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Abstract:
In contrast with bank lending, financial markets theoretically allow for the disintermediated
allocation of savings for investment. Post-financial crisis policies such as the Capital Markets
Union (CMU), the reform of securitisation, expansionary monetary policies, etc., have
bolstered the reliance on market-based financing, particularly for debt financing. At the
same time, these policies have questioned the optimal financing allocation and the resilience
of the financial system. However, the divide between banks and markets, the latter viewed
as “non-banks”, is too simplistic. To increase the efficiency of the system and improve risk
management, it is necessary to consider all sources of financing (including equity), as well as
thoroughly take into account the interconnected networks and intermediated channels
between banks and non-banks.
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Financial markets — and especially corporate debt markets —
have experienced solid growth
The growth of financial markets is illustrated by a surge in corporate bond issuances by nonfinancial corporations (NFCs). Since 2008, they have risen faster than bank lending. These
net emissions have partly offset shrinking bank lending to NFCs in the euro area since 2012.
In the past two years, they have actually matched bank lending to NFCs in volume.
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Bank and market debt are often only partly interchangeable as they do not always have the
same targets. Debt securities issuers are usually large corporations or mid-size companies,
much less often SMEs. Current developments such as securitization, loan origination by
investment funds and the CMU may however change the picture. In the euro area, the
structure of the liabilities of NFCs also reveals a certain complementarity between market
financing and bank financing. Tax treatment of equity financing (listed shares) is usually less
favourable. If debt financing and equity financing were truly tax neutral (Modigliani-Miller
Theorem), companies would be encouraged to bolster their equity capital and reduce their
leverage, investors would be more inclined to invest in shares and banks would be
incentivised to increase their regulatory capital, which would in turn boost the resilience of
the financial system (International Monetary Fund, 2016 1). Lastly, outstanding sovereign
debt has also been on the rise, and partly contributes to meeting the "endogenous" demand
for safe assets within the financial system, as collateral in derivatives and lending
transactions (secured securities lending and repo transactions).

Bank financing and market financing: complementary and difficult
to differentiate
Post-crisis reforms 2 have not established a complete separation between banking and
market activities. 3 In fact, the Originate-to-Distribute model for the sale of bank loans on the
markets was even brought back, for example in Europe, by adopting a new regime of simple
and transparent securitisations.
The Financial Stability Board (FSB), which provides global monitoring of shadow banking, i.e.,
credit activities 4 conducted by non-banking entities, points to growing balance sheets,
particularly for investment funds. 5 The analysis is hampered by the residual nature of the
"other financial institutions” 6 sector, as defined in the European System of Accounts, and by
the lack of clarity as to the activity of certain entities. 7 However, it reveals how critical it is to
assess the risk borne by non-bank entities, particularly in terms of leverage and liquidity.

1

This reference points in particular to the bias towards debt, which stems from the tax deductibility of bond coupons.
Under the aegis of the Bank for International Settlements (BIS) and the Basel Committee.
3
On 24 October 2017, under pressure from various national and European initiatives, the European Commission withdrew a bank
separation proposal known as the Liikanen report. The 1930 Glass Steagall Act, establishing a strict separation in the United States, was
repealed in 1999.
4
The FSB’s initial goal was to cast a wide net and target a wide range of activities as a first step, then to focus on high-risk activities.
5
For a discussion of the systemic nature of non-banking entities, see FSB (2015a), FSB (2015b) and FSB (2017).
6
“Other financial institutions” (Sector S.12 of the European System of Accounts) is the residual category obtained after excluding monetary
financial institutions (Subsectors S.121 and S.122), and insurance corporations and pension funds (S.128 and S.129). The entities in the
shadow banking sector include money market funds (S.123); non-money market funds (S.124); some “other financial intermediaries”
(S.125) such as dealers, financial vehicle corporations, some specialized corporations and financial corporations engaged in lending, such as
leasing companies, but not CCPs. They also exclude financial auxiliaries (S.126) and captive financial institutions (S.127).
7
E.B. Goksu and R.M.Heath (2017) offer a review of the data gaps and how they might be filled. In Europe, see L. Grillet-Aubert, J.B.
Haquin, C. JACKSON and C. Weistroffer (2016); A.M. Agresti and R. Brence. (2017).
2

Owing to the high financial intermediation rates, 8 the growing interpenetration of banking
and non-banking activities, and the lengthening of the channels of intermediation, analysing
bank and non-bank risks separately proves of little value. Cetorelli et al. (2014), Chernobaiy
et al. (2016) and Flood et al. (2017) highlighted the solid growth of bank holding companies,
both in size and complexity, and showed how their numerous subsidiaries covered a wide
range of activities within the financial sector. Cetorelli (2014) also noted that similar
conglomerates were formed by non-bank entities.
Assessing the efficiency of market-based financing beyond new issuances raises the question
as to who eventually holds the securities circulating on the market, i.e., who is financing
whom? Asset management, especially institutional asset management, now plays a key role
in the allocation of savings. It allows investors to diversify their investments to mitigate
market risk exposure and take advantage of economies of scale, while allocating needed
funds to finance businesses. This is particularly crucial when access to credit is limited, such
as in the case of risky or long-term investment projects.
A close examination of the intermediation chains reveals nonetheless a number of practical
barriers to identifying end-investors. Achieving transparency in financial intermediation, as
advocated by Boutillier et al. (2007), remains challenging, and makes it difficult to assess the
aggregate value of outstanding amounts (IMF, 2014; Zucman, 2013). In-depth analysis can
help the regulator better evaluate risk transfers, governance issues (Azar et al., 2017) and
the efficiency of intermediation.

A resilient financial system requires a global and integrated
approach that is also tailored to market risks
Structural and macro-prudential reforms have boosted the resilience of the banking system
and of market and post-market infrastructure (notably CCPs 9). The strengthening of
prudential requirements has significantly impacted bank lending activities, and therefore
boosted market intermediation. In parallel, various European directives and regulations 10
have brought changes to the way investment services providers operate, namely by
establishing risk management procedures according to the specific activities involved. Lastly,
new counter-cyclical tools aim to lessen the occurrence and the effects of credit bubbles. To
account for these sectoral developments, it appears necessary to design an overall
framework for evaluating systemic risk that is less strictly focused on bank credit (Adrian,
2018; D’Hoir and Ophèle, 2018).

8

Between 70 and 90% in most developed countries under review, according to Boutillier et al. (2007).
V. Bignon and G. Vuillemey (2017) examine a CCP bankruptcy case. According to E. Farhi and J. Tirole (2017), "prudential supervision of
banking goes hand in hand with (...) incentivized migration to CCPs (...)".
10
These include, inter alia, the MIFID II directive on financial instruments markets, the AIFM directive on alternative management, the
EMIR regulation on derivatives and central counterparties, the SFTR regulation on securities transactions and the CSDR regulation on
central securities depositories.
9

It is especially crucial to adequately measure the liquidity and leverage of market
intermediaries and their related risks. Banking indicators are however not directly
applicable. Market liquidity measures real-time costs (bid/offer spreads), quantities offered
(depth) and the impact of transactions on asset prices. Still, an overall system of indicators
that aggregates these various dimensions and allows for comparisons across sectors has yet
to be built (Idier et al., 2009 11). Regarding debt leverage, the assessment of off-balance
sheet exposures or of exposures related to the use of secured and derivatives financing —
the "synthetic" exposures typical of investment funds — is under review. 12 The macroprudential use of a leverage ratio for investment funds would also need to be considered
accordingly. 13
A review of the entire network structure must supplement the analysis of individual entities
and activities. FSB (2018) assessed the bilateral sectoral exposures of banks and non-banks.
Banks’ exposures to OFIs (Other Financial Institutions) generally account for less than 10% of
their liabilities and less than 5% of their assets. OFIs’ exposures to banks, however, are
greater and often reach 10 to 20% of assets and of liabilities. Moreover, it is necessary to
examine the specificities of investment fund networks (Benhami et al., 2018). Analyses
generally run into three pitfalls: a) data quality or granularity (for example regarding the
liabilities of investment funds); (b) the modelling of liquidity shocks, beyond the mere
consideration of solvency (the default cascades of Eisenberg and Noe, 2001; Acemoglu et al.,
2013); and (c) cross-border exposures 14 and exposures related to derivatives and secured
financing (leverage and hedging).
An overall assessment of macro-prudential risks must account for the specificities of market
activities. It could for example explore the use of macro-stress tests based on an in-depth
analysis of interconnections and vulnerabilities (HCSF, 2018; Grillet-Aubert, 2018). Using
instruments to manage the leverage and liquidity risks of markets and investment funds ex
ante or even in a counter-cyclical manner, still remains a distant prospect. Macro-prudential
policies will therefore in the short term rely on a flexible ex post use of structural tools such
as circuit-breakers, mechanisms allowing managers to restrict fund share redemptions, 15 etc.

11

EBA (2013) identified several categories of liquid assets, which illustrates the challenges of an analysis across different asset classes.
Z. Pozsar (2014) notes: "(...) developments should be systematically captured in a new set of Flow of Collateral, Flow of Risk and Flow of
Eurodollar satellite accounts to supplement the Financial Accounts".
13
Mandated by FSB (2017), IOSCO is examining the issue. In Europe, ESRB (2018) mandated the ESMA to implement the provisions of
Article 25 of the AIFMD directive, allowing the authorities to restrict the leverage of alternative funds.
14
J. Abad, M. D’Errico, N. Killeen, V. Luz, T. Peltonen and T. URBANO (2017) nonetheless show the magnitude of the exposures: "EU banks
have significant exposures to shadow banking entities globally and, in particular, to entities domiciled in the US, which represent
approximately 27% of the total exposures".
15
See recent recommendations issued by IOSCO (2018a, b); ESRB (2018).
12

Conclusion
Market-based financing is growing, especially for non-financial corporate debt. Primarily
intended for large companies, this type of financing is a partial alternative to bank loans, but
often ends up as complementary to bank-based financing. Furthermore, new developments
in financial intermediation and the role of non-bank intermediaries in granting credit have
blurred the traditional distinction between banks and markets. In this context, assessing the
optimality of this mode of financing of the economy – in terms of efficiency, risk
management, alignment of interests, governance, etc. – first requires to better understand
who finances whom, and then to precisely identify the various links in the intermediation
chains. To ensure the resilience of the system, it is necessary to develop sectoral tools
adapted to the nature of the (emerging) risks, while developing a comprehensive overview
of the capacity of the financial system and its sectors to withstand and allocate risks,
including systemic risks.
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