
 
 
 
 
 
 
 
 
 
 

 

����

Financial Systems, Efficiency and Stimulation 
of Sustainable Growth 
Ongoing project  

 SUMMARY 

Objectives of  
the research 

The main purpose of FINESS is to get a clearer understanding 
of the implications of ongoing financial market integration in 
Europe for real economic growth, employment and competitive-
ness, to identify likely future paths for financial development and 
to draw policy relevant conclusions. 

Scientific approach /  
methodology 

The role of financial systems and their relationship with eco-
nomic growth are analysed for a wide number of old and new 
EU member states - and the community as a whole – at the 
macro, meso and micro economic levels. Various advanced 
econometric tools, new indicators and unique datasets are used. 

New knowledge and/or 
European added value 

The role of financial systems and their relationship with eco-
nomic growth are explored by taking into account interactions 
between product, labour and financial markets. Insights into the 
implications of financial institutions for the decisions of hetero-
geneous households and firms are also provided. 

Key messages for 
policy-makers,  
businesses, trade unions 
and civil society actors 

This policy brief provides a non-technical summary of policy-
relevant conclusions drawn from FINESS research. It includes 
the results achieved in the second half-year period. The papers 
focuse on the appropriate design of monetary policy in inte-
grated financial markets and the impact of banking systems on 
real economic performance. A key message of the first topic is 
that heterogeneous housing and mortgage markets across EU 
countries help explain the differences in the transmission of a 
common monetary policy. The papers on the second topic con-
clude that policies which aim at enhancing bank competition and 
restricting banks’ holdings of equity of non-financial firms are 
beneficial to the economy. At the same time, in the new member 
states, as financial convergence speeded up, the competition for 
market shares among banks has led to an underpricing of credit. 
risk. 
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Objectives of  
the research 

The main purpose of FINESS is to get a clearer understanding of 
the implications of ongoing financial market integration in Europe 
for economic growth, employment and competitiveness. In addi-
tion, to identify likely future paths of financial development and to 
draw relevant policy conclusions. By exploring the impacts of fi-
nancial systems from the perspective of heterogeneous agents, 
new insights into the working of financial systems and for the op-
timal policy design in integrated financial markets are provided. In 
particular, the project investigates the role of the financial structure 
- for example, the banking sector, markets for private equity and 
venture capital - for improving efficiency and sustainable growth of 
start ups and established firms. Specific issues regarding the tran-
sition period of the new member states and the gender dimension 
are also addressed. 
 

Scientific approach /  
methodology 

Special emphasis is put on the ability of financial systems to sup-
port efficiency and stimulate longer term growth. This would lead 
to policy conclusions regarding the appropriate design of financial 
systems once the current financial turmoil has abated. The analy-
sis is carried out at both a theoretical and an empirical level. In-
sights into the working of financial institutions are provided for 
different agents on both the supply and the demand side – such 
as domestic and foreign banks, start ups and mature firms and 
female and male investors.  
 
The comprehensive approach undertaken by the project is espe-
cially useful for uncovering catalysts and bottlenecks in financial 
systems and for exploring how the development of different institu-
tions is reflected in higher efficiency and growth. Research in FI-
NESS is based on data at different level of aggregation. The role 
of financial systems for increased economic growth is explored 
with a range of unique data sets. In order to improve the quality of 
the empirical results that are obtained, innovative and tailor made 
econometric techniques are employed.  
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New knowledge and key 
messages for policy-makers, 
businesses, trade unions  
and civil society actors  

Does heterogeneity in hous-

ing and mortgage market 

across EU member countries 

have any impact on the 

transmission of the common 

monetary policy? 

 

 

 

 

 

 

 

 

 

 

 

 

 

Monetary Policy Transmission and House Prices: European Cross 
Country Evidence 
by Kai Carstensen, Oliver Hülsewig and Timo Wollmershäuser (Ifo 
Institute for Economic Research) 
 
Recent literature has emphasised the importance of housing and 
mortgage markets for the transmission of monetary policy. On the 
one hand, house prices are affected by a number of factors includ-
ing income, the housing stock, credit availability and ultimately 
changes in interest rates induced by monetary policy. On the other 
hand, house price fluctuations have an impact on consumption 
decisions of households – via housing wealth and housing collat-
eral effects – and residential investment – e.g. via Tobin's q by 
affecting the value of housing relative to construction costs. The 
importance of housing is related to the institutional characteristics 
of housing and mortgage markets, which determine the availability 
of housing credit and the speed of adjustment of mortgage rates 
to changing money market rates. A number of studies have shown 
that these characteristics vary considerably across EU member 
countries. Mortgage markets appear to be more developed in 
some countries, where the standard length of mortgage debt con-
tracts is around 30 years, the typical loan-to-value ratios are about 
80% and mortgage products, which are specifically designed for 
equity withdrawals, are widely marketed. In other countries, typical 
loan-to-value ratios are much lower and the scope for mortgage 
equity withdrawals is limited. 
 
Classifying countries according to institutional indicators is, how-
ever, questionable. First, the selection of the indicators is subjec-
tive. Vagueness prevails in the decision on which of the indicators 
is relevant. Second, the indicators are compiled arbitrarily. For 
instance a considerable degree of judgement is required to decide 
on the relevant loan-to-value ratios (using the average or the 
maximum ratio), to assess whether restrictions on early repay-
ment fees are implemented or to evaluate whether mortgage rates 
are variable or fixed because both terms often coexist. Third, indi-
cators for a particular country often point in the opposite direction 
concerning their role for the transmission of monetary impulses. 
 
Instead of relying on institutional characteristics, in this paper an 
algorithm is developed that classifies countries according to the 
dynamic interdependencies of important macroeconomic variables 
(real gross domestic product and its aggregates, overall price 
level, real house price and short-term nominal interest rate, which 
serves as the policy instrument) that can be found in the data. The 
results show that macroeconomic variables in European countries 
co-move with real house prices after a monetary policy shock, but 
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What is the optimal scope of 

banking? 

Do banks have value added 

as shareholders of non-

financial firms? 

 

 

 

 

 

 

 

there are significant cross-country differences. The differential 
impact of monetary policy on real house prices across countries 
shows that real GDP (and in particular private consumption) and 
the overall price level are affected  more significantly in countries 
with a strong house price response. In addition, the authors find 
that their classification of countries is to some extent related to the 
institutional characteristics of housing and mortgage markets in 
the individual countries. Overall, their results suggest that hetero-
geneity of housing and mortgage markets across countries re-
flects differences in the transmission of monetary policy, which 
can be explained by the amplifying effects that arise from move-
ments in real house prices after a monetary policy shock. Since 
the discrepancies are sizable, the authors conclude that monetary 
policy should be concerned about the influence of house prices 
when setting interest rates. In particular, this conclusion is relevant 
for the European Central Bank, which sets a common interest rate 
for a large group of countries with heterogeneous housing and 
mortgage markets. 
 
 
Bank ownership, firm value and firm capital structure in Europe 
by Lieven Baert and Rudi Vander Vennet, Ghent University 
 
This paper investigates whether or not banks play a positive role 
in the ownership structure of European listed firms. This is a topi-
cal issue since the financial crisis raises questions about the opti-
mal scope of banking. Should the role of banks be restricted to 
financial intermediation or do banks also have a role to play as 
shareholders of non-financial corporations? The authors empiri-
cally examine the relationship between bank ownership and the 
performance of firms in which they act as shareholders.  
 
Research in the 1980s and 1990s concluded that German and 
Japanese firms benefited from the active involvement of their main 
bank in their corporate governance. This was part of the rationale 
for the deregulation of the banking systems in Europe. The Sec-
ond Banking Directive of 1989 contains provisions allowing all 
banks to pursue strategies leading to a German-style universal 
bank. Banks can hold equity stakes in non-financial firms, albeit 
subject to certain regulatory limits. Simultaneously, institutional 
investors such as mutual funds and pension funds have become 
more important as owners of corporate equity. Institutional in-
vestments in world equity markets have grown substantially in 
recent decades to such a degree that financial institutions have 
emerged as the largest investor class in many countries. There-
fore, the authors make a distinction between banks and other in-
stitutional investors as shareholders for a large sample of listed 
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European firms. Banks, and the bank trusts they manage, are 
treated as a separate group next to institutional investors, such as 
mutual funds, pension funds trusts, private equity firms, financial 
companies and insurance companies. Banks can hold both debt 
and equity in corporations. This combination may give banks addi-
tional power in the disciplining of corporate management. Institu-
tional investors can only use the powers attached to their equity 
stakes to exert influence. 
 
In the empirical setup of the paper three relationships are explored 
simultaneously. The first is the link between the ownership struc-
ture of firms and their performance, measured by Tobin’s Q (mar-
ket value of the firm divided by its book value). The second is the 
relationship between ownership and firm-specific or institutional 
determinants. Since leverage may serve as a disciplining device, 
a third association is that between the observed leverage of a firm 
and its ownership structure, obviously with a special focus on 
banks, since they can hold both debt and equity. Hence, the au-
thors tackle the following questions. What are the determinants of 
bank and institutional investor ownership in non-financial firms? 
What is the effect on the long-run corporate performance (meas-
ured by Tobin’s q) of bank versus institutional investor ownership? 
What are the interactions between ownership, leverage and Q? 
They use a panel of 2851 listed non-financial firms from EU15 for 
the period 1997-2006, leading to 13046 firm-year observations. 
 
The main results can be summarized as follows. First, financial 
institutions, both bank and non-banks, typically hold equity stakes 
in large, cash rich and widely held firms which are moreover char-
acterised by high dividend yield and a lower than average invest-
ment risk, measured by the volatility of the weekly stock market 
returns. The preference for dividends and low-risk stocks is most 
pronounced for institutional investors. The authors interpret these 
findings as evidence that financial institutions behave like typical 
investors, seeking return rather than influence. Second, after con-
trolling for the capital structure decision of the firms and the own-
ership decision of financial institutions, they find that there is a 
negative relationship between financial institution ownership and 
the market value of firms, measured by Tobin’s Q. This negative 
value effect holds for banks as well as institutional investors. This 
sharply contradicts  the monitoring hypothesis. The findings reveal 
no evidence that banks, which can use both debt and equity as 
potential monitoring instruments, as well as institutional share-
holders, are effective monitors of corporate management. Third, 
although the presence of financial institutions in the ownership 
structure of firms is associated with higher levels of leverage, this 
feature does not function as an effective disciplining device for 
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managers. Instead the authors find a negative association be-
tween leverage and the market value of firms. Over the sample 
period, banks have reduced their equity holdings in non-financial 
firms. Given the results, this seems to be socially optimal. Tax 
measures to allow banks to dispose of their equity stakes, such as 
the one enacted in Germany point in the direction that banks 
themselves are aware of the fact that their influence on corporate 
management is limited. Now that the financial crisis is forcing 
banks and regulators to review the scope of banking franchises it 
might be advisable to restrict banks’ holdings of equity of non-
financial firms. Banks should focus on intermediation and not 
combine lending and equity stakes, because this creates conflicts 
of interest.  
 
 
Bank competition and firm growth in the enlarged European Union 
by Gábor Pellényi and Tamás Borkó (ICEG European Center) 
 
The paper explores the empirical link between bank competition 
and real economic performance in Europe. Theory is ambiguous 
on the matter: while more intense competition can encourage 
banks to extend credit to more firms, it may also discourage them 
from maintaining close relationships with borrowers, which can be 
detrimental to credit monitoring. Recent empirical studies tend to 
find a positive link between bank competition and economic per-
formance, but a study encompassing the enlarged European Un-
ion has been missing. This paper fills this gap. 
 
The analysis is performed on a panel dataset including over 100 
manufacturing sectors in 26 European countries over the 1995-
2006 period. The measure to be explained is net firm entry into a 
given industry over the sample period. Firm entry is associated 
with product market competition, innovation, and according to 
OECD estimates, it can account for as much as a quarter of pro-
ductivity growth. The key explanatory variable of net firm entry is 
the product of a country-level indicator of bank competition and an 
industry-level measure of dependence on external finance. The 
competition indicator measures the responsiveness of lending 
rates to changes in banks’ input costs, such as deposit rates. Ex-
ternal finance dependence measures how much external capital 
firms would ideally need in a world without limits to borrowing. By 
interacting these variables the authors can allow for a differenti-
ated impact of bank competition depending on the dependence of 
firms on external (e.g. bank) financing. 
 
The authors confirm the results of earlier, similar papers by finding 
that enhanced bank competition is beneficial for firm entry, espe-
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Has the removal of barriers 

to capital flows in the new 

EU member states enhanced 

financial convergence? 

 

cially in industries with more need for external funds. The novelty 
of their result is the extension to new member states. They also 
attempt to explain the effect of bank competition by institutional 
factors. The security of property rights and the legal framework 
appear to be major determinants of bank competition. 
 
The global financial crisis calls for regulatory reform of the finan-
cial sector. A general message of the paper – which should be 
kept in mind when devising a new regulatory framework – is that 
bank competition is beneficial for the real economy. In addition, 
country-specific conclusions can be drawn from the analysis. A 
particular finding for the new members is that sounder legal sys-
tems and property rights can enhance bank competition and boost 
countries’ growth potential. 
 
Financial Convergence in the New EU Member States 
by Kalin Hristov and Rossen Rozenov (IME) 
 
Financial integration of the new member states is less advanced 
than that in the euro area. The Central and East European coun-
tries used to be centrally planned economies with largely undevel-
oped financial sectors. Due to differences in policy during the 
transition to a market economy, some countries achieved better 
outcomes in terms of growth and price stability than others. These 
differences might have influenced the size of capital flows and 
hence, the pace of financial convergence. The removal of barriers 
to factor mobility (a prerequisite for an economic union) implies 
factor price equalisation. Since capital tends to be more mobile 
than labour, one would expect to see a more rapid convergence of 
interest rates as compared to wages, for example. The massive 
capital inflows to the region in the past ten years pushed down 
interest rates significantly in these countries. It is important to as-
sess to what extent recent developments are sustainable and 
what spreads between the returns on various instruments in the 
new member states and the euro area could be expected to pre-
vail in the long run. 
 
The methodology for studying convergence in financial markets is 
borrowed from the economic growth literature. Both cross-
sectional and time series measures of convergence are used in 
this paper. The cross-sectional approach is based on the notions 
of beta- and sigma-convergence, which have now become a stan-
dard tool in assessing the degree of financial integration. With 
regard to the time-series methods, a time-varying parameter 
model is estimated to capture the idea that the steady state in 
these economies may not have been reached yet and the transi-
tion to equilibrium may not be smooth.  
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On the methodological side, the authors point to some weak-
nesses in the existing conditions for convergence and definitions 
of the speed of convergence, and propose new ones. The work-
horse in the beta-convergence literature is a panel regression 
model, where the change in the spread of financial asset returns is 
specified as a linear function of its own lags, the lag of the level of 
the spread and a country-specific constant. It is commonly ac-
cepted that a negative coefficient on the lag of the spread (typi-
cally denoted by beta) is a sufficient condition for convergent be-
haviour, and the magnitude of this coefficient measures the speed 
by which convergence takes place. This paper demonstrates that 
a negative beta alone does not ensure the convergence property 
for the model studied, and that the value of this coefficient is not 
an adequate measure for the speed of convergence. Based on 
the representation of the solution to a system of difference equa-
tions, an alternative measure of the speed of convergence is pro-
posed – the modulus of the largest eigenvalue of the system ma-
trix. 
 
The estimated beta-convergence model with data on interest rates 
and bond yields for the new member states on one hand, and the 
euro area on the other, indicates convergence of interest rates. 
The differences in bond yields, however, appear to be persistent. 
Most likely, this reflects heterogeneity of fiscal policies pursued by 
individual countries. For some countries interest rate spreads (es-
pecially for lending rates), which are calculated from the model 
point estimates, turn out to be negative. It is recognized that these 
equilibrium spreads are associated with considerable uncertainty 
due to large standard errors of the coefficients. Yet, this result also 
signals that the strong competition for market share in the banking 
sectors of the new member states may have led to an underpric-
ing of credit risk and hence, to unrealistically low lending interest 
rates. 
 
The cross-section coefficient of variation, used as a measure of 
sigma-convergence, exhibits a declining trend until 2007. Since 
then, however -- probably due to the effects of the global financial 
crisis and the associated increased uncertainty - the dispersion of 
returns has increased. The effects of the financial crisis are also 
evident in the measures of convergence. In some countries a ten-
dency for declining spreads was observed initially, which was later 
reversed. 

 

  



 
 
 
 
 
 
 
 

 PROJECT IDENTITY 

 

 

9 

 

Coordinator Prof. Dr. Christian Dreger  
German Institute for Economic Research (DIW Berlin) 

Consortium Centre d’Etudes Prospectives et d’Informations Internationales    
(CEPII), France 

University of Cambridge, UK 

Ifo Institute Munich, Germany 

Ghent University, Belgium 

University of Tuebingen, Germany 

ICEG European Center, Hungary 

Institute for Market Economics, Bulgaria 

Duration February 15, 2008 – February 14, 2010 (24 months) 

Funding Scheme Collaborative Research Project 

Budget EC contribution: 998.170 € 

Website http://www.finess-web.eu 

Further reading FINESS Working Papers   

Baert, Lieven  and Rudi Vander Vennet (2009), Bank owner-
ship, firm value and firm capital structure in Europe  
Carstensen, Kai, Oliver Hülsewig and Timo Wollmershäuser 
(2009), Monetary Policy Transmission and House Prices: 
European Cross Country Evidence 
Hristov, Kalin and Rossen Rozenov (2009), Financial Conver-
gence in the New EU Member States 
Pellenyi, Gabor and Tamas Borko (2009), Bank Competition 
and Firm Growth in the Enlarged European Union 
 
Available at: http://www.finess-web.eu/publications.htm 

For more information tribakoff@diw.de, cdreger@diw.de  


