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Bank-Based vs. Market-Based Financing and Its Implications for Monetary Policy

Abstract

There has long been an intense debate among Iranian economic analysts regarding
bank-based versus market-based financing. Specifically, there is considerable
emphasis on the notion that bank-based financing in Iran's economy is an undesirable
condition, and that policies should aim to promote a shift toward market-based
financing. The findings of this study indicate the following: First, whether financing
is bank-based or market-based only alters the degree of risk-sharing by capital
providers and has no effect on the total volume of financial resources. Second, there
is no strong empirical or theoretical evidence suggesting that bank-based or market-
based financing leads to differing long-term economic growth outcomes. Third, from
the perspective of financial and banking stability, there is also no conclusive
theoretical or empirical support favoring either bank-based or market-based systems.
Therefore, from the standpoint of monetary and supervisory policy, the structure of
financial intermediation—whether bank-centered or market-oriented—is of
secondary importance. What remains crucial is that monetary and regulatory policy
continue to focus on inflation control and banking stability, rather than attempting to
restructure the mode of financial intermediation.
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Introduction

The debate over the dominance of bank-based versus market-based financial systems has long captivated
economists, especially in the context of policy formulation. In countries like Iran, where financial systems are
heavily reliant on banks, there has been growing advocacy among analysts and policymakers for shifting
toward more market-oriented financing. This view stems from the belief that a market-based financial system
enhances the efficiency of financial resource allocation, increases investment, and consequently promotes
economic growth.

However, foundational theories in macroeconomics suggest a more nuanced picture. As argued by Fama
(1980), savings are the primary source of financial resources in any economy, whether intermediated through
banks or the capital market. Thus, the form of intermediation does not affect the aggregate volume of financial
resources available for investment but merely alters the distribution of risk between savers and financial
intermediaries. This observation has been further elaborated upon by Mishkin (2022), who emphasized that
financial intermediaries—be they banks or capital markets—serve the same basic function of transferring
surplus resources to deficit units in the economy.

Recent empirical studies such as those by Levine (2002) and Sahoo (2014) indicate no consistent superiority
of either financial structure in fostering long-term economic growth. While countries like Germany and Japan
(bank-based) and the U.S. and U.K. (market-based) all achieved significant economic development, their
divergent financial structures suggest that success is not inherently linked to one model over the other. Rather,
the key lies in the robustness and inclusivity of the financial system as a whole.

Given this context, the present study investigates the implications of a bank-based versus a market-based
financial structure for monetary policy and financial stability in Iran. By analyzing the balance sheets of
financial institutions and tracing the flow of savings through various financial channels, this study aims to
determine whether shifting from a bank-oriented to a market-oriented financial system is a valid policy goal
or a misdirected strategy based on misconceptions.

Methods and Materials

The analysis was conducted using a conceptual framework grounded in macroeconomic theory and financial
system design. The study develops schematic representations of the financial flow between savers and firms
under both bank-based and market-based models. It constructs hypothetical bank balance sheets under each
model to illustrate how the structure of liabilities and assets changes with the type of financial intermediation.
The study also performs a comparative analysis using stylized facts from international financial systems,
including the U.S., U.K., Germany, and Japan. Empirical observations about the composition of bank liabilities
(demand vs. time deposits) and the duration of loans (short vs. long term) are used to illustrate liquidity risk
and maturity mismatch issues.

Quantitative data, including average economic growth rates, were collected from historical records covering
the period from 1950 to 2019. Additional insights were drawn from the experiences of emerging markets,
particularly India, as studied in relevant empirical literature.

Findings

The analysis revealed several critical findings:



1. Neutrality of Financial Structure on Resource Volume: The choice between bank-based and
market-based financing does not affect the total volume of financial resources in the economy. Both
forms of intermediation ultimately draw upon household savings.

2. Risk Distribution Differences: Bank-based financing shifts the risk of default and loss from savers to
banks, effectively socializing financial risk. In contrast, market-based financing places the risk directly
on savers through instruments like stocks and corporate bonds.

3. No Systematic Growth Advantage: Long-term data analysis from countries with differing financial
structures (e.g., Japan vs. U.S.) does not support the claim that one model significantly outperforms
the other in terms of GDP growth. Growth outcomes are more strongly correlated with overall financial
development rather than the structure per se.

4. Implications for Bank Balance Sheets:

o In bank-based systems, long-term loans dominate the asset side while time deposits dominate
liabilities, increasing liquidity risk due to maturity mismatches.

o In market-based systems, firms maintain higher levels of demand deposits while banks issue
more short-term loans, leading to a more dynamic but potentially volatile structure.

5. Impact on Monetary Policy Transmission:

o In bank-based systems, changes in policy rates directly affect deposit and lending rates,
ensuring a stronger and quicker transmission of monetary policy.

o In market-based systems, the effect is more diffuse and depends on the structure and maturity
of market instruments.

6. Stability Considerations:

o Bank-based systems are more prone to systemic risk due to the maturity transformation role
played by banks and the implicit government guarantee of deposits.

o Market-based systems reduce the chance of bank runs, as there are fewer callable liabilities
like deposits, but may carry increased asset price volatility.

7. Case of Iran:

o Despite increased emphasis on developing capital markets, Iran has not seen corresponding
improvements in economic growth or financial stability.
o Two major financial crises—one linked to real estate and the other to the capital market
bubble—demonstrate that neither model inherently ensures stability.
Discussion and Conclusion
The findings of this study challenge the prevailing narrative that increasing the share of market-based financing
will necessarily lead to improved economic outcomes. Both bank-based and market-based financial systems
are essentially mechanisms for channeling household savings to productive uses. The distinction between the
two lies primarily in how financial risk is distributed rather than how much financing is actually mobilized.
From a policy perspective, prioritizing the development of one financial structure over the other is not justified
by either theoretical frameworks or empirical evidence. Instead, the focus should be on enhancing the
efficiency, transparency, and inclusiveness of the financial system as a whole. This includes improving
regulatory oversight, mitigating systemic risk, and fostering financial literacy among savers and investors.
For monetary policy, the type of financial intermediation does have implications for the effectiveness of
transmission channels. Bank-based systems tend to offer a more predictable response to changes in policy
rates, which can be advantageous for central banks seeking to manage inflation and demand. However, this
benefit may be offset by increased systemic risk if the regulatory environment is weak or ineffective.



In contrast, market-based systems can dilute the potency of monetary policy but offer greater resilience to
liquidity shocks and depositor panic. They also introduce more market discipline and potentially better risk
pricing, although they may suffer from information asymmetries and speculative behavior.

Ultimately, the decision to promote one structure over another should not be driven by ideological preferences
or superficial indicators but should be rooted in a realistic assessment of institutional capacities, regulatory
frameworks, and the maturity of financial markets. In the context of Iran, improving monetary policy
effectiveness and financial sector supervision should take precedence over restructuring the financial
intermediation model.

The central conclusion is that there is no one-size-fits-all solution. Both systems have merits and drawbacks.
Therefore, policy should aim for a balanced approach that leverages the strengths of both models while
mitigating their respective weaknesses.
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