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 BLOG POST

Boosting the resilience of Europe’s financial

system in the coronavirus crisis

Europe has a heavily bank-based financial structure, but bank-based financial

structures are associated with higher systemic risk than market-based financial

structures. The higher level of systemic risk in Europe suggests caution when

pursuing policies that stimulate risk taking and debt creation by banks, especially in

the wake of COVID-19. Priority should be given to financial diversification and equity

finance.

BY: JOOST BATS, AERDT HOUBEN AND DIRK SCHOENMAKER  DATE: JULY 17, 2020
TOPIC: FINANCE & FINANCIAL REGULATION

Bank-based and market-based financial structures mobilise

savings, allocate capital, price risks and absorb shocks in

different ways. While banks conduct financial intermediation

and bear risks on their balance sheets, markets channel

resources directly from savers to borrowers, serving as

platforms via which equity and debt securities are priced,

distributed and traded. A key question is whether differences in
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financial structure are associated with systemic risk, which has

implications for public policy efforts to sustain real economic

activity.

The literature published after the Great Financial Crisis of 2008

generally speaks in favour of market-based financial systems.

This is because financial crises are more severe in bank-based

than in market-based financial structures (see eg Gambacorta et

al, 2014). In bank-based structures, systemic risk may be

greater because banks are highly leveraged and interconnected

institutions, with sizable maturity mismatches on their balance

sheets and direct linkages to the payments infrastructure. By

contrast, systemic risk may be lower in market-based financial

structures since markets channel resources straight from savers

to borrowers, and are less dependent on intermediation through

highly leveraged and interconnected institutions with large

balance-sheet mismatches and links to payments systems.

Moreover, market financing recovers quickly during banking

crises and, if well-developed, functions as an alternative to

financial intermediation by banks (Becker and Ivashina, 2014;

Crouzet, 2018). This reduces disruption to the flow of financial

services and thus serves to protect the real economy.

Differences in countries’ financial structures correspond to

differences in the short-term dynamics of the probability of

default of banking systems (Figure 1). During the financial crisis

(indicated by the shaded area in Figure 1), the banking system’s

default probability increased only a little in the United States,

which has a relatively market-based financing system. But it

increased substantially in Germany and Japan, which have

relatively bank-based financial structures. This suggests that

differences between countries in terms of their financial

structures indeed help explain differences in financial stability.
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Figure 1: Banking system default probabilities in bank- and market-
based financial structures

Source: Bruegel based on World Bank Global Financial Development
Database (GFDD; July 2018 version). Notes: This figure shows two
time-plots of, respectively, a country’s financial structure and the
default probability of its banking system. Financial structure is
represented by the ratio of a country’s outstanding bank credit over
the sum of non-financial sector debt and stock market capitalisation.
The banking system’s probability of default is measured by the
reciprocal of the Z-score of a country’s banking system, indexed at
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