode a stronger party may
refrain from using its power in full, and accept a solution which may be worse than what it
could achieve had it used this potential. This party may follow this strategy because the

strategy of competition is associated with costs which are not present in the compromise
mode, and these costs outweigh the benefits from pursuing a competitive strategy. More
formally, suppose that Y is value added, capital is a stronger party and it can ensure a

share a of the value added through a competitive mode of resolution.  This mode, however,
incurs (perceived) costs k on capital. Achieving a compromise reduces the share of capital
in value added to b but allows to avoid the costs. Then capital would agree to compromise

if (a-b)Y<k.
The costs of the competitive mode which are eliminated in a compromise mode may

be of several kinds.

1. The open conflict imposes significant costs on the party which are avoided through

compromise.

2.  Even if the competition does not result in an open conflict and parties negotiate
the outcome on the basis of their relative power, the relationships between them
become adverse. Thus, a potential for an open conflict and associated costs will be

higher in future dealings with disputes on the same issue.

3. Suppose party A is weaker on a particular issue than party B. However, party A
may be stronger on other issues with which the parties will have to deal in the
future. If a compromise is achieved now on the issue at hand, party A may promise

to reciprocate by compromising on these future issues.  Thus, if party B refuses

to compromise it bears the costs of loosing the advantages from compromises on
future issues. Whether the promise of party A is credible will, however, depend on
the level of trust between the parties.

Many factors would influence the 'true' size of the costs k and the perception of
the magnitude of these costs by agents. In particular, agents in different countries may
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perceive these costs differently because of differences in their mental model induced by
cultural differences.

Furthermore, parties often may not know all benefits and costs of a particular mode of
resolution of disputes. The previous experience of other agents may have highlighted some
of these benefits and costs and established a perception that one pattern is, in general,
more effective than the other (either froin agents' point of view or from the point of view
of society as a whole). This perception may be incorporated as a cultural norm.  Thus,
even if the parties do not perceive a clear advantage of one mode of dispute resolution over
the other, they may have different propensities for competition or compromise solutions
because of differences in societal norms.

We consider now what implications cultural differences may have for attitudes towards
different modes of dispute resolution.

In a high-UA society a majority of people have a strong need for consensus and seek
to avoid conflict and competition (which may unleash aggression and in general increases

uncertainty), while   in a low-UA society   it is believed that conflict and competition  is
natural, can be contained at the level of fair play and used constructively. In a high-UA
society people also worry more about the future, while in a low-UA society they are more
prepared to live day by day. This implies a greater readiness to sacrifice immediate gains
on specific issues if this may increase stability, or bring benefits in the future on some
other, perhaps more important issues, and there is a reasonable assuredness that these
benefits will be forthcoming. Finally, a feeling of national interest (and thus common
interest of all people of the nation) is stronger in a high-UA society. The parties may
perceive (consciously or unconsciously) that peaceful relations and cooperation between
them contribute to social peace and cohesion and thus to national interest. The empirical
research shows that consensus and consultative leadership within firms are strongly ap-
pealing to people in high-UA societies; to some extent this must be true for relationships
outside firms as well. Thus, cultural norms of a high-UA society favour a compromise
mode of conflict resolution more than in a low-UA society.

In a feminine society, the ideal is interdependence and people believe in group decisions.
At the firm level, and probably to some extent on higher levels as well, people consider
cooperation important, and managers less interested in independence. In a masculine
society, on the other hand, independence is the ideal, and people believe in independent
decisions. At the firm level people care more about personal success than cooperation,
and managers strive for independence and self-realization.

Finally, in a large-PD society the partners are not likely to trust each other to honour
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their obligations about the future conduct. This is especially true since labour and capital

possess unequal power and realize this. They perceive each other as being 'of a different

kind', and capitalists try to look as powerful as possible. In these conditions intense

relationships and compromise-seeking between these parties are unlikely.
We would expect the relationship between labour and capital to be more intense and

peaceful in societies where cultural characteristics are more conductive to a compromise
mode of dispute resolution.  Thus, in relatively masculine small-PD societies, we would

expect the relationship between labour and capital to be more intense and peaceful in

societies with higher Uncertainty Avoidance. In relatively small-PD low-UA countries,
we would expect the relationship between labour and capital to be more intense and

peaceful in more feminine societies. Finally, in masculine high-UA societies, we would
expect the relationship between labour and capital to be more intense and peaceful in

societies with smaller Power Distance. As we have seen in the previous Section, this is
indeed the pattern observed in reality.

We address now the character of the process of policy formation and implementation.

Compare first masculine societies with small Power Distance, which differ in the level

of Uncertainty Avoidance. Because of small Power Distance, the government will have
no qualms about sharing a political space, and there is enough basic trust in society to
sustain the GPE pattern. High level of masculinity may present some hindrance in using

the GPE model. In societies with higher Uncertainty Avoidance the government will
be more motivated to share the political space it if it perceives that organized interests

otherwise can disrupt the social order. At the same time, since the GPE pattern requires

a compromise among major political agents, the attitudes of these agents in a high-UA
society will be more conductive for tliis pattern. Organized interests will value more the
benefits of cooperation with the state, compared with the costs of conceding some of their

power.

Compare now small-PD low-UA societies which differ in the level of masculinity. Basic

characteristics of a feminine society, such as interdependence ideal and the appeal of group
decision, may induce the state to be more willing to incorporate organized interests in

policy making compared with a masculine society of a similar kind, and make organized
interests value benefits of participating in this process higher and thus make them more
willing to participate in this process..

Finally, compare masculine high-UA societies which differ in Power Distance. High
Uncertainty Avoidance produces a need for consensus. In a large-PD society, however,
the partners are less likely to trust each other to honour their obligations about the future
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conduct.  This is especially true since labour and capital possess unequal power and realize

this. Thus, they perceive each other as being of a different kind, and capitalists try to
look as powerful as possible. Thus, intense relationships and compromise--seeking between
these parties is less likely than in a low-UA society.

Overall. other factors being equal, the cultural factors disfavour participation of or-
ganized interests in policy-making in a large-PD society. They favour such participation
to a greater extent in a high-UA masculine small-PD society than in a low-UA masculine
small-PD society, and to a greater extent in a feminine small-PD low-UA society than in
a masculine small-PD low-UA society. As we have seen in the previous section, this is
indeed the pattern observed empirically.

We note that mechanisms leading to a compromise niodel are quite different in high-
UA societies and in feminine societies. In particular, the forces facilitating the adoption
of a compromise mode are much stronger in high-UA societies than in feminine societies.
It is not surprising that while both relatively feminine and relatively high-UA (small-PD)
countries adopted this model, it proved to be much more stable iii the latter than in the
former countriesll.

A complementary argument may be build on the basis of Jepperson's analysis dis-
cussed in Section 2.4. As we have seen, 'corporate' polities (typical for small-PD high-UA
societies and feminine low-UA societies) legitimize, institutionalize and control societal

functions, which become more or less sacralized, and legitimize individuals as 'carriers' of
these functions, with some rights and responsibilities attached to them. Subentities are
elements of the system performing functions defined by the society. A compromise mode
of dispute resolution, and participation of representatives of major functions in economic

policy making, are thus not surprising. There is, however, rather little in characteristics
of the opposite, 'associational' polity to prevent the resort to this model.

We should make two qualifying remarks to avoid a misinterpretation of the above

argument. First, as we have seen, in all cases it is not obvious from purely theoretical
considerations that some particular governance arrangements are more likely to emerge
and be sustained in countries with particular cultural characteristics, and less likely - in

11 Strictly speaking,  as we have seen at  the end  of the previous section, the character of consensus  in
the two groups of countries differs as well.  From the above discussion it is not surprising that high-
UA countries mostly 'institutionalize consensus' while low-UA feminine countries mostly 'institutionalize
conflict'. The differences  in the degree of Uncertainty Avoidance and their implications discussed above
suggest that low-UA parties would fear conflict less and would restrict the freedom of action of agents
less than high-UA societies.
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countries with other characteristics. In all cases there are countervailing tendencies. The
relative strength of tendencies caused by each characteristic cannot be evaluated purely
theoretically and is an empirical issue. We cannot be sure that this relative strength will
remain the same in the future, although the fact that it apparently has done so for several

decades suggest that this is quite likely. Various tendencies may have different strength in
different societies with similar cultural characteristics. The fact that their effect appears
to be similar in all societies we have considered does not imply that this would always be

the case.

Second, as in the case of financial systems, we do not suggest that the mechanisms
identified above will always lead to particular differences in corresponding governance
systems (even when short-term fluctuations are ignored), or to any differences at all.
For example, the relative importance of factors which induce convergence in the systems
of different countries may significantly increase (as has to some extent happened in the
1980-9Os). The above argument was devised to provide a possible explanation of the
interconnection of an observed pattern of cultural differences and an observed pattern
of differences in corresponding governance systems, not to predict the differences in the
latter from the differences in the former.  We may predict, however, that while other factors
may lead to modes of policy-making being similar in countries with different cultures, we
would never observe (at least for long) the situation when GPE arrangements prevail in
a majority of large-PD or masculine low-UA societies while are such arrangements are
absent in a majority of small-PD high-UA or feminine low-UA societies.

6.7  Culture and industrial relations: case studies
Is there any evidence that mental models of agents indeed influence characteristics of
industrial relations which emerge in particular countries? Is there evidence that differences
in these characteristics are connected to those differences in mental models that are related
to differences in societal norms?  If so, how does the character of mental models interacts
with other factors in shaping systems of industrial relations?

In this section we investigate these questions by considering how the character of
industrial relations was shaped and how it evolved in four of the major industrial countries
- Germany, Sweden, Japan and Great Britain. This analysis has been performed by
Strath (1991).

Strath argues that social integration cannot occur without sentiments of participation
and social identity among people. However, a 'union of people' is invisible and must
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be embodied in myths and symbols or personified in order to be conceived. The most
important of such myths is the idea of social consensus and harmony. The essence of
politics is to persuade people to unify on certain terms. The most important function of
political ideologies is to suggest the members of society convincing and acceptable ways
of achieving the utopian goal of consensus. Equally important is the struggle among
political agents over the right to interpret existing and accepted symbols and metaphors.
As soon as such symbols and their particular interpretations are accepted by agents, this
gives them a framework within which to identify and interpret social problems and search

for solutions to them. Different interpretative frameworks result in different political
strategies, which, in turn, result in different organizational forms. Whose metaphors and

interpretative frameworks are accepted is thus crucial for the political outcome.

Strath argues that, while inherited institutional structures play a large role for strategic
choices, this role is not direct but is meditated through cultural production of meaning.
While institutional inertia is powerful, it can always be challenged through the production
of a new meaning as a response to contemporary problems.

Strath applies this approach to developments in industrial relations in Germany,

Japan, Sweden and Great Britain. These developments, he argues, "represent differ-

ent approaches to the mythical construction of consensus and different responses to the
issues of conflict and compromise" (p. 13).

In Germany, the intensified industrialization in the nineteenth century lead to the ap-
pearance of a strong and militant working class. Capitalists perceived this as a significant
threat to the social order. This threat produced intensified organization on the side of
capital. Another contributing factor to this intensified organization was that the state

brought capital and labour into the public sphere to accelerate industrialization. As a
result, the capital quickly achieved a stronger degree of organization than labour.  The
Herr-im-Hause (master-of-the-house) metaphor was developed by German employers in
the heavy engineering industry. The metaphor underpinned an employer approach which
combined authoritarian management style, paternalism and an unscrupulous exploitation
of labour. The metaphor was a perfectly rational expression of prevailing power relation-
ships. Capital perceived that labour is not strong enough to threaten its position, and so
it did not have to concede to workers; in this situation the goal of crushing the unions
before they became too strong was quite rational. The stronger the unions became, the
more determined were the employers to continue this strategy.  This led to a very polarized
society. Still, there were actors both on the side of labour and on the side of capital who
looked for compromise opportunities, and the 'victory' of confrontation strategy was not
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predetermined (as is demonstrated by the central capital-labour agreement negotiated
just before the revolution in 1918). The economic conditions of the Weimar Republic,

largely determined by the indemnity after the First World War, were probably the major
factor contributing to the confrontational tendency gaining upper hand.

A parallel development occurred during this period in the ideological sphere. Strath
notes that German mentality  in the nineteenth century is usually described  as " holistic
and dialectic Sturm und Drong" (p. 209) George Mosse (1966) in his study of German

ideology identifies an intellectual crisis which occurred after the economic crisis of 187Os,

when many people started to perceive that the great promise of national unity has some-
how fainted. The set of ideas which developed (and which in fact can be traced to the
period of struggle for national unity) is termed 'volkism' by Mosse. "To German thinkers
ever since the birth of German romanticism in the late eighteenth century : Volk' signified
the union of a group of people with a transcendental 'essence'... Iwhich is] fused to man's

innermost nature, and represented the source of his creativity, his depth of feelings, his

individuality,  and his unity with other members of the  ' Volk"' (Mosse,  1966,  p.  4).

Great tensions in a polarized society eventually led to a spread of 'volkist' ideas in

all groups of society.
' Volk' and 'nation' provided the German people a class-bridging

metaphor that the alternative class struggle concept and the master-of-the-house metaphor
were unable to provide. Eventually the metaphor became so widespread that it became

effectively impossible to replace it by an alternative concept; the real issue became who

will able to achieve an authority in interpretation of the Volk metaphor. At the end the

Nazi party won this contest. The collectivist organization under the Volk concept meant

the restoration and implementation of a traditional holistic vision, in a polarized society,

from above.
In Japan, since the medieval period the basic family unit has been a nuclear family;

broader kinship ties have been weak. The nuclear family has been conceived not really

as a kinship unit, but as a corporate group which holds property and cultural capital,

e.g. reputation, perpetually, regardless of the changes in family membership. Throughout
most of Japanese history rights were vested in the family; wider organizations came to be

constructed and legitimated as family units.
A distinctive characteristic of Japan at the beginning of this century, compared to

the other three countries, was a weak labour movement. This weakness was caused to a

large extent by the structure of the Japanese industry and its labour force at the start
of modernization in 189Os, with domination of textiles and weak development of heavy
industries. In these conditions, capital could suppress the attempts of labour to construct
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a nationwide class identities (two major attempts occurred around 1900 and in the early

192Os). After having done that, the capital was able to organize labour in the ways
suitable for itself, at the company level. The way in which this was done reflected both
traditional values and problems facing the capital at that given moment, the main of
which was that workers tended to change jobs very frequently. Capital responded, in

the 192Os, with suggesting the metaphor of a firm as a family, and the image of life-

long employment. This continuity of symbolic contexts has allowed to interpret extensive

changes in the life of people who had switched from work on land to work at a factory
within a familiar framework, thus softening the sense of disruption and removing the need
to address the changes ideologically. The interests of capitalists and workers, previously
perceived as divergent, now were perceived as converging in very important respects. The

family metaphor proved to be very successful and long-lasting.

In explaining the Swedish pattern, StrAth invokes the same explanatory factors as

Crouch, but suggests a different causal chain. First, the Lutheran church for centuries
assumed public responsibility for education, health and poor relief and penetrated local
communities. Second, nobility played a declining role after 1718. King and peasants often
formed coalitions against nobility, which had as a by-product a certain degree of public
trust in the state. These two factors made the Swedish people well-disposed towards a
strong state and the corporative interest representation.

Another factor which influenced the patterns of labour integration was the labour
market situation at the beginning of the century. Employers encountered labour shortages
because of the massive emigration to the USA (between 1850 and 1925 as many as a
million of people, which equals a fifth of the Sweden's population in 1900, emigrated).
In these conditions the employers could not use the strategy (chosen by their German

counterparts) of crushing the emerging unions and integrating the workers individually.
In fact, they scarcely had an option of choosing a strategy:  they were forced to respond to
the strategy of labour. The latter had either to go for an open conflict, or to develop the

unifying concepts which would attract capital. The historical traditions mentioned above

(and the interpretative frameworks they induced) and the labour market situation induced
the labour to choose the second option. In 1906 the December Compromise was achieved,
according to which the unions accepted the employers' prerogative to organize the work

process in exchange for the recognition of basic trade union rights. The advantages realized

by employers were predictability and stability.
This compromise was legitimated and reinforced in the following years by using a

metaphor which, again, reflected traditional values. At around the same time the com-
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promise was achieved an influential conservative Rudolf Kjellen asserted that the point
of departure for the political discourse should be not the class struggle but the image of

the country as a whole, where all the people are involved in the political process, in other

words, the country  as  the  home  for the whole people.    In this 'folkhemmet 1, society  is

organized as a family, with the home as a metaphor, and class struggle is subordinated to
the national welfare. This metaphor attracted both conservative and liberal politicians

and businessmen, as well as labour leaders. Eventually, through interpretative struggles
over the metaphor, Social Democrats were able to appropriate the interpretative priority
over it. The metaphor, and the set of relationship it legitimized, proved, as in Japan, to
be very long-lasting.

In Britain there were no specific mobilizing metaphors, and the approach to integra-
tion of labour was much more pragmatic.  This has possibly to do with a more fragmented
pattern of labour market organization. Modernization in Britain, compared to other coun-

tries, was connected with less (and slower) technological change of the kind that stimu-
lated social change. Modernization of the labour markets was slower in Britain because

the country was not forced to catch up with other societies. As a result, interests were
articulated and workers' identity was formed at the district, enterprise and craft levels,
rather than the national level. The class identity was thus perceived in less homogenous
terms than in Germany and Sweden.

Strath  notes  that  "within  the  German  and  Swedish  ideologies the Volk/folk became

the organizing concept, playing the same basic role as does the individual citizen in the
liberal scheme. The emphasis is on the collective unit in Germany and Sweden, and for
this reason Volk/folk is often translated as the 'nation', rather than the 'people'" (p.  111).
Strhth adds that "the invocation of the folk concept in this Swedish scenario was much less

holistic than in Germany. The concept had in the Swedish case an ambiguous bearing in
both a more collectivist 'German' and a more individualist 'British' direction. As opposed
to in Germany, protestantic romanticism in early nineteenth-century Sweden was already

more pragmatically and individually, less speculatively and holistically, oriented" (p. 75).
All this should come as no surprise to us, taking into account the relative positions of

Britain, Sweden and Germany on cultural dimensions, and also positions of these countries
in Jepperson's classification discussed in Section 2.4.

Thus, there is a significant empirical evidence on the that societal norms indeed influ-
ence the development of industrial relations in major industrialized countries.
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6.8 Conclusion

Our investigation in this chapter has produced the following main results:

• Cultural characteristics of the countries are closely correlated with predominant
modes of economic policy formation and implementation in these countries

• For countries where organized interests are closely involved in economic policy for-
mation and implementation, cultural characteristics of the countries are closely cor-
related with the degree of stability of such arrangements and the degree of tension
their use creates

• Cultural characteristics of the countries are closely correlated with several major
characteristics of the systems of industrial relations in these countries (at least till

the 199Os).

• It is possible to identify theoretically mechanisms through which cultural charac-
teristics are likely to exercise an influence on the main characteristics of the system
of industrial relations and the system of formation and implementation of economic

policy.

• The available literature does not suggest explanatory factors which correlate with
predominant modes of economic policy formation and implementation equally or
more closely than cultural characteristics. An equally good explanation uses the
same mediating variable as ours - cross-country differences in attitudes of polit-
ical agents towards the boundaries between public and private, state and society

- but explains it by specific political developments in individual countries in the
past. Since comparative analysis in the long run regards political developments as

mediating factors and strives to explain phenomena by broader social structures

and processes, from the point of view of methodological principles of comparative
analysis (see Section 1.3) explanation by societal norms should be considered more

satisfactory. In addition, this explanation provides a larger set of practical implica-
tions.

• The available literature does not suggest explanatory factors which correlate with
characteristics of industrial relations we consider equally or more closely than cul-
tural characteristics.
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• Close investigation of the evolution of industrial relations in individual countries
reveals an important role national culture plays in shaping these relations.

On the basis of these results we can conclude that in the developed Western societies,
national culture has significantly influenced the main characteristics of the system of
industrial relations (at least at the level higher than that of a branch or a region) and of
the system of formation and implementation of economic policy. A similar caveat should
be made about the stability of cultural characteristics over time as in the case of financial

system. The research by Crouch discussed in the previous sections provides persuasive
evidence (additional to that of Section 2.4) that cultural characteristics relevant for the
systems in question have formed no later than the end of the nineteenth century.  As
in the case of financial systems, we would suggest that the probability of rejecting a
true hypothesis by discarding the proposition that relevant cultural characteristics have
been reasonably similar several decades ago to what they are now is much higher than a
probability of accepting a false hypothesis by admitting this proposition.  A wide praise
Crouch's research has received from many industrial relations scholars indicates that they
hold the same opinion on this issue.



Chapter 7

Discussion and implications

7.1     Introduction

In this chapter we discuss our findings and their theoretical and practical implications.
Section 7.1 investigates whether influence of culture on governance systems not studied
in detail in this thesis - the system of interfirm relations and the system of vocational
education and training - is traceable, and discusses whether there are general tendencies

in influence of culture on different governance systems in the same country. We thereby
evaluate to some extent the applicability of the approach presented in this thesis to the
economic system as a whole. Section 7.2 derives some policy implications for developed
and transitional countries, and Section 7.3 suggests some directions for further research.

7.2 Are there common trends and systematic pat-
terns?

In previous chapters we have found that cultural characteristics influence the character-
istics of several governance systems of the national economy.  Can we identify something
in a character of influence of culture on governance systems which applies to all such
SysteInS 

This question involves several more specific questions. First, are there systematic pat-
terns in influence of cultural characteristics influence on the characteristics of governance

systems? Do countries with distinct combination of cultural characteristics have distinct

characteristics in all (or most of) governance systems? Second, are there common trends

255
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in influence of culture on different governance systems? Do characteristics of different

governance systems in the same country have some features in common, features that are

connected with cultural characteristics? These issues are the subject of this section.

To approach this set of questions we first have to consider at least briefly whether

cultural characteristics influence the major governance systems which were not the object
of analysis in this thesis - the systems of relationships among firms in the same industry

and in different industries and the system of vocational education and training.
It is very difficult to make a cursory cross-country comparison of predominant mecha-

nisms of interfirm relationships. The studies to date do not even allow to decide whether

interfirm relationships differ systematically among countries, since investigations of re-
lations among firm in one industry have been to date restricted to a limited number

of industries in a few countries (see Hollingsworth and Schmitter (1994) and references

therein).  The USA, to our knowledge, is the only country where such research covers

relatively many industries (Campbell e.a., 1992). This research shows that interfirm re-

lationships have very different character in different industries of the American economy

and certainly are not united by any common organizational logic. It is not impossible,

however, that in other countries the variety among patterns in different industries is much
smaller. Comparative investigation of relationships of firms with suppliers and customers

have been restricted to specific industries in Germany, Great Britain and Japan (e.g.  Sako,

1992; Lane, 1992) and to a much lesser extent France. Relationships in other countries,
and in many industries in the countries mentioned, have noi yet been investigated. Some
authors suggest, however, that supplier-customer relationships are on average more close

in Germany than in the USA (Hollingsworth and Schmitter, 1994)
There are considerable differences among countries in the organization of the system of

vocational education and training  (VET).  VET  in the USA is conducted by the companies

themselves and, to a lesser extent, by private educational institutions. The government

does not intervene in this process. There are no national qualification standards. Interest

associations do not play an important role in VET (with some exceptions such as high-tech
firms in Silicon Valley). In Germany a majorityl of young people leaving basic education

at the age of fifteen enter an apprenticeship system and divide their time between a school

and a firm.  Most of those who does not enter this system enroll in a secondary education;

many people finishing this education enter the apprenticeship system as well. The system

is supervised by the regional chambers of commerce and industry, the Kammern, mem-
bership in which is compulsory for all industrial firms. One third of the governing bodies

170  percent  in the beginning of the 1990s (Crouch e.a,  1999).
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of the Kammern consists of employee representatives. The Kammern set the syllabi (in
consultation with member firms and trade unions), certifies the firms wishing to engage

in apprenticeship and inspects them, and certifies the skills of people who has finished the
program.  On a national level the system is supervised by a statutory body, the Bundesin-
stitut Air Berufsbilung, a bipartite organization with parity representation of employers

and employees in the governing body.  A very similar organization of vocational training
exists in Austria, Denmark and Switzerland. In France, Italy and Sweden training for all
important vocational skills is provided in state schools with virtually no involvement from

employers. Apprenticeship system is used very rarely. The British system throughout its
history combined the elements of all three types of systems described above. At present
the VET system is largely market-based; state intervention is present but is weaker than
in France or Italy; any corporatist elements which existed (and which never had been

strong) and have been dismantled in the beginning of 1980s (Crouch e.a., 1999). Other

European countries appear to resemble France, Italy and Sweden (Tessaring, 1998).
Can we identify some regularities in the variety of characteristics of different gover-

nance systems? Two such regularities can be suggested. First, governance systems differ
the degree to which economic relationships are coordinated consciously and deliberately.

Second, governance systems differ in the degree to which such coordination is centralized

or  decentralized  (that  is, the degree to which the state participates  in this coordination).
An alternatively formulation will be that the governance systems differ, first, in the de-
gree of decentralized coordination, and second, in the degree of centralized coordination.

(Obviously, in case the system of economic policy formation and implementation any
deliberate coordination  is by definition centralized).

Table 7.1 presents the characteristics of different governance systems  in  each  of  the
countries we consider in this thesis, grouping together countries with similar characteristics
on the whole range. The table also shows the scores of countries on cultural dimensions.
The horizontal lines distinguish the groups of countries with close cultural characteristics.

For systems of industrial finance, the countries where disperced ownership predom-
inates and relationships of firms with banks are mostly arm's-length are classified as
countries with a low degree of decentralized coordination of investors and governors of
firms; the countries in which concentrated ownership predominates and relationships of
firms with banks are mostly arm's-length - as countries with a medium degree of de-
centralized coordination; the countries where concentrated ownership predominates and
close bank-firm relationships are the rule - as countries with a high degree of decentral-
ized coordination. In Finland concentrated ownership is important, but the data on the
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Table 7.1: Decentralized and centralized coordination in different governance systems

Decentralized Centralized
coordination coordination PF PD UA MAS

IF VET IR IF VET IR
la Great Britain                                                      35    35     66

USA               40 46 62
1b Canada       ?      ?      39 48 52

2a Australia      ?    + ?      36 51 61
2b Ireland ++ 283568

3         New  Zealand           + - ? +    ?             22   49   58

4 France +- + +    68 86 43
Italy +- + -   50   75    70

Spain +- + +    57 86 42

5 Belgium +- +- + +- 65 94 54
6 Norway +- 31 50    8

7       Netherlands           +-                         +                   +         +       +        38       53         14

8 Denmark +-  182316

9 Finland +-/+ - + ++335926

10 Sweden    + - + + ++31295
11 Austria + + + + 117079

12 Germany   + + +   35   65   66

Switzerland         + + +   58   69   45

Abbreviations:
IF -- industrial finance
VET - vocational education and training
IR - industrial relations
PF - economic policy formation and implementation
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character of bank-firm relationships are not avilable. Finland thus has either medium or

high level of coordination. The degree of centralized coordination is evaluated for the

period before mid-1980s.

For the system of industrial relations, the classification by the degree of decentralized
coordination is based mainly on Crouch's classification of intensity of labour-capital re-
lations (see Section 6.3). The classificatiOIi of ceIitralized coordiIiation takes into account

the role of the state in these relationships (the country has a high level of centralized
coordination if the state either participates in labour-capital negotiations at the national
level or actively mediates in case of difficulties).

For the system of vocational education and training, countries are classified as having
a high degree of decentralized coordination if apprenticeship system predominates, and
as having a high degree of centralized coordination if the state plays a dominant role in
the VET system. Finally, the extent of coordination in the process of policy formation

and implementation is high in GPE countries and low in non-GPE countries.

We can see that there are very few cases in which countries have the same character-
istics in all four governance systems. Notably, in all these cases cultural characteristics of

corresponding countries are similar.
As far as decentralized coordination is concerned, at the two ends of the spectrum are

large masculine low-UA countries where such coordination is not a typical feature of any
of the governance systems, and small-PD high-UA countries in which it is a feature of all

governance systems. An exception here is Finland where such coordination does not play
a significant role in the VET system.

Centralized coordination is weak in large low-UA masculine countries and in two of
the four small-PD high-UA countries - Germany and Switzerland. In one other such

country - Austria - decentralized coordination is weak in the VET system but strong
in three others. Practically in all other countries centralized coordination is strong in
the financial and the VET systems. In industrial relations, however, it is strong only in
feminine countries (and also in Belgium).

Thus, there is some tendency for countries with relatively similar cultural characteris-
tics to have similar degrees of decentralized and centralized coordination, but, except for
large masculine low-UA countries, this tendency is not very strong. Nevertheless, common
trends in countries with different cultural characteristics can be identified.

Relatively masculine low-UA countries generally make little use of a 'visible hand',
preferring to rely on spontaneous coordination of markets. However, in small countries of
this type the state plays a major role in the VET system and till the 1980-9Os the state
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intervened to some extent in industrial finance.

In large-PD countries there is little decentralized coordination (except in industrial
relations in Belgium), although the level   of such coordination in industrial finance   is

higher than in the previous group (though still relatively low) and a lot of centralized
coordination.

In small-PD high-UA countries there is much decentralized coordination (except Fin-
land).   In  two of the four there  is very little centralized coordination. Notably,  of the  four

countries having the VET systems based on decentralized coordination, three are small-
PD high-UA countries. These countries also have coordinated modes of policy formation.

Finally, feminine countries are quite diverse. They all have coordinated industrial
relations and modes of policy formation and medium to high level of decentralized co-
ordination in financial systems.  On all other dimensions there are differences among
countries.

Thus, there is evidence that different governance systems in particular countries tend
to be organized according to the same organizational logic, which is the same for countries
with similar cultural characteristics and differs in countries with a different culture. At
a risk of oversimplification, low-UA masculine countries tend to favour a logic of com-

petition and market coordination (and thus absence of explicit coordination), high-UA
low-PD countries - a logic of association and decentralized coordination, as do low-UA
feminine countries (though market logic plays a larger role in this case), and large-PD
countries - a logic of authority and centralized coordination. This logic is arguably pro-
vided by the national culture through mechanisms discussed in Section 1.4 and in more
detail (in reference to specific governance systems) in Sections 5.3 and 6.5. The discus-

sion in Sections 5.3 and 6.5 suggests plausible mechanisms through which particular basic

characteristics of national culture are likely to lead to a preference of a particular basic

organizational logic. For example, the preference for associational logic and decentralized
coordination in high-UA small-PD countries can be explained by a combination of a gen-
eral preference for order (and coordination) and thus aversion to competition, strong need
for consensus and collective decisions, stronger perceived importance of national interest
which increases this need and at the same time facilitates achieving cooperation and com-
promise, sufficient level of trust which also contributes to the feasibility of cooperative

solution, and difficulty of imposition of authoritarian solutions because of small Power

Distance.
The extent to which this basic organizational logic shapes the organizational patterns

of specific governance systems at specific points in tiIne may differ under the influence
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of other factors. In financial relationships a market logic necessarily plays a large role,
which, in particular, reduces the influence of authority logic in large-PD countries (but
which is still preserved in the form of industrial groups). An important factor appears
to be the country's size: a smaller size and associated vulnerability in the international
economy appears to induce in most (but not all) cases a larger degree of state interven-
tion into a governance system. Scandinavian countries and the Netherlands, which are
simultaneously low-UA small-PD (implying market logic), feminine (implying an associ-
ational logic) and small (implying a rather extensive state intervention), are interesting
examples of countries where different logics clash. In general, the solution they found is a
large extent of state intervention with active participation of organized interests in policy
formation; in specific cases, however, the outcomes can be different.

This evidence suggests that culture may influences governance systems not only through
  influencing their attitudes to particular problems, and thus their decisions on governance

structures (as was suggested in Chapters 5 and 6), but also in a more direct way. Value

systems of agents may induce a preference for particular ways of coordinating their ac-
tivities (more or less regardless of what these activities are); this preference induces them
to choose in each specific area the governance structures which embody this logic (unless
they are clearly inferior to some alternatives). Such preference may be a sort of'shortcut'
allowing agents to save the costs of evaluating all alternatives all the time, and suggest-
ing a reasonable mechanism of coordination in new areas where the knowledge of effects
of different mechanisms is scarce.  This also ensures a large degree of similarity among
different governance structures in the country, which may enhance their effectiveness and

efficiency. Whether such a mechanism indeed exists and how strong it is can be found
only by empirical research.

We are not the first to suggest that there exists a common organizational logic in
different governance systems of particular countries, that this logic differs across coun-
tries, and is connected with culture. In respect of formal organizations, as distinct from
governance structures connecting them, a similar argument has been made by Hofstede

(1991) and Meyer (1991). More closely related to our subject - organization at macro-
and meso-level in Western countries - is the work of Orru (1993) and Soskice (1999).

Orru (1993) argues that economic and political action takes place within the ratio-
nality context of social action in general. He suggests that "social action, and economic
action as a subtype of it, tends towards one of the three gravitational poles, depending

upon emphasis placed upon personal rules, traditional authority structures, or the rea-
sonableness  of the individual"   (p.   300).   In the first case, rationality  is a property  of the
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social system; individuals become more rational as they submerge themselves within the
system.  In the second case, people maintain that the greatest well-being of the society,

and thus theirs, can be achieved through the authority system; people thus take place in
this system and endorse it. In the third case, individuals consider themselves reasonable

and the social system - unreasonable. Thus, they attempt to maximize interpersonal

networking while minimizing harmful effects of irrational society. Orru calls these ra-

tionality contexts, correspondingly, instrumental, traditional, and affective2. Orru notes

that these typology is not exhaustive, and the types are not meant to be descriptive.

Orru argues that one of the contexts of rationality dominates in each given society.

He further suggests  that the system of economic and political organization  is
" collectively

constructed through the interaction of individuals who apply their shared rationality to the
identification of appropriate organizational forms"  (p.  302). Any given rationality context

is flexible enough to admit various organizational forms; nevertheless, some organizational
forms will be central in each society. These forms would reflect the rationality context

of the society. Orru suggests specific organizational features which these contexts of

rationality would induce. Thus, in a society where predominant rationality is 'traditional'
formalization of transactions will be high and the role of noncontractual enforcement -

low, the opposite is true for societies with an 'affective' rationality context; and societies

with an instrumental rationality context will be somewhere in the middle. Thus, in the
first type of societies large vertically integrated firms will play a central role, in the second

type - small interdependent firms, and in the third type there would be a balanced

mixture of large and small firms.  Orru also suggests that the relations of society and
the state could be characterized as 'state above society' in 'traditional' societies, 'state

outside society' - in 'affective' societies, and 'state with society' - in 'instrumental'
societies. The degree of state leadership and intervention in the economy will be high in
'traditional' societies, low in 'affective' ones, and medium in 'instrumental' societies. In
terms of Jepperson-Meyer typology discussed in Section 2.4, societies with 'instrumental'

rationality contexts will have 'statist' polities and societies with 'instrumental' rationality
- 'corporatist' polities3. A combination of political and economic characteristics produces

2These terms do not seem to reflect the essence of the contexts very well. They originate in an
attempt of Orru (in our opinion not very convincing) to relate his rationality contexts to Weberian types

of rationality.
3 Orru  uses  not the typology of Jepperson   ( 1999) described  in this thesis  but an earlier typology  of

Jepperson and Meyer (1991). As was mentioned in footnote 4 in Chapter 2, this typology is based on

a combination of two dimensions - the degree of legitimation of actors and the degree of legitimation
of activities. The typology includes four types of polities: 'statist' (high-high), 'corporatist' (low-high),
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three distinct types of capitalism which Orru terms 'dirigiste', 'familial' and 'alliance'.  The
author suggests that the first predominates in France and Korea, the second - in Italy
and Taiwan, and the third - in Germany and Japan.

Orru's scheme is certainly very interesting. Unfortunately, it is not sufilciently de-
veloped at present and some significant questions remain unanswered. First of all, the
scheme does not incorporate Anglo-American societies. Looking at the description of
the rationality contexts Orru suggests, we would think that the description of the third,
'affective' context fits these societies very well. Nevertheless, the types of economic and
political organization in these countries are they different from those Orru suggests for
affective societies. Furthermore, the 'rationality contexts' in the USA and Italy arguably
are rather different. The scheme, however, probably can be refined to incorporate Anglo-
Saxon context of rationality.

How useful is this approach in theorizing about the patterns of organization in var-
ious countries, at least as a general perspective if not in details? This question can be
split in two. First, has Orru identified a plausible mechanism which is indeed significant
enough so as to lead to differences in observed characteristics of governance systems? We
suggests that this may not be the case as far as the size of firms (and more generally,
the extent to which activities are organized through hierarchies or markets/networks) is
concerned. Orru gives no theoretical argument why the differences would be the ones he
suggests, and such an argument is not immediately obvious (although can be made, with
different degrees of difficulty for different rationality contexts).  But the facts that many of
transactions that are organized within a (multidivisional) firm in the USA are organized
within an industrial group in France, and that the largest ratio of large firms to all firms
in Europe is in Sweden, are rather difficult to explain within Orru's approach without its
significant changes.  This is also the case with the role of the state in the economy  As we
have seen, in a vast majority of developed countries the state actively intervenes in the
VET provision and till the 1980-9Os played an important role in channeling industrial fi-
nance.  On the other hand, the above question possibly may be answered in the afIrmative
for interaction among firms and of firms with other economic agents.  This is suggested by
the evidence on the common tendencies in various governance systems presented above.
As far as specific 'contexts' Orru suggests is concerned, in the light of the above discussion
the 'affective' one obviously needs a redefinition (perhaps splitting into two ).   At  the same
time, the other two contexts are the ones we would expect in societies, correspondingly,

'state-outside-society', or 'segmental' (low-low) and 'liberal/individualist' (high-low). Orru associates the
'affective' rationality context with the 'state-outside-society' polity.
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with large Power Distance (in fact almost identical formulation of rationality in high-PD
societies is given by Hofstede (1980)) and with high Uncertainty Avoidance. Given the
interconnection of cultural characteristics and characteristics of governance systems, such
'rationality contexts' may indeed exist  and  have some influence .

Second, is Orru's approach the best way to scientifically explore these differences, or
at least, a better approach than that connected with cultural dimensions? The latter
approach has one obvious advantage: it is based on empirically obtained cultural charac-

teristics. We suggest that it is certainly worth efforts to test whether 'rationality contexts'
can be empirically identified, but until then further theorizing on the basis of this approach
will probably be premature. More generally, as we have seen in Chapter 5 for financial

systems, cultural characteristics may influence governance systems through a multitude
of mechanisms, more precisely, through many elements of interpretative frameworks.  Is
the influence of societal norms influence on these elements always mediated by 'rationality
contexts' ?   If yes,  and if we can identify 'rationality contexts', Orru's approach may in

principle be preferable to that from cultural characteristics. It is doubtful, however, that
this is indeed the only channel of influence of societal norms: elements of interpretative
frameworks we encountered in Chapters 5 and 6 are simply too diverse.  If this is the
case, can 'rationality frameworks' be fully explained by cultural dimensions?  If yes, the
approach from 'rationality contexts' can become an element of the approach based on
cultural dimensions, but empirical work should be based on the latter. To the extent

'rationality contexts' cannot be explained by cultural dimensions (perhaps reflecting yet
undiscovered  ones),  the two approaches  may be complementary. The answer, of course,

largely hinges of identifying these frameworks empirically.
Soskice (1999) goes somewhat further than Orru and suggests that all governance sys-

tems in the society implement a common type of organizational logic. Soskice suggest a
distinction between coordinated and non-coordinated market economies. A coordinated
economy has two distinguishing characteristics: (1) a very rich institutional structure

involving all relevant agents in education and vocational training, research and develop-
ment, finances, relations among companies, internal organization of companies, and (2)
agreement among economic agents (including labour and the government) on the extreme

importance of international competitiveness. Soskice classifies Austria, Germany, Japan,
the Netherlands, Norway, Sweden and Switzerland as coordinated economies, and France,
Great Britain, Greece, Ireland, Italy, Spain and the USA as non-coordinated economies.

40bviously, the interaction of various societal norms should be taken into account.  Thus, in countries

with high UA but different on other dimensions a 'rationality context' may be quite different.
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Soskice also mentions that countries analyzed by Katzenstein (1985) have coordinated
economies, which adds Belgium and Denmark to this category. Soskice does not discuss
whether the two characteristics mentioned above are mutually necessary.

There is always some danger of oversimplification in making generalizations such as
these.  For one thing, in many areas of economic organization different organizational
niechanisnis coexist. This especially concerns the sphere of relationships among firms, in
which there are significant differences among economic sectors within the same country
(Campbell e.a., 1992; Hollingsworth and Schmitter, 1994). To our knowledge, no em-
pirical work identified some type of interfirm relationship as predominant in a national
economy as a whole for any of the Western countries, and it is unlikely that such idell-
tification is possible. Interestingly, the author does not provide any empirical evidence
that the economies he mentions are indeed organized as he suggests. Soskice refers to
Katzenstein's analysis of small European countries which contains a significant evidence

in support of Soskice's thesis, but Katzenstein does not consider all areas of economic
organization. No reference to any source on 'non-coordinated' economies is given. On the
whole, although Soskice's conceptualization agrees with common perceptions about the
corresponding countries, it does not appear to be based on a thorough analysis and may
lead to erroneous conclusions.

Overall, the previous authors make their arguments without a detailed analysis of
empirical evidence. They also do not refer to empirically derived cultural characteristics.
Our discussion contributes to remedying these shortcomings. At the same time, it indi-
cates the limits of this line of reasoning. A common organizational logic, if it exists, may
in different governance systems (and probably in different time periods) have a different
strength compared to other factors. This leads to a very considerable cross-country va-
riety of configurations of systems of economic organization. The common organizational
logic is revealed as a tendency. The instances where all governance systems realize this
logic are quite rare.

7.3 Policy implications
We shall restrict the analysis of policy implications of our findings to system of industrial
finance.  Thus, we analyze to what extent our findings help to answer the following

questions: What regulatory environment for the system of industrial finance and corporate
governance should the government establish? Should this environment place as little
restrictions as possible on the choices of economic agents or be designed to promote
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specific mechanisms? If the latter, can we say which mechanisms should these be, or on
the basis of what considerations the governments should choose it?  Can we identify which
informal institutions hinder the development of efficient systems, and if yes, should the
government try to change them through formal institutions? Finally, can the regulatory
environment not favour particular mechanisms of industrial finance?

The answer to the last question is obviously 'no'. Any particular levels of disclo-
sure requirements, any particular levels of taxation of security issues and transfers, any

particular requirements for establishing a bank and prudential regulation norms would

necessarily favour particular mechanisms of industrial finance. Whether insider trading
is punished or not, whether other minority shareholder protection measures are adopted
or not, whether universal banking is permitted or not, also will favour particular mech-
anisms.  As we have seen in Section 4.2, even if all these measures favour a particular
mechanism of industrial finance this may not be enough for its emergence, and even if all
of them disfavour some feature this may not prevent its existence. The operation of this
mechanism in this case would, however, be costlier and thus less effective.

The answers to other questions put forward above depend on the answers to (at least)
two more general questions. Can we identify a type of institutional environment that is
most conducive to the formation of an efficient financial system (and more generally, of
an efficient system of economic organization)?  To what extent should the state be allowed
to constrain individual economic decisions?

These questions are major issues which have been debated by scholars (as well as
politicians and journalists) for a long time. Nevertheless, we are very far from a sci-
entifically based answers to them, and it is unclear that such answers can be provided.
Neoclassical economic theory suggests that, under certain conditions, the efficiency of
outcomes increases with the removal of obstacles (institutional obstacles in particular) for
rational individual choice and functioning of markets. While neoclassical theory does not
consider patterns of economic organization other than markets, its logic may be applied
to the analysis of organizations as well:  in the absence of institutional restrictions, com-
petition among organizational forms willlead to survival of most efficient forms; thus, any
institutions restricting such competition reduce efficiency. The state thus should not im-
pose such institutions and should try to eliminate existing informal institutions hindering

competition and self-interested action. However, when some of the conditions required
by the neoclassical model are not satisfied, markets may fail to lead to optimal outcomes

(in fact, markets may fail to appear at all). In some cases, markets may lead to subop-

timal outcomes; in other cases, the outcomes will be only locally optimal (that is, the
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system may have multiple equilibria, which often can be ranked by their efficiency, and
once the system is in an inefficient equilibrium, it will remain there unless there are major
exogenous influences).   This  implies  that  the  government may facilitate the achievement
of a (globally) optimal outcome which would be impossible otherwise. This also implies
that informal institutions restricting individual freedom of action may in some cases ac-
tually improve the efficiency of the outcomes, and thus the govertiInent trying to abolish
such institutions will hamper economic efficiency All this, however, does not imply that
the government should play a more interventionist role in the economy. First, in many
cases the government may not know, even approximately, which type and magnitude of
intervention will improve efficiency. Second, the complexity of the economy and imper-
fection of information available to the government imply that an intervention, even if it
increases efficiency in some area, may have unintended efficiency-reducing effects in other
areas. Third, the political influences on the process of government decision-making, and
bureaucratic implementation, may lead to many inefficiencies of their own.

Practical experience also provides little guidance for evaluation of efficiency of different
institutional environments. There are two major problems in such evaluation. First, as
we have seen in Section 4.2, it is very difficult to determine what (if any) is the influence of
institutions on configurations of financial systems which emerge in a particular economy.
Second, even if we know this effect, it is extremely difficult to differentiate the impact
of financial system on economic performance in general from the impact of other factors.

Analysis of specific aspects of performance shows, as we have seen in Section 3.3, that
different financial systems have advantages in some of them and disadvantages in others,
and overall effect remains unclear.

Several generalizations from the practical experience can be made, however. First,
countries with very different systems of economic organization, in particular very different

systems of industrial finance, have been able to find technologies and industries in which
they have comparative advantages, and thereby achieve economic success. Second, in
developed Western countries the characteristics of systems of industrial finance are related
to their cultural characteristics. Many studies of East Asian countries, though they do
not satisfy the requirements of measurement validity, also point at such interconnection.

The analysis of Chapter 5 suggest a congruence of particular combinations of cultural
characteristics and particular characteristics of systems of industrial finance.

Third, financial systems in many of the Western countries historically had for some
time different characteristics than they have now. In particular, as we have seen in Section

4.3, close firm-bank relationships were for some periods of time important in Belgium,
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Denmark, Great Britain, the USA and possibly France and Italy The mentioned countries
have very different cultural characteristics (which are also different from characteristics
of the countries where close firm-bank relationships continue  to be important); intercon-
nection of cultural characteristics and features of the financial systems would thus not be
possible to establish at the end of the previous century or the beginning of this century.

However, close firm-bank relationships have retained importance essentially only in one
group of countries with a particular combination of cultural characteristics (relatively
small Power Distance and relatively high Uncertainty Avoidance) - the combination

which, as we have argued in Section 5.3, have the largest congruence with close firm-bank
relationships.

Furthermore, governments or external powers do not succeed in establishing mecha-
nisms of industrial finance, and governance systems in general, which are arguably in-
congruous with societal norms, or at least are much less congruous than other possible
arrangements. This is the case with all such attempts in the post-war period the success

of which can be evaluated by now (that is, those undertaken before the 199Os). Anglo-
Saxon-type governance arrangements introduced by Allies in Germany and Japan after
the defeat of these countries in the Second World War were very significantly changed by
agents in these countries as soon as the situation had allowed. The experiments in Great
Britain with state involvement in the financial system and in the VET system, and with
participation of organized interests in the VET system and in policy-making had been un-
successful. Attempts of governments in many countries to introduce GPE arrangements
in the 1960-1980s also did not succeed. Arguably the only indisputably successful major

change in the governance systems we focused on in this thesis in the 1950-1980s has been
the establishment of GPE arrangements in Finland. Notably, this change has occurred
in the only country of a corresponding cultural group in which this arrangement did not
exist.

Overall, it appears that only mechanisms of industrial finance which are congruous
with cultural characteristics do survive for long. This generalization, of course, is some-
what bold: it implies that out of the range of characteristics of the systems of industrial
finance which are empirically observable in developed Western countries, the actually ob-
served characteristics in particular countries are more congruent with societal norms of
these countries than other characteristics. The analysis in Chapter 5 suggests that there
are strong grounds for such an assertion. However, this analysis should be confirmed
empirically to a greater extent than we have done for this proposition to be considered

fully established. Nevertheless, the whole evidence discussed in this thesis suggests that
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there are rather strong grounds for a qualified acceptance of this proposition.

All this implies that in evaluating the likely consequences of a change in the regulatory
provisions intended to influence the financial system the government should pay a very
significant attention to the cultural factors (and to all potential mechanisms of their
influence discussed in Chapter 5). In particular. if the change favours the mechanisms of

industrial finance which are less congruent with cultural characteristics, the government
should take into account potential problems which may emerge for this reason. Since from
our study it emerges that the regulatory environment, unless it directly prohibits certain
mechanisms of finance, does not have a decisive influence on characteristics of the systems
of industrial finance, and in particular has less influence than do cultural characteristics,
the government should take into account that these regulatory changes may well not have

an intended effect, and may just make an operation of the existing system more costly.

Policy-makers in ex-communist countries have to introduce the regulatory environ-
ment of the financial system anew, and thus have to choose the characteristics of financial

system which they want to promote through this regulatory environment, or at least to
choose on which side they want to err if they try to establish as neutral environment
as   possible6. The preceding discussion suggests that there are little grounds to favour

particular mechanisms of industrial finance on economic grounds.  On the other hand, the
experience of economically successful countries indicates that there are serious grounds for
the following proposition: the regulatory provisions should not hinder the development of
mechanisms which are congruous with cultural characteristics, and should not promote
the mechanisms which are incongruous with cultural characteristics. Unless the regula-

tory provisions are very restrictive, the experience of developed countries suggests that
such efforts are unlikely to succeed, and mechanisms which are congruent with cultural
characteristics are likely to develop despite this character of the regulatory environment

(at least in the long run). The environment having this character will thus only hinder
the effectiveness of these mechanisms.

A stronger implication would be that the governments are likely to contribute to
their countries' successful economic performance by not just abstaining from regulatory

i All ex-communist countries have already established the regulatory environment  of the system  of

industrial finance. However, it was often established keeping in mind the specificities of the transitional
period, and in particular the support for the specific method of privatization chosen in the country. There
are little reasons for the financial system, and for the regulatory environment, to remain the same when
the transitional period is over. Thus, ex-communist countries still face the choice of the most appropriate

long-term regulatory provisions (e.g. Milonas,  1998).
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restrictions, but by actively promoting the mechanisms which, as practice of developed
countries and some theoretical considerations suggest, are congruous to their countries'
cultural characteristics.  This is especially important if these mechanisms significantly
rely on the support from the regulatory environment, at least at the formative stages

(this  appears  to  be  the  case for close firm-bank relationships). This implication  will  be
acceptable to some policy-makers and not to others, depending on their ideology.  In

any case, however, since any regulatory provisions favour some mechanisms of industrial
finance and disfavour others, when policy-makers are not sure about their effect, it is
better to err on the side of favouring the mechanisms which are congruous with cultural
characteristics.

A still stronger implication may be derived. It may be suggested that since in virtually
all cases developed countries with relatively similar cultural characteristics, measured by
Hofstede's scores, possess similar systems of industrial finance, the mechanisms which it
makes most sense to promote in an ex-communist country with given cultural character-
istics are the ones which exist in developed countries with similar cultural characteristics,
measured by Hofstede's scores. We suggest that while this may be true, this approach
would be too simplistic. An in-depth analysis of all range of cultural and non-cultural
factors is required in order to make the right decision.

In ex-communist countries it is difficult for policy-makers to evaluate the likely effect of

particular regulatory provisions on characteristics and effectiveness of financial systems.
They cannot rely on the previous experience to predict a complex interplay of these

provisions with different other factors in determining these characteristics, and to evaluate
the relative importance of these factors. Thus, policy-makers may be well-advised to study
how particular configurations of financial systems have emerged in individual developed
countries, what were the factors influencing these configurations and how these factors

interacted.  Many of these factors are identified in Chapter 5. Given the interrelationship
between cultural characteristics and characteristics of systems of industrial finance, policy-
makers may be advised to pay a particular attention to countries which are close to theirs
in cultural characteristics. Scores of countries on Hofstede's dimensions provide indicators
of such closeness.

It is notable that many of Eastern European countries (Croatia, Czech Republic, Hun-
gary, Poland, Slovak Republic, Slovenia) have introduced the regulatory environment of
the financial system similar to that of Germany (Milonas, 1998). Cultural characteristics
of Czech Republic and Hungary, to the extent they are reflected in scores on Hofstede's

dimensions, are rather close to those of Germany, and it may very well be that the mech-
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anisms of industrial finance similar to Germany are congruous to these countries cultural
characteristics(i.   We are not aware  to what extent policy-makers in these countries  have
taken cultural characteristics into account consciously. There is little doubt, however, that
unconsciously societal norms of societies have influenced the choices of policy-makers.

7.4  Suggestions for further research

The implications for future research that can be derived from our study can be divided
into four broad sets. First, we have seen, especially in Sections 3.2 and 4.2, that some
aspects of financial systems and their regulatory environments in developed countries
have not been studied to a sufficient degree. Such studies should be accomplished if the
comparative analysis of financial systems is to have reliable foundations. Second, further
research may explore the existence and relative role of different mechanisms interconnect-

ing cultural characteristics and aspects of economic organization. Third, interpretation
of our results and especially assessing practical implications are hindered somewhat by a
lack of clarity on some wider theoretical issues. Finally, our results have some implications
for comparative analysis and for economic theory.

We start with the first set of issues mentioned above. In assembling the descriptive
data on systems of industrial finance in different countries we have discovered that for
some countries the descriptions of financial systems are essentially unavailable in English-

language literature. This especially concerns the character of firm-bank relationships in
different countries. Our classification of countries according to the degree of firm-bank

relationships was often based on informed opinions of one or two researchers who did

not provide much evidence supporting these opinions. We are not even sure that differ-
ent researchers' understanding of what close firm-bank relationships involve is the same

(although we could expect all researchers to use firm-bank relationships in Germany and
Japan as a reference point). It appears that this is not the issue of language: the studies of
firm-bank relationships in most countries simply have not been conducted, mostly because

of a difficulty of obtaining relevant information which is considered sensitive by banks and
firms (Cassis, 1997). An important avenue of further research is thus a descriptive analy-

6We have no data on the scores of the Slovak Republic on cultural dimensions; we also shall not
comment on Croatia and Slovenia since these countries are quite collectivist. Poland is quite individualist
and masculine but has the scores of 50 on both Power Distance and Uncertainty Avoidance. Thus it is
rather difficult to comment on mechanisms of industrial finance which may be more congruent with
Poland's cultural characteristics on the basis of these sores alone.
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sis of the systems of industrial finance of the countries for which such an analysis has not

been accomplished (as far as we know these are Australia, Austria, Canada, Denmark,
Finland, Ireland, New Zealand, Norway and Switzerland).

Because of the lack of information we were unable to investigate what influence do
the differences among the countries in mandatory disclosure requirements have on the
differences of financial systems.  As we have seen in Section 4.2, indirect evidence suggests
that this influence may be significant. An important avenue of investigation is thus a

systematic descriptive analysis of mandatory disclosure rules (especially before the 198Os),

and investigation of the extent of their influence on the characteristics of financial systems,
as well as the degree of correlation of disclosure rules and cultural dimensions. Since we

have found that other regulatory provisions do not play a crucial role in shaping financial
systems, the results of such an investigation will have a significant bearing on assessing

the possibilities of the government to influence the character of the financial system.

The interrelationships among cultural characteristics and particular attitudes and in-
stitutions which we identified in Section 5.3 for systems of industrial finance and in Section

6.5 for systems of industrial relations and economic policy making appear plausible, and in
some cases we could empirically establish the existence of these interrelationships. How-
ever, the influence of some attitudes and institutions may be similar across countries,

some may play a larger role in some counties than in others, and some factors may play
no role whatsoever. This is especially true for factors we identified for financial systems:
the sheer number of these factors suggests that the explanation presented in Subsection

5.3.3 is probably over-determined. Further research may clarify these issues. Such anal-

ysis is especially important for attitudes (as distinct from institutions),  the  role of which
we did not investigate empirically. Such an analysis would require conducting surveys of
managers and investors in different countries.

Another important avenue of further research is the analysis of the relative role of
different factors in shaping the evolution of specific governance systems in particular
countries, especially during their formative periods. Our results suggest that cultural
factors should be paid a special attention in such investigation. This is also indicated by
a few studies which undertook this task (and which we discussed earlier in this thesis):
the analysis of the evolution of the financial system in the USA by Roe (1991) and Smith

and Sylla (1993) and the analysis of development of industrial relations in four coun-
tries by Strath (1991). Investigations of other systems and countries may fruitfully use
the methodology of these studies. Contemporary processes of adjustment in governance

systems may be analyzed in a similar vein.
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Table A.1: Indicators of stock market development and shareholder protection

Market Number of 'Antidirector
capitalization listed firms rights' index

relative per 1 million

to GDP, population,

Australia 0.79 63.55                    4
Austria 0.17 13.87                    2

Belgium 0.49 16.5                     0
Canada 0.81 40.86                    4

Denmark 0.44 50.4                     3
Finland 0.53                   13                    2
France 0.42 8.05            2

Germany 0.32 5.14             1

Great Britain 1.36 35.68                    4
Ireland 0.17 20 3
Italy 0.23 4.28                     0
Netherlands 1.04 21.13                    2
New Zealand 0.58                  69                    4
Norway 0.37                    33                      3

Spain 0.46 9.71             2

Sweden 1.07 12.66                    2
Switzerland 1.60 33.85                    1
USA 1.09 30.11                    5

Sources: Columns 1-2: calculated using data on capitalization and the number of listed
firms from World bank (1998) and data on GDP from OECD (1998). Column 3: La Porta

e.a. (1996).
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Table A.2: Average employee tenure with a specific firm, years (1996)

Australia 6.4 France 10.7 Netherlands 8.7

Austria 10.0 Germany 9.7 Spain 8.9

Belgium 11.2 Great Britain 7.8 Sweden 10.5
Canada 7.9 Ireland 8.7 Switzerland 9.0

Denmark 7.9 Italy 11.6 USA 7.4

Finland 10.5

Source: OECD (1997).

Table A.3: Public pensions as a percentage of national income, 1984

Australia 6.0 France 14.3 New Zealand  8.9

Austriaia 16.5 Germany 13.7 Norway 9.6

Belgium 14.0 Great Britain 7.7 Spain 10.0

Canada 6.1 Ireland 6.7 Sweden 12.9

Denmark 10.1 Italy 16.9 Switzerland 8.8

Finland 8.5 Netherlands 12.1 USA 8.1

Source: OECD (1988).
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Samenvatting

De mechanismen waardoor economische agenten in nationale samenlevingen hun ac-
tiviteiten coordineren vertonen sterke verschillen tussen de verschillende landen in het
ontwikkelde Westen. Waarom zijn deze verschillen ontstaan en waarom blijven zij aan-

wezig? Zijn zij een gevolg van processen die met het eigen karakter van de ontwikkeling
van een land verband houden, of kunnen sommige generalisaties worden verkregen? Deze
vragen zijn op zich van fundamenteel theoretisch belang, maar zij hebben ook grote prak-
tische betekenis. Als een regering een systeem wil wijzigen door middel van regulerings-

maatregelen, zal dit beleid dan ook slagen? Hoe aannemelijk is de kans van slagen en van
welke factoren hangt een succes af? Zal het ingevoerde systeem even goed werken als in
de landen welke ten voorbeeld zijn genomen? Het belang van deze vragen is aanmerkelijk

toegenomen vanwege de toenemende internationalisering van de economieen en vanwege
de voorgenomen uitbreiding van de Europese Unie met 12 landen. Hierdoor zal een har-
monisatie van wetgeving vereist worden. De ex-communistische landen krijgen hiermee

een kans, maar staan ook voor een onvermijdbare noodzaak, om mechanismen te kiezen
en te ontwikkelen die alle aspecten van onderlinge verhoudingen tussen de burgers in hun
landen bernvloeden.

Deze studie gaat over het onderzoek naar de factoren die de verschillen in de manieren

waarop economische agenten in de ontwikkelde Westerse landen hun activiteiten co-
ordineren. Met name betreft het: Australie, Oostenrijk, Belgie, Canada, Denemarken,
Finland, Frankrijk, Duitsland, Groot Groot-Brittannie, Ierland, Italie, Nederland, Nieuw-

Zeeland, Noorwegen, Spanje, Zweden, Zwitserland en de USA. Wij richten de aandacht op
de karakteristieken van de reguleringsomstandigheden en van de politieke processen die
in de verschillende landen plaatsvinden. Daarbij is ons doel om vast te stellen of enkele

belangrijke verschillen tussen de landen verklaard kunnen worden uit meer fundamentele
en minder veranderlijke factoren, zoals de context van de omgeving en de grote sociale
structuren. Dit onderzoek past in het algemene perspectief van vergelijkend onderzoek,
dat ervan uitgaat dat de door de landen gekozen oplossingen inzake regulering en poli-
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tieke processen samenhangen met diepere oorzaken en factoren. Wij concentreren ons

op een aantal gebieden waar verschillen tussen de landen waargenomen kunnen worden.

Deze zijn: de organisatie van het bankwezen en de financiering van industrieen, corporate
governance, industrial relations, en de processen van economische politiek formatie en
implementatie. Daarnaast nemen we terloops de organisatie van het beroepsonderwijs in
behandeling. Het zal blijken dat voor elk van deze gebieden de culturele factor, in feite
de culturele verschillen per land, een zeer goede voorspeller is van de verschillen in de
heersende organisatie patronen en een veel betere dan enig andere factor die in de liter-
atuur onderzocht is. Wij onderzoeken eveneens de mechanismen waardoor deze culturele
factor invloed uitoefent op de karakteristieke mechanismen van de economisch organisatie
welke in deze landen gelden.

In Hoofdstuk 2 analizeren wij de methodologische kwesties die te voorschijn komen
als culturele kenmerken gebruikt worden als verklarende factoren. Eveneens introduc-
eren wij de culturele kenmerken welke empirisch door Geert Hofstede afgeleid zijn en die
wij gebruiken voor onze studie gebruiken. Hofstede (1980) heeft, op de grondslag van
een grootschalig onderzoek in meer dan 40 landen, vier dimensies geidentificerd waarop
nationale culturen verschillen. Machtafstand verwijst naar de omvang waarin de min-
der machtig leden van een societeit accepteren dat de macht ongelijkmatig verdeeld is.
In het bijzonder werd gevonden dat een grote machtsafstand samenvalt met een diepe
hierarchische organisatie in de betreffende landen. Onzekerheidsvermijding verwijst naar
de omvang waarin mensen zich bedreigd voelen door onzekerheid en ambigurteit en er-
naar streven om deze situaties te vermijden. Collectivisme-individualisme verwijst naar
de mate waarin mensen voor zichzelf en hun direct huisgezin zorgen, of behoren bij 'in-
groups' of clans die voor hen zorgen in ruil voor hun loyaliteit. In collectivistische landen

delegeren mensen dus sommige beslissingen die zij in principe individueel kunnen maken
aan een groepsautoriteit. Femininiteit-masculiniteit verwijst naar een relatieve nadruk in
een samenleving op het zorgen voor anderen en de kwaliteit van het leven, aan de ene
kant, en op prestatie en succes aan de andere kant. Hofstede identificert voor iedere land
de relatieve posities op elke van deze dimensies.

In Hoofdstuk 3 beschrijven wij de overeenkomsten en de verschillen in de organisatie
van de bedrijfsfinanciering en de corporate governance tussen de ontwikkelde Westerse
landen. Wij ontwikkelen een typologie die gebaseerd is op de relatieve belangrijkheid van
de verschillende mechanismen die de verhoudingen tussen de beleggers en de bestuurders
van ondernemingen bepalen. Vervolgens classificeren wij de landen volgens deze typologie.
Eveneens behandelen wij de economische efficientie van verschillende mechanismen van
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bedrijfsfinanciering en corporate governance. Zowel de theoretische als de empirische
literatuur impliceren dat elke mechanisme heeft enige sterkten en zwakten heeft. Het is
thans onmogelijk om hun relatieve totaal efficiency te evalueren. Tenslotte beschouwen

wij de onderlinge verschillen tussen de financiale systemen in de recente jaren en bekijken
hoe groot deze zijn en of ze in de toekomst zullen verminderen.

In Hoofdstuk 4 onderzoeken wij welke factoren van invloed zijn op de waargenomen
onderlinge verschillen tussen de bedrijfsfinanciele systemen en de corporate governance.
Wij hebben aan geen element van de bestuurlijke omgeving een beslissende invloed op het
karakter van de financiele systemen in een land kunnen toewijzen. Evenmin hebben we
met zekerheid enig verband hieruseen kunnen aantonen. Factoren zoals grootte, welvaart,
en het karakter van industrialisatie kunnen de waargenomen verschillen in financiele sys-
temen niet goed verklaren. Verreweg de beste verklaring van de onderlinge verschillen
in het karakter van financiele systemen geeft het verschil in culturele kenmerken tussen
de landen, zoals gemeten door Hofstede's dimensies, samen met de verschillen in grootte
tussen landen met bepaalde culturele kenmerken. In het bijzonder kuunen de volgende
regelmatigheiden worden vastgesteld: de markt voor corporate control speelt een actieve
rol in alle betrekkelijk masculine landen met een voldoend lage Onzekerheidsvermijding,
en dan ook uitsluitend in dit type landen. De onderlinge verbanden tussen bank en on-
derneming zijn hecht in alle landen met relatief hoge Onzekerheidsvermijding en relatief
kleine machtafstand, evenals in landen die feminien zijn en een relatief kleine machtsafs-
tand en een relatief lage onzekerheidsvermijding kennen. In andere typen van landen zijn
deze verhoudingen afstandelijk. De mate van spreiding van eigendom (in ondernemingen
met een gelijke omvang) speelt geen rol van betekenis in alle landen met een relatief hoge
onzekerheidsvermijding. Verspreiding van eigendomen heeft een positive relatie met de
grootte van het land in landen met relatief lage onzekerheidsvermijding.

In Hoofdstuk 5 willen wij een verklaring geven voor het waargenomen patroon van de
interrelaties tussen culturele kenmerken en kenmerken van systemen van bedrijfsfinancier-
ing. Wij onderzoeken de mechanismen waardoor culturele kenmerken van een land van
invloed kunnen zijn op het karakter van zijn systeem van bedrijfsfinanciering. We vin-
den dat culturele kenmerken een invloed uitoefenen op sommige fundamentele attitudes
van politieke agenten in een land, en dus op de reguleringsomgeving van de bedrijfsfinan-
ciele systemen. Eveneens hebben deze culturele kenmerken invloed op sommige funda-
mentele attitudes van beleggers en bestuurders van ondernemingen en dus op hun keuze
van de voorwaarden van financiele contracten. Bovendien worden de baten en lasten van
de verschillende mechanismen van bedrijfsfinanciering beinvloed door het karakter van
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de organisatie-mechanismen in andere besturingssystemen, hetgeen gedeeltelijk bepaald

wordt door de attitudes van de betreffende agenten, gedeeltelijk ook door de cultuur. In
elk geval kunnen wij de attitudes identificeren die de theoretische en empirische literatuur

als meest relevant noemt. Wij kunnen voorspellen op welke wijze de culturele kenmerken

van invloed zijn op deze attitudes (en dus op enkele elementen van de reguleringsomgeving

en  op enkele kenmerken van andere bestuurssystemen). Het empirisch waargenomen  pa-

troon kan dus grotendeels met deze analyse verklaard worden. Statistisch analyse van die
mechanismen waarvan informatie beschikbaar is, bevestigt dat zij inderdaad verbonden

zijn met de relevante culturele kenmerken, en wel op een manier die wij mogen verwachten

op grond van de theoretisch analyse. Wij beweren dat het karakter van de culturele in-

vloed op de financiele systemen in de niet-Westerse landen in meeste geval significant

verschillen, omdat de meeste van deze landen relatief collectivistisch zijn, terwijl de west-
erse landen relatief individualist zijn. Niettemin is het aannemelijk dat sommige van deze
mechanismen karakteristiek zijn voor beide typen van landen. Een empirisch analyse van

een steekproef van 49 landen bevestigt dit voor een van deze mechanismen.

In Hoofdstuk 6 analyseren wij de verschillen tussen ontwikkelde landen inzake de

heersende wijzen van formatie en implementatie van economische politiek en inzake som-

mige hoofdkenmerken van arbeidsverhoudingen. Wij tonen aan dat deze verschillen verk-

laard kunnen worden door verschillen in culturele kenmerken. In het bijzonder nemen

in bijna alle landen met (i) een relatief groot machtafstand en (ii) in relatief masculine

landen met relatief kleine machtafstand en relatief lage onzekerheidsvermijding, belan-

gengroepen niet deel aan het proces van formatie en implementatie van economisch en

sociaal politiek (en alle pogingen van de regeringen om belangengroepen in die proces te
betrellen zijn zonder succes geweest). Verder  is  in die landen  de  mate van maatschap-

pelijke loon coordinatie laag, evenals de wisselwerking tussen arbeid en kapitaal, terwijl
de arbeidsverhoudingen in het algemeen op scherp staan. Aan de andere kant nemen

in bijna alle landen met (i) een relatief kleine machtafstand en relatief hoge Onzekerhei-

dsvermijding, en (ii) in relatief feminine landen met relatief laag Onzekerheidsvermijding,

belangengroepen actief deel aan de process van formatie en implementatie van economisch

en sociaal politiek. In die landen was (i) de mate van maatschappelijke loon coordinatie

tenminste tot de negentiger jaren hoog; (ii) de wisselwerking tussen arbeid en kapitaal

tenminste tot de begin van de negentiger jaren hoog en waren (iii) de arbeidsverhoudingen
in het algemeen vreedzaam. Voor twee van de vier kenmerken is de correlatie perfect, en
voor de twee andere vormt slechts 66n land een uitzondering.

Eveneens blijkt uit ons onderzoek dat de betreffende kenmerken in de tijd stabiel bli-
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jven vast blijven en geen aanleiding gaven tot spanning gedurende het na-oorlogse tijdperk
in die landen welke een relatief kleine machtafstand en relatief hoog onzekerheidsvermi-
jding kennen. Echter, in relatief feminine landen met een relatief lage onzekerheidsver-

mijding heeft de handhaving van deze mechanismen soms tot grote spanningen geleid,
waardoor hun betekenis afnam. Er zijn ook verschillen in de meer specifieke kenmerken
van deze mechanismen tussen de twee subgroepen, die kunnen grotendeels samengevat
kunnen worden door te stellen dat landen met een relatief kleine machtafstand en een
relatief hoge Onzekerheidsvermijding streven naar het 'institutionaliseren van consensus',
terwijl relatief feminine landen met een relatief lage onzekerheidsvermijding streven naar
het 'institutionaliseren van strijd', in de terminologie van Therborn (1993). De beschik-
bare literatuur levert geen andere factoren die de de verschillen in de formatie en de
implementatie van economische politiek en van de arbeidsverhoudingen tussen de landen
beter verklaren dan de door ons gevonden culturele factoren.

Tenslotte onderzoeken wij in Hoofdstuk 7 of landen met gelijke culturele kenmerken,
maar die verschillen in economische organisatie, toch sommige trekken gemeen hebben.

Daarbij evalueren we de toepasbaarheid van de gevolgde methode op het economische sys-
teem als geheel. We leiden hieruit enkele beleidsconsequenties af, zowel voor ontwikkelde,
als voor overgangseconomien. We eindigen met suggesties voor verder onderzoek.
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