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Up to a point, banks and markets both foster economic growth. Beyond that limit, expanded bank lending or market-based financing no longer adds to real growth. But when it comes to moderating business cycle fluctuations, banks and markets differ considerably in their effects. In normal downturns, healthy banks help to cushion the shock but, when recessions have coincided with financial crises, we find that the impact on GDP has been three times as severe for bank-oriented economies as it has for market-oriented ones.

JEL classification: G10, G21, O16, O40.1

Banks and markets channel savings into investment in quite different ways. Banks perform intermediation mostly on their balance sheets. They take in savings typically as deposits and provide funding primarily in the form of loans, often through close relationships with borrowers. Markets, by contrast, keep savers and investors at arm's length, by serving as a forum where debt and equity securities are issued and traded. Banks can overcome problems arising from asymmetric information and contract enforcement using the knowledge they accumulate through relationships; markets do so by means of contract covenants and the courts.

All financial systems combine bank-based and market-based intermediation. But financial structure - the particular blend of the two intermediation channels - varies across countries. In this article, we discuss some of the determinants of financial structure, and how that structure might affect economic growth.

The latter question is much debated. Some studies find that both financial intermediaries and markets are important for economic growth (Boyd and Smith (1998), Levine and Zervos (1998)). Others conclude that financial structure per se does not matter: it is the overall provision of financial services (banks and financial markets taken together) that is important for growth (Demirgüç-Kunt and Levine (1996), Levine (2002)). Another possibility is that the relationship is more complex and that the answer varies depending on a country's level of economic and financial development (Demirgüç-Kunt et al (2011)).

We focus on three issues. The first relates to the relationship between a country's characteristics and its financial structure. We find that financial structure evolves alongside the changing profile of the economy. The second is the link between financial structure and economic growth. We find that banks and markets foster economic growth in a complementary way, but also that there comes a point of negative returns: beyond it, additional banking intermediation or larger markets go hand in hand with lower growth. The third issue relates to the role banks and markets play in moderating business cycle fluctuations. We find that the shock-absorbing function of bank-oriented systems is inhibited when the downturn coincides with a financial crisis.

The rest of the article consists of four sections. The first presents the facts and discusses the mix between bank- and market-based intermediation across a range of countries. The second explores the varying linkage between financial structure and economic growth. The third empirically tests the roles banks and markets play in moderating business cycle fluctuations. The concluding section summarises the main results.

Financial structure: cross-country differences and determinants

There is no direct measure of the intermediation services that banks and markets provide that allows straightforward comparisons across countries. As a result, empirical analysis of this topic relies on indicators that approximate different aspects of the two intermediation channels (Beck et al (2000), Levine (2004)). Even then, data availability and comparability over time and across countries are an issue. In this article, we rely on the World Bank's Global Financial Development Database.2

Graph 1 shows the financial structure of 41 countries over two periods: the 1990s and the 2000s. It plots the ratio of bank credit to the sum of bank credit plus total equity and bond market capitalisation as a proxy for the relative importance of banks and markets. The higher this ratio, the more a given financial system relies on banks and, consequently, the less it does on markets.

Two broad patterns stand out. First, financial structure differs considerably between countries. The relative importance of banking ranges from less than 20% in the United States to over 60% in Austria, Hungary and New Zealand. Second, financial structure is not static. Market-based intermediation has gained ground over the past two decades. To see this, note that roughly three quarters of the blue diamonds, which represent the ratio for the 1990s, lie above the bars, which represent the ratio for the 2000s. A closer look shows that the bulk of this shift reflects changes in emerging market economies.

Financial structure and country characteristics

What drives cross-country variability in financial structure? What is the influence of real sector characteristics, such as the level of economic development or the sectoral composition of economic activity? And what is the role of institutional factors such as the legal framework? We discuss these issues by drawing on the literature and on cross-country sectoral information.



Generally, market-based financial intermediation tends to increase as per capita GDP rises.3 Several economic factors may explain this. One is that the financial literacy of households and firms improves with economic development, lifting demand for services linked to market-traded securities (Allen and Gale (2000), Boyd and Smith (1998)). For instance, insurance companies, pension funds and mutual funds account for a larger share of GDP in richer countries. Another factor may be that more highly developed countries have stronger institutions. In particular, market-based finance benefits from better enforcement of property rights through a stronger legal and judicial framework (see discussion below).

But differences in financial structure also reflect the sectoral composition of output. Some productive sectors are more likely to rely on bank loans as a source of external funds. By their nature, different lines of business are more suited to different types of intermediation. Sectors with tangible and transferable capital (such as agriculture), as well as those where output is easier to pledge as collateral (such as construction), are more amenable to bank debt finance. By contrast, sectors that rely heavily on human capital (eg professional services), or those where output is hard to collateralise, will tend to rely more on equity or bonds. Empirical analysis based on a cross section of EU countries confirms this overall pattern (see box for details).

Firm size also has a bearing on the funding mix. Small firms typically depend on bank finance because of the fixed costs involved in tapping capital markets, not least those associated with the corresponding governance mechanisms. Graph 2 shows the negative correlation between bank dependence and firm size at the sectoral level. In particular, the graph plots on the horizontal axis an index of the economy's dependence on bank funding (the logarithm of bank loans over total firm liabilities) and on the vertical axis the average size of firms (measured by the logarithm of the total assets of the average firm in each sector). The downward slope means that sectors dominated by smaller firms are more bank-dependent.

Turning to countries' institutional characteristics, as noted, financial contracts depend critically on the legal framework and the enforcement of contracts and property rights. Investors are more likely to part with their money if they feel sure of being able to claim it back.

Research on the interactions between law and finance has highlighted a number of regularities.4 First, legal frameworks originating in the common law tradition tend to offer higher protection to holders of equity and debt securities. Minority shareholders have more tools, such as the exercise of their voting rights, to protect their interests from actions by management or large shareholders.

For their part, creditors find it easier to avoid an automatic stay on assets and enjoy greater priority when their claims are secured and they face managements that have less freedom to seek court protection. As a result, common law systems foster the development of market-based finance, which depends on the efficiency of arm's length relationships between issuers of securities and investors. By contrast, banks, through their repeated interaction with clients and through their closer screening and monitoring of borrowers, can compensate for the more limited protection offered by French civil law frameworks. Legal systems in German and Scandinavian law tradition fall between common law and French civil law traditions in terms of the protection they offer to arm's length investors (La Porta et al (1998)).





Empirically, there is a strong association between the origin of a country's legal framework and the composition of its business financing. Firms in common law countries tend to rely more on traded equity and have a more diffuse shareholder base than firms in countries that follow the French civil law tradition (magenta and blue bars in Graph 3). In addition, there is a correlation between the origin of the legal system in the country and the financial system's overall degree of development. As shown by the yellow bars in Graph 3, common law countries tend to have more developed financial systems than countries with legal systems based on French civil law.

Banks, markets and economic growth

What is the relationship between financial structure and economic growth? The literature suggests that both bank- and market-based intermediation are positively linked with output growth. But Demirgüç-Kunt et al (2011) make the more nuanced observation that, as economies grow, economic output tends to become less sensitive to changes in bank development but more so to changes in financial market development. This suggests that the services provided by financial markets become comparatively more important as countries grow. In a similar vein, Cecchetti and Kharroubi (2012) examine how the size of the financial system affects productivity growth. They conclude that, at low levels, a larger financial system goes hand in hand with higher productivity growth. But there comes a point where larger financial activity is associated with lower growth. Law and Singh (2014) find a similar effect in the relationship between GDP growth and the size of the financial sector.


Is there a link between the sectoral composition of an economy and its financial structure?

This box investigates the link between an economy's financial structure (the relative importance of bank and market finance) and its sectoral composition. We construct an index of the importance of bank funding relative to other forms of financing (equity and bonds) using information from the BACH database on the funding of non-financial firms. This database covers 17 sectors in nine European countries. The index is defined as:



where j=1, -17 indicates the sector and k=1,-,9 stands for the country. Both the numerator and denominator are averages over the period 2000-11, weighing yearly figures by sectoral gross value added. Unfortunately, it is not possible to disentangle control stakes from other equity financing raised on the market. As a result, the denominator includes total equity, together with bonds and bank loans, but excludes trade credit and provisions. Graph A shows the average bank funding ratio for three different groups of countries: (i) core euro area countries (BE, FR, GE, NL); (ii) peripheral euro area countries (IT, PT, SP); and (iii) eastern European countries (CZ, PL).

Regression analysis can help identify how far specific sectors tend to depend more on bank loans than others do. A simple model for the bank funding index is specified as:



where j = sector, k = country, θj is a set of sectoral dummies (sector A = agriculture; forestry and fishing are excluded) and ρk is a set of country dummies (Poland is the omitted country).

Table A reports the regression results. The simple model explains more than half the overall sample variability in the bank funding index (R-squared of 55% shown in the last row of the table, column I). Moreover, sectoral dummies explain a larger share of overall variability (R-squared equal to 41%, column III) than the country dummies do (R-squared equal to 14%, column II). Finally, once differences in sectoral composition are taken into account, there are no significant differences in the results across groups of countries within the sample. Statistical tests reject the hypothesis that the coefficients are different for core and peripheral countries in Europe or across euro area countries (p-values greater than 5%). The coefficients on the sectoral dummies provide additional interesting results. Innovative sectors, such as "Professional, scientific and technical activities" (sector M) and "Information and communication" (sector J), rely less on bank funding, while sectors where firms are typically smaller, such as "Accommodation and food service activities" (sector I) and "Administrative and support service activities" (sector N), rely on it more.







We revisit these issues using a panel of 41 advanced and emerging market economies during the period 1989-2011. We augment the statistical model of Beck and Levine (2004), which estimates the effect of stock market and banking sector development on economic growth, by allowing for this impact to change with the level of financial deepening.

Our benchmark statistical model follows Beck and Levine (2004, Table 4):



where Δyi,t is real per capita GDP growth, Xi,t represents a set of control variables i and t represents country and time period, respectively. The key variables are the two indicators of financial structure: Bi,t, defined as the logarithm of the ratio of bank credit to GDP; and Mi,t, which indicates the logarithm of the turnover ratio, ie the ratio of the value of total shares traded to average market capitalisation.5 The regression includes annual dummies to account for time-specific effects.6

The results reported in the first column of Table 1 show that only the development of the equity market has both a statistically significant and positive association with economic growth. In contrast to other findings in the literature, a higher ratio of bank credit to GDP does not go hand in hand with higher economic growth. This difference might reflect the fact that these findings are based on earlier data samples or on a somewhat different set of countries that includes a lower proportion of advanced economies.

We next modify the equation by allowing non-linear (quadratic) terms for both bank credit and the turnover ratio. In particular, we have:





The results of the non-linear specification in the second column of Table 1 indicate that increases in both bank and market activity are associated with higher growth, but only up to a certain point. Both indicators are statistically significant, suggesting that banks and financial markets provide different services and are complementary. The limits of financial deepening on growth are more clearly depicted in Graph 4. The horizontal axis indicates both (the logarithm of) the credit/GDP and the turnover variable, while the vertical axis measures per capita GDP growth. Growth benefits from a higher ratio of bank credit to GDP until the logarithm of the ratio reaches 3.7, or a credit/GDP ratio of around 40%. The corresponding peak for the logarithm of turnover ratio is 4.5, equivalent to a ratio of around 95%.



We also report on the horizontal axis the average values of the two ratios (bank credit and turnover) over the period 2001-11 for the advanced and emerging market economies in our data. Emerging market economies have, as a group, an average ratio of bank credit to GDP that is approximately equal to the value that corresponds to the peak of the relationship with growth (3.7), but an average turnover ratio (3.9) that is below the peak of the relationship of equity market deepening and growth. Taken at face value, these estimates suggest that in EMEs further market deepening would boost GDP growth while any gains from further development of the banking sector would be limited. Both indicators (at 4.7 and 4.5) are in the declining part of the respective curves in the case of advanced economies, suggesting that they have reached the point of negative returns to greater financial deepening.7

These results are in line with the findings of Rousseau and Wachtel (2008): the finance-growth relationship so firmly entrenched in the literature is less strong in more recent data. Using information for the period 1960-2004, they find that excessive financial deepening or rapid growth of credit may have led to both inflation and weaker banking systems, which in turn gave rise to growth-inhibiting financial crises.

The positive effect of financial deepening on growth is stronger for low-income than for high-income countries. The third and fourth columns of Table 1 split the sample on the basis of whether a country's per capita GDP is above or below the median for the sample. While the results for the lower-income countries are similar to those for the entire sample, only the coefficient on market turnover turns out to be statistically significant for the group of richer countries, and even then its significance is weakened. Similarly, the tests for the statistical significance of the coefficients between the two country groups (last column) indicate that there is a significant difference in the two sets of estimated coefficients relating to the contribution of banks to growth.

These results confirm and corroborate the finding that banks provide intermediation services that differ from those provided by financial markets and which are particularly beneficial for countries at an earlier stage of development (Allen and Gale (2000), Demirgüç-Kunt et al (2011)). Banks are particularly useful to lower-income countries because they provide inexpensive risk management for standardised risks and can compensate for weaker institutions. As countries evolve and their financial needs become more elaborate, markets are better able to provide products tailored to specific users. Thus, as economies mature, increasing the demand for a broader set of risk management and capital-raising tools, they can benefit from a legal and regulatory environment that supports market-based activities.

Financial structure and output volatility

Banks and markets also behave differently when it comes to moderating business cycle fluctuations. In "normal" downturns, relationship banks, especially well capitalised ones, find it easier to keep lending than markets do (Bolton et al (2013)). Drawing on their long-term relationships with clients, banks are more inclined to offer credit during a downturn. By contrast, transaction lenders, who do not invest in information about the borrower, typically pull back during a recession.

However, a financial crisis can impair banks' shock-absorbing capacity. When banks are under strain, they are less able to help their clients through difficult times. In addition, during a financial crisis, banks may put off necessary balance sheet restructuring (Caballero et al (2008)): instead, they may opt to roll over credit in an effort to postpone loss recognition (so-called zombie lending). This is something that capital market investors cannot afford to do. In a financial crisis, therefore, systems that are more market-oriented may speed up the necessary deleveraging, thereby paving the way for a sustainable recovery (Bech et al (2012)).

The differing responses of banks and markets can affect the severity of recessions. The average cost of recessions, in terms of forgone output, is similar between groups of countries with different financial systems (bank-oriented vs market-oriented). Table 2 shows average statistics for the output cost of recessions across different developed countries. The top two rows of column III show that about 4% of GDP is lost during a typical recession. Most of this loss is incurred during the period from the beginning of the recession to its trough (column IV). When comparing the top two rows of the table, note that there is no material difference between the average experience of countries with bank-oriented financial structures and that of more market-oriented countries.

When there is no financial crisis, economies with bank-based systems appear more resilient. This is highlighted in the middle two rows of Table 2, which suggest that bank-based systems registered virtually no GDP loss on average. By contrast, in these same episodes, countries with market-based systems experienced an average output loss of more than 3%. A simple explanation is that, when banks are not themselves under strain, they help their clients absorb economic shocks.



The opposite is true when recessions coincide with a financial crisis. In this case, countries that rely relatively more on bank financing tend to be more severely hit (bottom two rows of the table). In fact, recessions in countries with bank-oriented systems are three times as severe (12.5% of GDP) as in those with a market-oriented financial structure (4.2% of GDP). When the banking sector is itself handicapped by the effects of a crisis, recessions tend to be more severe and countries with bank-oriented systems suffer more than others.8

Conclusions

The results of this paper confirm the widely accepted view that both banks and markets are very important for economic growth. In line with Allen and Gale (2000) and Demirgüç-Kunt et al (2011), we also find that banks provide services which differ from those offered by financial markets and that such services prove to be particularly beneficial for less developed countries (as proxied by real income per capita). However, we also find that there is a point after which further growth in financial activity no longer contributes to growth but may even slow it down

Finally, our evidence suggests that banks and markets differ considerably in their moderating effects on business cycle fluctuations. Banks are more likely to supply loans during a "normal" downturn, thus smoothing the impact of the recession. But their shock-absorbing capacity is impaired when the downturn is associated with a financial crisis. In this case, recessions in countries with bank-oriented systems are three times more severe than in those with a market-oriented financial structure.
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