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1. Introduction

Recently, *“the globalization™ of securities markets is developing rapidly and the
financial relationship among countries have become much tighter. But the financial
system including securities markets, is very different in each country. Each system
depends on the national characteristics of the individual countries.

It is very important to recognize the special features of the financial system in
Japan, when we consider the future internationalization of the system. In order to
do so, we compare the Japanese financial system, especially the securities markets,
with financial in the United States.

The financial system has two functions, i.e. the function of asset transformation
and the function of asset liquidization. The former function concerns whether the
assets are financed directly or indirectly. Here, the distinction between direct
finance and indirect finance depends on whether lenders hold the principle securities
issued by final borrowers directly, or whether indirect securities are transformed by
financial institutions. The financial institutions include the banking system and
securities companies. The latter function is derived from the former, and, plays an
important roll in the financial system. The function works through the open market
in which many people participate, and through the direct market in which people
negotiate directly.

The statistical results with which the financial systems of Japan and the U.S.
can be compared are shown in figure-1. Generally we characterize the financial sys-
tem of the United State as relying primarily on direct financial forms. But, both
the systems in both the countries are quite similar and utilize a number of financial
forms. However, the kinds of financial institutions are significantly different. In the
private sector, banks and the other financial institutions have almost the same
weight in the U.S.A. On the other hand, in Japan, banks occupy a significantly
bigger weight. The U.S. financial system historically has been market oriented, while
the Japanese financial system has been non-market oriented until recently. However,
since 1975, the Japanese system has been moving to be market oriented. In addition,
the weight of the public sector against to whole financial sectors, are gradually
getting bigger in both countries.

* This article is to be revice a little and to be translate my article which was published on the The Economic
Review Vol. 39 No. 1 January 1988
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Figure 1. A Comparison of the Financial Systems in Japan and the U.S.A.
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Data: Japan Bank of Japan, Flow of Funds Accounts.
US.A. Board of Governors of the Federal Reserve System,
Flow of Funds Accounts.
Source: S. Royama [1986]

On the basis of the differences in the financial systems of both countries, we can
make a comparison between the securities markets in Japan and the U.S. We can
study both the evolving processes and structures for both securities markets. Then,
we evaluate the difference (or similarities) in both markets. In particular, we concen-
trate on the performance of liquidization function.

In section 2, we compare the scale of securities markets in the two countries.
In section 3, we compare the performance of both markets. In section 4, we develop
framework to compare the structure of the markets and we discuss the differences in
these structures in section 5, Finally, we try to consider the possible future changes
in the Japanese securities market in section 6.

2. The Current Situation of the Securities Markets

1) Stock Markets
In comparing the scale of the stock markets by using the total market value of
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the listed stocks, the U.S. stock market is significantly bigger than the Japanese
stock market significantly until 1986 (figure 2). But, in 1987 the stock price level
grew quite rapidly in Japan, and the Tokyo stock exchange dominated the NYSE
according to total market value.

Figure 2. Total Market Value of Listed Stocks

1000 billion dollars
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Source: NRI: Manual of Securities Statistics

The stock market can be divided into the exchange market and the over-the-
counter-market. The former is a highly systematized market and trading is central-
ized in an exchange. There are listing criteria which are provided by the exchange
regarding the size and business condition of the issuing campany, liquidity of the
securities, and other pertinent factors in order ensure fair price formation and to
maintain smooth trading for the protection of investors. The other hand, the over-
the-counter-market is less organized than the exchange, and the trading is executed
over-the-counter of the securities companies. But, the equity issues that are tradable
over the counter are not completely arbitrary and must be registrated.

Characteristic of the U.S. stock market is that the over-the-counter-market
(NASDAQ: National Association of Dealers Automated Quotation) is quite big and
occupies 33% of the total transaction volume in 1984. And the market works quite
well. In constrast, the over-the-counter-market of Japan is very small and occupies
only 0.13% of the total transactions value of the Tokyo Stock Exchange.

Next, we compare shareownership by type of investors. Table 1 shows the U.S.
market and table 2 shows the Japanese market. In the U.S., the percentage of stocks
held by individual investors is larger than that held by any other group of investors.
But, this ratio has been getting smaller gradually. Conversely, the percentage of
stock held by institutional investors is getting higher. And we find that the turn-over
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ratio of transactions volume by institutional investors is higher than the average
ratio in the market.

This means that institutional investors are very active in stock market. There also
exists the phenomena of the “institutionalization’ of the stock market in Japan:
The percentage importance of individual investors is rapidly shrinking while the per-
centage importance of institutional investors is getting higher. But, concerning the
turn-over ratio of transactions volume in Japan, the ratio for individual investors is
higher than for institutional investors. As a result, the phenomena of institutionali-
zation are very different in the U.S. and in Japan.

2) Bond Markets

The comparison between the scale (outstandings volume) of the bond markets
in the U.S. and in Japan is shown in table 3 and table 4. According to this measure
of the market scale, the Japanese bond market is growing more rapidly than the U.S.
bond market. Considering, the volume of bonds outstanding, in Japan the market
grew 13.3 times and in the U.S. 5.7 times for the 16 years, 1970—1986. In order to
better see the relative the two scale of bond markets, we take the ratio of bonds
outstandings to GNP. The ratio for the U.S. moves both down and up raising to
76.6% in 1970, falling to 71% in 1981, and again raising to 95.5% in 1985. The
other hand, in Japan, the ratio has been continually getting higher, from 28% in
1970, it increases to 81.9% in 1986 which is the almost same in the ratio of the U.S.
in 1983.

We next survey the bond market by the various types of bonds. During these
periods, the ratio of government bonds to all bonds in almost continuously 50% in
the U.S. On the other hand, in Japan, the ratio was 13.3% in 1970 and after that,
the ratio rose to about higher and is the same level as the ratio in the U.S. in the
1980’s. Considering corporate bonds, in the U.S., the ratio is getting lower, falling
from 24.2% in 1970 to 19% in 1986. In Japan, the ratio is falling even more rapidly,
especially the ratio of kinyu-sai (bank debentures) to total bonds shrank from 30%
in 1970 to 16.6% in 1986. In sum, the composition of the bond market changes a
lot more in Japan than in the U.S. Moreover, there exist junk (high yield) bond mar-
kets in the U.S. and not in Japan.
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3. The Performance of Securities Markets

1) Yield Spread

At first, we compare the performance of both markets considering the long-term
yield spreads between government bonds and high quality corporate bond. The
yields to maturity of government and corporate bonds in both countries are shown
in figure 3. The yield spread depends on basically the default risk. As the govern-
ment bond is the safer, given similar terms, the yield for corporate bonds should be
higher than for a government bond considering only the default risk.

Figure 3. Yield to Maturity
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Data: The Bond Underwriters Association of Japan

In the U.S. bond market, the spreads are always positive, but, in the Japanese
bond market the spreads are almost negative until 1983. From 1983, the spreads
change to positive and get progressively wider.

Spreads are also determined by liquidity in the market. As bonds with high
liquidity have low transaction costs, the interest rats would be lower compared to
bonds with low liquidity, other thing’s being equal. Until 1983, the transaction
volume and the turn-over ratio of transactions for Japanese government bonds were
relatively small. As a result, the transactions costs for government bonds were higher
than for corporate bonds.

This phenomena reflects the Japanese financial system. In Japan, government
bonds are issured through underwriting by a syndicate. Moreover the underwriting
by the financial institutions is compulsory. Therefore, the bond holdings of financial
institutions, especially city banks and local banks, are different from their optimal
portfolios. Generally, city banks and local banks put up for sale government bonds
strongly when the markets are very tight. Recently, underwriting by the syndicate
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has been relaxed and the transactions volumes and turn-over ratios have become
larger. As, the liquidity for government bonds is better than for any other bonds, the
spreads compared with corporate bonds are positive and getting wider.

2) The Performance of Mutual Funds

In Japan, investment trust companies only are typical institutional investors.
They actively invest in secondary markets. In this section, we compare the perform-
ance of mutual funds in both countries.

Performance can be measured with a relationship between the returns and the
risks of mutual funds. Assuming investors behave in a risk averse fashion, they deter-
mine their optimal portfolio in order to diversify risks. Under this condition, risks
are measured by the systematic risks () instead of total risks of returns on securities
assets. The relation between rate of return and risk is linear and the trade-off rela-
tion in which higher rates of returns attend higher risks on average, holds in efficient
markets.

Figure 4. Performance of Japanese Mutual
Funds (1985 — 1987)
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Figure 4 shows the performance of 78 stock investment trust funds (open type)
in Japan from 1985 to 1987. During this period, Japanese trust funds grew up rapid-
ly. The straight line (SML) shows the average relationship between the returns and
the risks. Funds above the line gained above average returns considering the risks.
Evidence from the figure shows that few funds positioned themselves above the line
and most of funds were below the line. Performance of Japanese stock funds is on
the whole below the market average. Moreover, the funds did not show better any
performance during any previous period from 1964.

Figure 5 shows the performance of mutual funds in the U.S. The funds are
found both above and below the SML line, and most are positioned around the line.
The overall performance is similar to the market as a whole.
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Figure 5. Performance of U.S. Mutual
Funds (1945 — 1964)
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In sum, the performances in each country are quite different. But, in Japan,
competition among investment trust companies are also becoming keen in today’s
market place when the level of interest rates are very low and investors are getting
nervous about poor investment performance. Moreover, institutional investors are
studying financial management theory and are beginning to try to apply the theory
in the real field.

3) Transactions Costs

One of the measures of market efficiency is the transactions costs. Investors
must generally pay the transactions costs, but the more efficient the market is, the
lower the cost will be. And, the lower the cost is, the more competitive financial
transfers will be among dealers and brokers.

For example. In the U.S. stock market, the brokerage commission system
changed from fixed rates to negotiable rates since 1975. The innovation was derived
from institutional investors who heavily compete on the basis of their performances
and are very sensitive to transactions costs. Under the fixed commission system,
non-price competition such as free information services, become strong and institu-
tional investors began to demand a reduction of the commission rates (see figure 6).

The other hand, in Japan, the commission rates system has been revised several
times, but is presently still on a fixed. In Japan, institutional investors have increased
rapidly as in the U.S., but until recently they have not competed against each other
on the basis of investment performance. Institutional investors (financial institu-
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Figure 6. Commission (Transaction) Fees (1987)
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tions, industrial companies, etc.) have not brought pressure to change the commis-
sion system. The objective of stock holdings by institutional investors is not to get a
good performance from the stock holdings directly, but to keep good relations with
the companies who issued the stocks. So, the transactions volume for institutional
investors except for investment trusts are small relative to individual investors. Quite
recently, the situation has changed a little bit and competition among institutional
investors including foreign investors has been strong according to internationaliza-
tion of Japanese securities market.

Market performances for Japan and the U.S. are significantly different. The per-
formance is strongly related to the market structure. In the next section, we com-
pare the market structures in both countries.

4. Market Structure — Function of Market-Making

1) Liquidity and Market Types

The most important function of a securities market is to efficiently provide
liquidity. Simply, *“liquidity” is defined to mean that transaction are executed
quickly enough to avert any risk suffered by price volatility. So, liquidity requires
low transactions costs. What kinds of market structure are necessary to this require-
ment.

Generally, markets are classified by the types of structure as being either auction
markets, dealers markets, brokers markets, or direct markets. Why do several kinds
of market types exist? Market types depend on the quality and quantity of the
securities. Quality is determined by the terms or conditions of issurance such as the
credit rating, the maturity, or the coupon rate. Quantity is determined by the issue
volume, distribution of investors, turn-over ratio of transactions, etc. Comparing
government bonds with corporate bonds, the former generally has both better quali-
ty and the outstandings amounts are significantly larger. In this situation, a govern-
ment bond is relatively easy to trade. So, transaction fees and the waiting time for
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trading for government bonds are smaller than for corporate bonds.

The type of markets is choosen to minimize transactions costs which include
trading fees, waiting time, liquidity risks, and so on. For example, if trading orders
continuously enter the market, and there exist many market participants, price
information spread out in a uniform fashion, in this case, the auction market is the
optimal trading type. Japanese stock markets are almost a type of auction markets.
On the other hand, in a dealer market or broker market, there are agencies such as
dealers and brokers that provide intermediation in trading. These agencies give price
information to investors, search out potential orders and play an important roll in
realizing trading orders. Dealers are to be distinguished from brokers who act strictly
as agents for investors and do not assume any risk. Dealers who hold inventories can
provide higher liquidity to investors, but also assume some risk from price volatility.
Therefore, dealing costs are higher than brokerage costs for same trading. The
Japanese bond market works as a dealer market.

There are a large number of participants acting together in these three markets.
On the other hand, the individual sellers and buyers negotiate directly in “‘direct
markets”. This type of market includes the private-offering bond market.

Liquidity is one of the most important characteristics for securities, and the
degree of liquidity is strongly related to the value of a particular security. In recent
Japanese government bonds market, yield spread between bench-mark and other
bonds which have almost the same issue conditions as the bench-mark bond, have
been quite big, sometimes as much as 0.7 — 0.8%. The trading share of the bench-
mark government bond occupies more than 90% of the whole bond market and the
liquidity is very high. Therefore, the bench-mark bond is valuable and the price is
relatively high. Next, we consider the relationship between market structure and
liquidity.

2) Market-Making

The idealized auction market is typically considered a perfect market, which
has high liquidity. In this market, there is no need for any intermediary to match
buy and sell orders. But in the real world, many markets do not have enough liquidi-
ty. So, the existance of intermediaries results in more rapid trading. One kind of
intermediary is a market-maker (dealer) who has inventories of securities, money
on his own account and can react to orders of his customers immediately. Market-
makers bear the risk of price changes and take interest costs to facilitate quick trad-
ing. The customers pay fees for the liquidity which is given by market-maker. The
market-making system is considered adequate, if the market-maker can provide high
liquidity considering the fees (costs).

Moreover, the market-making system can provide price information to the pub-
lic. This is because the market maker is obligated to quote bid and asked prices for
his specific securities, and to announce the trading amount.

3) Dealers’ Behavior and Market Structures

(1) Bid and Ask Spread
The dealer earns income by purchasing shares at the bid price, P? | usually below
the “true” price, P°, and by selling shares at the ask price, P? usually above the
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“true” price. Spreads between bid prices and ask prices provide compensation for
the dealers and are costs for investors.

Here, we consider how spreads are determined. A dealer holds wealth W at the
beginning of the period and selects the optimal portfolio for himself. Moreover, he
takes a position for dealing or trading, assume that the cost of borrowing money to
purchase securities from investors and the lending rate for money to sell his securi-
ties are equal, i. The dealer can not always hold his optimal portfolio, because he
must react to his customer’s orders. When the difference (loss) from his optimal
portfolio is compensated for fees paid by the customers, the dealer system is effi-
cient.

The spread S, which is the revenue for the dealers and a cost for investors is
determined such (hat,

P — ij (1+i) Zr,
Sj = =

pe 0,'2 |Q1|
i Wo

here, P,“ and P,” are the quoted selling and buying prices of the dealer, and P,-" is
the equilibrium price expected by the dealer. Z reflects the preferences of the dealer.
o2 is variance of the return of jth security, and Q; is the trading quantity at time.
Finally, 7; is the period investment.

We can derive several relationships from this formulation. For example the
spread is wider, the larger the variance is, the bigger the trading amount is and the
higher the interest rate is. Moreover, the spread is wider, the higher degree of risk
aversion for dealers and the higher is the ratio, Q/W. Finally the spread is wider for
a longer investment period.

(2) Dealer Market and Inter-Dealer Market

Under competition, new dealers will want to enter markets as long as spreads are
larger than dealing costs. At same time, investors look for and work with the dealer
who quotes the best prices, the lowest ask price and the highest bid price. Under
this situation, spreads are reduced until spreads equal to dealing costs.

Under competition, dealers want to reduce dealing costs. One of methods to save
dealing costs is to use inter-dealer markets. Dealers buy and sell through inter-dealer
markets. Therefore, dealers can save on the costs of inventories of securities for
dealing and escape opportunity costs including the risks of price changing.

4. A Comparison of the Securities Market Structures between Japan and the U.S.A.

In this chapter, we compare the structure of securities markets for both coun-
tries by examining the function of market-making. In particular, we can better con-
sider the characteristics of the Japanese market structure by examining the existence

of the NASDAQ and the junk bonds market in the U.S.

1) Over-the-Counter Stock Market

Stocks which can not be listed on exchanges are traded on the over-the-counter-
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market. The stocks trading on the over-the-counter-market are difficult to market,
relative to the listed stocks, because their outstanding volumes are small and they do
not have a notable firms’ name. Therefore, the over-the-counter-market is typically
a dealer market.

In the U.S. stock market, so many stocks are traded on the over-the-counter-
market and the over-the-counter-market is quite active. The activity increased, after
the NASDAQ (National Association System of Dealers Automated Quotation) was
built up. Price information can be disseminated very quickly through the NASDAQ.
This development depends on the evolution of computers. Dealers announce price
quotations for stocks registered on the NASDAQ. Investors watch the price informa-
tion and can recognize the best price. Now, more than 4000 stocks are registered on
the NASDAQ. The market value of the outstanding issues and their trading value
have respectively about 14% and 16% of the comparable ratio on the NYSE. More
importantly, the growth of the market is 5.3 times for the NASDAQ as against 3.5
times for the NYSE during the most recent five year period.

On the other hand, the weight of the over-the-counter-market is very small in
the Japanese stock market. At first, the function of the over-the-counter-market was
to trade stocks delisted from the stock exchange the function of supplying venture
capital was not important. The main purpose in the administration of a stock market
is to protect investors, so the securities administration did not develop in a positive
fashion the function of the over-the-counter-market.

But steps have been taken recently to strengthen the function of the market for
trading in securities and for raising funds by offering new shares pursuant to the
proposals made by the Securities Exchange Council in June 1983. Quite recently,
more than 30 stocks were registered on the over-the-counter-market each year, but
the market scale is still very small compared with the NASDAQ.

2) The Corporate Bond Market

Considering the corporate bond market, the Japanese market is quite different
from that of the U.S. One of reasons is derived from the structure of the corporate
issues market. In the U.S., the issuing terms and conditions are determined by
several credit rating agencies which are private institutions and compete with each
other. Firms can issue their own corporate bonds in the ordinary bond market if
they have a credit ranking of more than BB (bb). They can issue bonds in the “junk
bond’ market, if they can not get a rank higher than BB. Junk bonds or “high yield
bond”, provide a high return in compensation for accepting a higher risk. Junk
bonds are able to be issued as they have considerable liquidity. The liquidity is sup-
plied by market-makers which are mostly securities companies that underwrite junk
bond issues. :

In the Japanese corporate issues market, the principle of obtaining security cor-
porate bond issues has become an established practice. So, only a very limited num-
ber of firms could issue bonds, and most firms were shut out of the bond market.

Moreover, the issuing terms and conditions did not reflect the prices determined
by the secondary bond market. This situation results from the secondary market not
being active. The reason for this is that the issue volumes are quite limited and until
recently market-making system did not exist until recently. So, the liquidity of
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corporate bonds is generally very low and they are not easy to trade.

In the recent past, the Japanese corporate bond system has just begun to change.
Now, there are three Japanese credit rating agencies and two foreign rating agencies
and a market-making system for corporate bonds has just started up.

3) The Inter-Dealer Market

Nihon Sogo Securities Company (BB) and the Block Trading System of the
Stock Exchange work as inter-dealer markets. Specifically, the latter, which was
introduced in 1978 to smoothly trade the increasing number of government bonds,
is a market for government bonds and is only available for securities companies.
BB was established by the big four securities companies as the central figure in the
inter-dealer market in 1973 and has functioned in part by bond inventories for the
securities companies.

The banking institutions were thinking of creating inter-dealer market when
their dealing in public bonds started in June 1984. But, finally the banking institu-
tions joined the BB in accordance with the wishes of the Securities Administration
Agency. The transactions fees of the BB and the exchange are fixed. Sometimes the
fee changes for both the inter-dealer markets at the same time following the guid-
ance of the Administration Agency.

On the other hand, in the U.S. bond market, inter-dealer markets are con-
structed as the occasion demands in a voluntary fashion. For example, there are
several inter-dealer markets in the government bond market and there is competi-
tion among the different inter-dealer markets. Therefore, the transaction fee is deter-
mined freely. The existence and the numbers of inter-dealer markets depend on the
structure of each securities market.

6. Conclusion — The Future of the Japanese Securities Markets.

Why does a strong difference of structure for securities markets exist between
Japan and the U.S.

The first reason is the degree of maturity for the securities markets. In the U.S.,
the financial system has been historically market-oriented, as described in section 1.
The U.S. securities markets have had much experimence in how to make markets.
On the other hand, a market-oriented system just is a rather recent development in
Japan. We do not have enough experience to develop a properly functioning market.
ket.

Second, there were interest rate regulations and credit rationing after world war
I1. This policy was supported by the indirect financial system that was successfully
to reconstructed the Japanese economy. After 1975, the large-scale flotations of
government bonds, that accompanied the shift to low growth for the economy,
required financial reform. But the regulatory agency adjusted to the new financial
situation only with a lag.

Third, there are not any “true’ institutional investors except mutual funds.
Institutionalization of the securities markets in Japan is different from that in the
U.S.
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Fourth, Japanese investors still do not understand well what are the proper risks
in investment decisions.

How the financial system develops in Japan depends on the specific character-
istic of the Japanese situation, so the Japanese financial system does not necessarily
need to follow the same path as the U.S. system. But in Japan, the market-oriented
part of the financial system is getting larger and maintaining liquidity is becoming
very important. For example, we must consider how to construct market-making
system to be functioned open market well at first.
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