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Introduction

Banks and stock markets are pivotal components of the financial system. This
study investigates the impact of stock market liquidity and banking diversification
on banking stability. A substantial body of literature indicates that sophisticated,
liquid stock markets can effectively substitute for traditional sources of business
for banks, including the supply of deposits and loans (Douglas W. Diamond,
1997; Haubrich and King, 1990; Jacklin, 1987; Samarasinghe and Uylangco,
2021; Wallace, 1988). This dynamic encourages the banking sector to shift from
its conventional intermediary functions and rely more on diversified revenue
streams and assets to mitigate losses from traditional banking operations.
Increased diversification enhances banks' screening and monitoring capabilities,
thereby reducing credit risk. It also lowers operating costs and improves loan
origination and credit risk management through economies of scope and better
information utilization (Douglas W. Diamond, 1984; Doumpos et al., 2016),
ultimately contributing to greater banking stability. However, there is a notable
lack of evidence regarding how stock market liquidity affects overall bank
stability and the economic channels through which this impact occurs. This paper
aims to fill these research gaps by exploring bank diversification as a potential
economic channel through which aggregate stock market liquidity influences
bank stability.

Stock market liquidity can prompt banks to pursue diversification in their revenue
and asset portfolios. Two primary mechanisms drive this behavior, which | refer
to as the ‘cannibalization hypothesis’ and the ‘opportunity hypothesis.’
Regarding the first mechanism, traditional literature suggests that developed stock
markets can ‘cannibalize’ business from the banking sector. Studies have
presented theoretical models illustrating how investor reliance on bank demand
deposits is maintained only when the banking sector and capital markets are
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segmented (Allen et al., 2015; Hellwig, 1994; Von Thadden, 1998). Once this
segmentation is relaxed, as is the case in today's globalized environment,
sophisticated stock markets can attract investors by offering both long-term
returns and liquidity, leading to a decline in traditional banking business. A
decrease in demand for deposits limits banks' lending capacity, as seeking
alternative funding sources can be costly and labor-intensive. Furthermore, firms
are likely to capitalize on favorable conditions during stock market booms by
increasing their equity issuance (Baker and Stein, 2004; Baker et al., 2003;
Hanselaar et al., 2019). This shift results in a further decline in the demand for
loans from the banking sector, negatively impacting bank operations. Thus, liquid
stock markets emerge as demand-side substitutes for bank debt, as corporations
can now raise funds from the stock market more cost-effectively.

In a recent paper, Lin (2020) provides evidence supporting this phenomenon,
finding that deposit and lending growth in the US banking sector significantly
declines during stock market booms. As rational actors, banks aim to maximize
their value; therefore, the loss of traditional business from bank deposits and loans
compels them to increase diversification and seek out more profitable, non-
traditional income sources.

Methodology

This study examines the impact of stock market liquidity and banking diversity
on banking stability in selected countries from 2014 to 2022. To test the research
hypotheses, multivariate regression models based on combined data have been
employed.

In the existing literature, the Z-score is frequently utilized as a measure of bank
stability (Berglund and Makinen, 2019; Demirgic-Kunt and Huizinga, 2010;
Laeven and Levine, 2009; Shabir et al., 2021). This measure indicates, for a given
bank, the number of standard deviations below the mean that profits would need
to fall before exhausting its capital. Consequently, the Z-score can be viewed as
the inverse of the probability of insolvency (Shabir et al., 2021). It serves as an
objective metric applicable to any bank, as all banks face the same risk of
insolvency when their capital is depleted.

Aggregate stock market liquidity (or illiquidity) is assessed using the Amihud
(2002) illiquidity measure. This measure is calculated as the daily ratio of the
average absolute return to trading volume. It reflects the daily price response of a
stock to its corresponding order flow, thereby capturing the ability of a particular
stock market to accommodate transactions without significant price fluctuations.
Accordingly, higher values of the Amihud illiquidity measure indicate greater
stock market illiquidity (or lower stock market liquidity) and vice versa.

Results and Discussion

Existing literature indicates that liquid and sophisticated stock markets can act as
substitutes for the banking sector, suggesting that further developments in stock
markets may adversely impact traditional banking activities. This paper, utilizing
a cross-country sample, documents a positive association between stock market
liquidity and bank stability.



angiJlo 53 (51,5 3 (Sl UG 1 el 13k (Sipi U/ e g Ll w1

The relevant economic channel identified is the diversification channel, which
posits that as stock market liquidity increases, banks tend to diversify into non-
traditional activities, thereby enhancing their stability.

The findings of this research reveal that stock market liquidity significantly
influences bank stability. Moreover, the growth in banking diversity resulting
from enhanced stock market liquidity is linked to an increase in bank stability.
Conclusion

The findings of this paper carry significant practical and policy implications. For
banks, understanding how competitors mitigate losses from traditional sources of
business presents a valuable opportunity. Analyzing the determinants of bank
stability is equally crucial from a policy perspective, as bank stability has been
shown to impact overall economic growth, business cycle fluctuations, and a
country's economic stability.

Given that improvements in stock market liquidity positively influence bank
stability, regulators should promote banks' access to capital markets by
developing the necessary infrastructure. As stock market development encourages
banks to explore non-traditional revenue streams, it is essential for regulators to
simultaneously enhance the infrastructure that supports banks' operational
expansion. This approach enables banks to offset losses from traditional income
sources and leverage the opportunities presented by liquid stock markets.
Strengthening such infrastructure is particularly beneficial for banks in emerging
and frontier markets, which are heavily reliant on traditional business activities,
as it allows them to broaden their revenue and asset bases. Furthermore, relevant
authorities must ensure that as banks diversify to compensate for the loss of
traditional business, this diversification does not significantly escalate the bank's
risk profile.
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